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A Climate Treaty for the Global
Taxation of Carbon

Tatiana Falcao

Summary

This paper aims to highlight the key policy considerations undertaken when
drafting the articles that informed the text of the Multilateral Carbon Tax Treaty
(MCTT). It is the product of the many comments received from the commentators
invited to provide inputs to the MCTT. The MCTT comprises 31 articles that
together establish an obligation on contracting states to tax carbon contained in
fossil fuel ore or one of its byproducts, at the level of extraction. If the country
entitled to tax at the level of extraction chooses not to exercise its right to tax, it
allows first the country of refining or processing, and second, the country of
consumption, under a secondary and tertiary allocation of rights. The MCTT
identifies a minimum carbon tax, but not a ceiling. It provides for different tax rate
schedules according to the country’s level of development and following the
principle of common but differentiated responsibilities. This is an environmental
agreement that uses a tax instrument (a carbon tax) to assist countries in meeting
the mitigation objective contained in the nationally determined contributions, as
set forth in the Paris Agreement. In other words, it is an environmental agreement
that enables countries to use a tax instrument to quantify and reduce carbon
dioxide emissions in furtherance of the climate commitments assumed under the
Paris Agreement.

Keywords: international tax; carbon taxation; climate change; environmental tax;
multilateral agreement; carbon pricing; tax treaty.

Tatiana Falcao is a senior policy expert in international tax and environmental
taxation, and a member of the United Nations Subcommittee on Environmental
Taxation. She holds a doctorate in international taxation from the Vienna
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1. Introduction

On 15 July 2022 | launched an email to a list of roughly 100 professionals in the
fields of international taxation, tax and public policy, economics, environmental
economics, and other similar disciplines, asking for inputs on a base text for a
Multilateral Carbon Tax Treaty (MCTT).

On that occasion | said:

The objective in suggesting a multilateral carbon tax treaty is to strive to
obtain consensus between policy makers, academics, intergovernmental
officials and civil societies at this initial stage where carbon taxation is still
incipient. As you know, carbon tax is currently not widespread across the
world, and there is no uniform approach between the countries and regions
where it is adopted. The aim is to achieve a single text that is the product of
an ample consultation process with experts in the fields of environmental
law, environmental economics, tax law and public policy. The feedback of
experts would allow us to draw up a model treaty that would reflect, from a
technical perspective, the most optimal instrument to tax carbon on a
multilateral basis. This is an exercise that should be stripped of any political
consideration. The purpose is to create an optimal carbon tax treaty, both
from an environmental efficiency perspective and from a tax technical
perspective.

The object of the treaty itself is very narrow: to create a binding obligation
for countries to apply a carbon tax, as upstream in the consumption chain as
possible.

If I could borrow from Martin Luther King, | had a dream to devise the text of a
treaty that would be deprived of political considerations and as technically correct
as it could be in getting the double dividend dimension of a carbon tax right.
Meaning, a tax treaty that would by its own mechanics impose an upstream
carbon tax on a cross-border basis in the country from where the fossil fuel is first
extracted, and in that way obtain not just an economic gain, but also an
environmental benefit to society at large. The rationale was that such a treaty
would eventually need to undergo political negotiation that would move the text
away from the optimal solution derived from the academic literature and into a
consensus approach that is acceptable to all, or at least in a first moment, most
countries across the world. Departing from a text that is aligned with the
environmental commitment of keeping to 1.5°C in the Paris Agreement would be
a way of setting the benchmark of the political negotiations.

The MCTT is in itself an international instrument, a tax treaty, albeit not in the
sense that we are used to when dealing with income tax treaties. It sets a
commitment for countries to tax carbon, which is very unusual in the dynamics of

7
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international taxation. It sets rules of prominence in exercising the taxing right to
avoid double emission counting and, as a result, double taxation of the same
tonne of carbon pollution.

The most recurrent argument applied to question the form in which this carbon
tax is employed is that tax policy is a topic that is almost intrinsically attached to a
State’s sovereignty. The right to tax is not a supranational right, in that there is no
overarching tax authority in charge of imposing a global tax, irrespective of its
type. It is up to each country to exercise its right to tax within the boundaries of its
jurisdiction. Furthermore, the establishment of an international consensus via a
binding tax treaty (not a model) in a way turns international tax policy as we know
it upside down. Historically, model tax treaties reflect country practices that are
recurrent, elevating them to ‘best practices’ that would be assimilable to rules of
international law, for tax purposes. These model treaties are then in turn used to
guide future practices and standards for negotiation of tax treaties.

The MCTT establishes the international tax practice before countries have had a
chance to consider it within their domestic systems (for most countries across the
globe). That is why the approval of a multilateral carbon tax treaty at this stage
can be a facilitator for the introduction of domestic tax legislation. To the extent
that countries agree with the mechanics of the international approach to taxing
carbon, they can merely reproduce that as a best practice into their domestic tax
legislation. The international consensus may also be an important factor in getting
taxpayer support in the passing of such a legislation, and in dissolving the
strength of corporate lobbying when it comes to the establishment of the tax rate
at a level that is significant, from an environmental perspective. Although it is
uncharted territory for international tax policy, it is quite the opposite when it
comes to the application of universal environmental rights and the exercise of
environmental protection.

Environmental law is a subgenre of international law and within that field the
practice is to establish binding rules that are referred to as principles of
customary law. Customary law regulates the global commons, dictating the rights
of states over the use of and the rights to explore terrestrial assets like the
international waters, the high seas, and airspace. Following that premise, under
the field of environmental law, a number of environmental agreements have been
concluded to define best practices when it comes to controlling temperature
increase in our atmosphere via (among other instruments) the pricing of carbon
emissions. These agreements are, in chronological order, the United Nations
Framework Convention on Climate Change (UNFCCC) (United Nations 1992a),
the Rio Conference and Declaration (United Nations 1992b), the Kyoto Protocol
(United Nations 1998) and finally, the Paris Agreement (United Nations 2015).
From this perspective, carbon taxation is only one of the instruments that
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countries can resort to when mitigating® the impacts of climate change. Carbon
taxation is, by common agreement by the international community, one of the
most efficient instruments within the array of carbon pricing tools capable of
providing a price incentive to reduce consumption of carbon intensive fuels and
goods. However, it is only one of the carbon pricing options available to countries.
| will revert back to this topic later in the paper.? The important point | would want
to make here is that an MCTT is as much a tax policy instrument as it is an
instrument of environmental law, of customary international law and of climate
change mitigation. The UNFCCC and the Paris Agreement have set the targets
and goals for the mitigation of carbon emissions. The MCTT would in that sense
merely execute what is already foreseen in those agreements. It is implementing
customary international environmental law.

There are many benefits in working towards a consensual de minimis multilateral
carbon tax approach even in an environment where domestic carbon taxes are
not widespread:

e First, there is the global dimension of carbon-based pollution and the
environmental commons in that a tonne of carbon emitted into the
atmosphere can move beyond geographic borders and across legal
systems, and through time, also impacting future generations.

e Secondly, there is the equitable nature of a carbon tax that has two
dimensions to it:

o there is a push to equalise carbon taxes across the world using a
consensual approach that is to the benefit of all the countries
involved in that process; the equitability comes from having all
countries involved in the setting of standards thereby legitimating the
rule that determines the allocation of taxing rights.

o it equalises consumption patterns by using carbon-laden fuel sources
as the pricing benchmark. By internalising the carbon equivalent
externality via a carbon tax, every additional tonne of carbon in a
particular fuel source is accounted for in the final price. Green and
brown energy sources can hence compete in parity of conditions, in
an environment where the least carbon intensive product receives the
lowest price. Consumers that are sensitive to the price difference will
hence seek to consume more of the low carbon fuels and products,
fostering the green transition process. The mechanics are more
pronounced in middle- and low-income countries where the
proportion of low-income consumers is highest and therefore even a
small price difference can cause a change to a consumption pattern.

1 Mitigation goals denote actions aiming at the reduction of carbon dioxide emissions and other greenhouse
gases. Most mitigation actions concern the application of a fiscal instrument to price carbon.

2 The interaction between carbon tax and a carbon price is discussed in section 3.3 of this paper.
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o equity is also derived through the allocation of a portion of the
revenues towards a fund of common use.?

A global framework can stimulate free trade in that it avoids double taxation
by establishing a rule of prominence in the incidence of the tax.

By privileging upstream taxation, there is no direct correlation between the
sovereign right to tax and a country’s level of development. Assuming all
countries participate in the MCTT, the winners in a global system are those
countries with the biggest territory and/or the greatest accumulation of
natural resources.

In terms of impact, a carbon tax produces the highest impact when a
country is high in carbon intensity, which is a reality for most middle- and
low-income countries in the short term.

A carbon tax can eliminate distortion in the application of other indirect
taxes, like VAT and ad valorem excise taxes, to the extent it provides price
parity between green and brown products,* hence eliminating implicit
subsidies to the products produced using default (brown) energy sources.

o This in itself features as an indirect incentive towards the
development of alternative clean energy sources that are reliable and
can be consumed at vast levels in production processes.

A carbon tax levied at the point closest to extraction or import into a country
requires very little oversight and verification by tax administrations, therefore
it is very difficult to evade.

o Furthermore, carbon intensive fuel distribution systems are global,
meaning there are fewer opportunities for avoidance. Avoidance of
tax, if any, when exercising the presumptive taxing right will most
likely be recouped under the secondary or tertiary allocation system.
There would be a loss in emissions pricing, but it is unlikely multiple
parties would be able to collude to avoid paying the tax, since
countries would be interested in receiving the revenue allocation.

A uniform approach to the application of a carbon tax at national and
supranational level can provide uniformity in the application of the rules and
reduce potential for tax and trade litigation in the long run.

Finally, a de minimis benchmark can help achieve the goals set in the Paris
Agreement and, over time, provide the base upon which other policy
instruments are applied to complement the carbon tax policy.

o The scope of the MCTT in itself can also be expanded over time by:
(i) expanding the tax base to cover carbon dioxide equivalent
emissions (meaning other greenhouse gases resulting from carbon
combustion), (ii) expanding the scope of the instrument, so that the

3 Article 18 of the MCTT.

4 Green products denote low carbon products or fuels; brown products denote carbon intensive products or

fuels.
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treaty is not just promoting a carbon tax, but also a carbon price, (iii)
increasing the tax rate according to the tax rate schedule,%¢ and (iv)
expanding coverage to include also fossil fuels used in the production
of non-biodegradable plastics.

1.1 The politics

Even if the objective is to derive a text for the MCTT that is deprived of political
considerations, it is impossible to remove it from the moment it is set to exist in.
There is a positive momentum for the consideration of an instrument of the likes
of the MCTT, that is principally marked by the African Leaders Nairobi Declaration
on Climate Change (African Union 2023: 19, para. 57) issued following the Africa
Climate Summit in September 2023,7 urging ‘world leaders to consider the
proposal for a global carbon taxation regime including a carbon tax on fossil fuel
trade, maritime transport and aviation, (...) to provide dedicated, affordable, and
accessible finance for climate-positive investments at scale (...).

This has been topped by the Conference of the Parties (COP28) Decision of
2023 that has been claimed to mark ‘the beginning of the end of the fossil fuel
era’. The deal called on countries to contribute to global efforts to transition ‘away
from fossil fuels in energy systems in a just, orderly, and equitable manner,
accelerating action in this critical decade, so as to achieve net zero by 2050 in
keeping with the science’. The decision also calls for the phase-down of unabated
coal and acceleration of zero and low emissions technologies including
renewables (UNFCCC 2023a: paragraph 28 (b), (d) and (e)).

As is customary with non-binding soft law political commitments, the form by
which countries will transition away from fossil fuels is open for each country’s
consideration. However, the commitment strengthens the case for the use of a
carbon tax as a tool to transition away from fossil-based energy sources and into
renewable forms of energy.

In addition to that, many other initiatives continue to pursue some level of
multilateral unified approach to the pricing of carbon. The most relevant approach
in practical terms is the EU Proposal for a Carbon Border Adjustment Mechanism
(CBAM) (European Union 2023) that in practice pushes for the establishment of a
corresponding carbon tax system in the countries that are principally impacted by
the EU’'s CBAM.

5 Article 8 of the MCTT.
6 These issues are further discussed in section 3.3.

7 The Africa Climate Summit can be accessed at: www.africaclimatesummit.org

11
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In addition to that, coalitions championed by countries that are advanced in
climate pricing techniques are growing in number.® For example, Canada
launched in 2021 during COP26 a Global Carbon Pricing Challenge that calls for
a partnership of carbon pricing champions from around the world to expand the
use of carbon pricing by strengthening existing systems and supporting emerging
ones. The goal of the coalition is to reach the collective goal of covering 60 per
cent of greenhouse gas emissions by 2030.°

Finally, there is growing pressure mounting from Small Island States that are
expected to be severely impacted by climate change and by rising sea levels.
Outside the sphere of the discussions occurring under the Conference of the
Parties, one occurrence worthy of mention has been the adoption of UN General
Assembly Resolution (UNGA) 77/276 championed by Vanuatu, requesting an
advisory opinion from the International Court of Justice (ICJ) on the obligation of
States in respect of climate change (UNGA 2023a). The UNGA Resolution asks
‘what are the obligations of States under international law to ensure the protection
of the climate system and other parts of the environment from anthropogenic
emissions of greenhouse gases for States and for present and future
generations’. It also asks what the legal consequences of States’ acts and
omissions are when they lead to severe climate harm.

The growing number of initiatives from countries that have a history of furthering
carbon pricing instruments that foster climate mitigation goals, combined with the
growing pressure from countries now severely impacted by the effects of climate
change, potentially compromising their own existence, have led to a momentum
that calls for change. The MCTT is put forward as the instrument capable of
making the first of many moves towards equitable change, that takes into account
the economic capabilities of each of the countries through the implementation of
differentiated carbon tax rates.

8 In theory, countries could also choose to employ an emissions trading scheme (ETS) in lieu of a carbon tax.
However, ETSs take on average five to ten years to be implemented — which means that the timeframe for
implementation of a regulated market-based approach would deter from achieving the immediate objective of
pricing emissions in the country of source, rather than having them priced in the country of destination (in this
case, the EU). Also, countries introducing novel ETSs tend to grandfather emissions permits at the initial
phase of the project, reducing the impact of the regulated market at domestic level, and making the price an
implicit one for as long as the permits are exempted/grandfathered. Finally, the only reason why countries
will consider responding to a CBAM is to allocate revenue resources to the country where the emissions are
in fact issued. It is a form of financing the energy transition process through a market instrument. The ETS is
not capable of responding to the demand of a regime that is already in force, on a short-term basis, hence
leading to an overall loss in financing capacity by the country impacted by the CBAM.

9 Global Carbon Pricing Challenge, https://www.globalcarbonpricingchallenge.org/

12
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1.2. Structure of this paper

The objective of this paper is to portray some of the key points raised by the
commentators, and in some way document the exchanges had with the many
colleagues who took their time to provide comments on the text. As | wrote to
them in more than one email, this project could not have existed without their
inputs, and therefore | would like to ask the reader to take one minute to read
carefully through the names in the acknowledgements list that precedes this
paper.0

This paper is organised as follows: section 2 provides a quick overview of the
mechanics of the MCTT, focusing less on the technical details and more on the
interaction between the different articles. Of course, | could never totally strip this
treaty from its political considerations. In fact, many if not all the commentators
were fast to point out political issues concerning domestic implementation and
acceptability in one or more countries. Section 3 therefore considers the main
arguments relating to acceptability, enforceability and legitimacy. Section 4 then
puts forward some of the technical issues arising from the correspondence with
experts. Section 5 discusses revenue use and section 6, the governance
structure of choice for the MCTT. Section 7 concludes.

The MCTT was drafted having in mind all the international agreements that
preceded it in the fields of environmental and tax law, and the agreements that
one could expect to derive from it in the future. As a result, careful consideration
was taken to link its targets to those that have been pre-agreed via the Paris
Agreement, and to use the terminology that is common to the existing
international environmental agreements. For example, the principles of
environmental taxation subscribed to in Article 3 of the MCTT are repeatedly put
forward in the UNFCCC umbrella convention, the Rio Declaration, the Kyoto
Protocol and the Paris Agreement (Falcdo 2019a). The objective of the treaty
accounts for the World Trade Organization (WTO) Appellate Body decision in US-
Gasoline (WTO 1996c¢: para 6.24) by referencing protection of clean air as one
goal."

10 The list is reflective of the commentators who accepted being named in this paper. The author also thanks
the anonymous contributors for the comments they provided.

11 Article 2 of the MCTT.

13
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2. How the treaty works

The MCTT establishes a commitment by countries to tax carbon with the
objective of reducing emissions in the atmosphere to a level that would prevent
dangerous anthropogenic interference with the climate system and would protect
clean air.’ These commitments are in line with the objectives of the Paris
Agreement, where it is established that dangerous anthropogenic interference
with a climate system arises if carbon dioxide concentration in the atmosphere
reaches 550 parts per million or the world experiences an increase of 2 degrees
centigrade in average global temperatures as compared to pre-industrial levels.

Furthermore, the commitment set by countries under the MCTT is aligned with
the predominant jurisprudence of the World Trade Organization, in that it furthers
the carbon tax with the objective of conserving clean air.’* This makes both the
carbon tax, and any type of multilateral concerted agreement to employ a border
carbon adjustment (BCA) measure towards countries choosing not to ratify the
MCTT, admissible under the General Agreement on Trade and Tariffs (GATT).
Aligning the objective of the agreement with the WTO jurisprudence also meets
the governance structure of the MCTT, which is jointly overseen by the UNFCCC
and the WTO, as further explained in section 6.'°

The treaty works by creating three separate rules of allocation of taxing rights: the
presumptive (or primary), secondary and tertiary rule of taxing rights. The
presumptive rule is for the fuel to be taxed at the country (and moment) of
extraction, so that the tax can capture the whole carbon emissions potential of the
crude oil prior to submitting it to any processing activity. This is established to be
the main rule because extraction denotes the moment of the fossil fuel supply
chain with (i) the least number of tax payers, (ii) the greatest carbon coverage
(because no emissions have been lost as part of transport or transformation
processes), and (iii) the least potential for tax evasion, since there is a direct
correlation between the crude oil, coal and natural gas and its carbon emissions
potential as measured in tons of carbon. Many agencies provide for carbon

12 Article 4 of the MCTT.
13 Article 2 of the MCTT, as aligned with Article 2 of the Paris Agreement.

4 The US-Gasoline decision recognises that clean air is an exhaustible natural resource that could be
exhausted as a result of pollutants like those emitted through the consumption of gasoline. As a result, it
includes fossil fuel products within the context of the public policy exception of Article XX(g) of the GATT,
and recognises that a border carbon adjustment measure would be admissible in respect of fossil fuel
products provided certain requirements are met. See in this respect: Falcdo 2021d: 485 and Falc&o and
Englisch 2021.

15 Article 21 of the MCTT.

14
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intensity estimates that could be easily applied by an extractive country using the
volume of crude oil extracted from the ground as a proxy.'®

The rules of secondary and tertiary application were created in the
acknowledgement that not every extractive country might be willing to introduce a
carbon tax. These rules therefore exist not just to capture the untaxed carbon
content in case the country of origin chooses not to exercise its taxing right under
the MCTT, but also to exercise pressure on extractive countries to employ a
carbon tax at the level of extraction. Not doing so means that the country in
question is waiving its sovereign right to tax and transferring it to a third country
further in the midstream or downstream segment of the supply chain.

Under the rule of secondary allocation, the carbon tax is applied at the midstream
phase of the value chain, meaning the country where crude oil and natural gas
are refined or processed into their byproducts. This could be the same country as
the country of extraction or a different country. Coal has no midstream phase, as
it does not undergo substantial transformation prior to final consumption. The rule
of tertiary allocation concerns the country of consumption, meaning the country
where these fossil fuels will be used or combusted as an energy source.
Irrespective of the phase at which the carbon tax is employed, it is suggested that
it be employed at the upstream segment of the country’s domestic fossil fuel
value chain. Therefore, if secondary or tertiary allocation rights apply, the fossil
fuel, whatever its form, should always be taxed upon import to the country in
question, or as close as possible to the import phase. That is to capture the whole
polluting potential of the fossil fuel prior to entering that economy, and to allow the
carbon tax to burden the entire economy, thereby including the formal and
informal segments.

Since the carbon tax is employed at the upstream level of every country owning
the right to tax, the tax is always calculated based on the fuel's estimated carbon
content. There is no need to monitor, review and verify (MRV) emissions for the
purposes of the tax per se. At secondary and tertiary allocation levels, countries
who are party to the MCTT may choose to account for the fugitive emissions
deriving from the preceding untaxed segment. This is not a mechanism that is a
priori inbuilt as an MCTT function. The contracting states would need to agree on
a methodology to account for those fugitive emissions and gross up their

6 The Greenhouse Gas Protocol (https://ghgprotocol.org/) is nowadays known to be the most widely used
greenhouse gas (GHG) accounting standard. It has been adapted and applied at national level, and has
country subchapters such as, for instance, the Brazilian Program of the GHG Protocol. However, other
standards exist, and estimates have been provided by the following agencies, for example: (i) IPCC 2007a:
293; (ii) Hong and Slatick 1994. Footnote 5 therein argues that ‘[p]otential carbon dioxide emissions can be
calculated by use of the following formula: percent carbon + Btu per pound % 36,670 = pounds (Ibs) of carbon
dioxide per million (106) Btu'.
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respective tax bases to the amount of fugitive emissions that were left
unaccounted for.

Fugitive emissions are defined in the MCTT'’ as the unintended leakage of
emissions from the handling of fossil fuels. These are, for example, in secondary
allocation, the emissions that were released from the time the fossil fuel was
extracted to the time it entered the country of secondary allocation for refining or
processing. Under this rule, therefore, the country of secondary allocation can
estimate the emissions released from extraction to refinement based on a
commonly agreed approach and opt to tax that at its own initiative. This would be
the second-best option to having the tax employed from the point of extraction.'®

Figure 2.1 Overview of rules on allocation of
taxing rights
Level 1 Rule of first right —» Country of fossil-fugl extraction

If nof taxad at axtraction
L 2

Level 2 Second Point of Taxation — Refinery

Ifnof taxed at levels 1 and 2

Y

Level 3 Third Point of Taxation —» Upon import: Country of retail or consumption

Source: Falcdo 2019a, © IBFD, used with permission.

Extended research was conducted on which would be the winning and the losing
countries under each of the allocation rules (Falcdo 2019a, chapter 6: 209-216).
In a nutshell, non-OECD economies, meaning middle- and low-income countries
would mostly be advantaged with the rule that determines the application of a
carbon tax at the point of extraction. The rule of secondary allocation is more
equitable in the split between OECD and non-OECD economies if one excludes
the United States, which is the country with the greatest amount of refining
capacity in the world. The rule of tertiary allocation privileges OECD and high-
income countries the most as the countries with the largest consumption of fossil
fuel energy sources. Intuitively, since high-income countries are also the
countries with the most experience of taxing carbon (the European Union in

17 Article 1(v) of the MCTT.

18 See, in this respect, IPCC 2000: 103—127. On coal fugitive emissions see also IPCC 2006a.
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particular), it would be expected that these would be the countries most prone to
adhering to an MCTT proposal. Agreement by a few countries would be enough
to spur interest up the value chain, as the application of a carbon tax at any level
outside the point of extraction would imply another country’s loss of presumptive
revenue generation ability. The MCTT foresees the application of a BCA, which in
a way also works as an incentive for countries located further upstream in the
fossil fuel supply chain to join the multilateral system.

It is to be noted that the adherence of countries to the MCTT, exercising the
presumptive rule, does not necessarily mean a complete loss in revenues for the
refining and/or consumption countries even under the utopian situation where all
the tax is employed at extraction level. That is the case because fossil resources
are widespread across the world in a fairly even geographic distribution. Since no
one country contains all qualities of oil and gas, these have to be traded widely
between countries and geographic locations, which is the reason why fossil fuel
trade is so internationalised in the first place. International trade of coal is much
less prominent, with 85 per cent of the coal extracted being consumed in the
country where it derives from.

In addition to this, Article 9(2) should be interpreted together with Article 8 of the
MCTT in considering the effective tax rate schedule. Article 8 discusses the tax
rate schedule for low-, middle- and high-income countries, proposing different
schedules according to the level of development the country fits into, in direct
application of the principle of common but differentiated responsibilities. The rates
proposed in the MCTT are minimum tax rates, or tax rate floors, allowing
countries to employ higher nominal tax rates if they so wish. The objective is to
allow countries to employ as high a carbon tax rate as they are ready to employ
and not limit those countries with a long and successful history of taxing carbon
as an externality.

There is extensive economic literature on how to quantify the social cost of
carbon and in that way establish what would be the ‘optimal’ carbon tax rate.®
This paper will not go into this discussion per se. The tax rates are not defined in
the text of the MCTT, since it is assumed that this would be the object of political
negotiation. However, it is contended that these should be high and significant

19 Pigou (1932) argues that the ideal Pigouvian tax should be set at the marginal social cost for society. That
means it increases over time, since the social cost of carbon increases with every additional tonne of carbon
that is released into the atmosphere because of the increase in pollution intensity.

Coase (1960) suggests having a cost benefit analysis.

In modern economic literature, some suggest that the tax rate should equal the cost of carbon and health
impacts of diseases resulting from those emissions. The fact that these costs are not yet being taken into
account contributes to the environmental gap (Parry, Veung and Heine 2015).
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enough to meet the Paris Agreement goals?® and provide economic stimulus to
change consumer consumption patterns. The tax rate should be high enough to
finance the green transition process through technology development and
innovation. Revenues, and as a result the tax rate, should be significant for the
private initiative to want to save on carbon emissions and invest in cleaner and
more technological energy sources.

Article 2 of the MCTT sets the objective of the agreement and aligns it with the
objective set in Article 2 of the Paris Agreement to achieve the stabilisation and
reduction of carbon-based emissions in the atmosphere in particular to a level
that would prevent dangerous anthropogenic interference with the climate
system. This is an intentional alignment aimed at avoiding a race to the bottom
when setting the tax rate. It means that for the objective of the MCTT to be
fulfilled, the minimum tax rate applicable to low-income states (that will be paying
the lowest benchmarked tax rates) will have to be sufficient to meet the Paris
Agreement target of holding the increase in the global average temperature to
well below 2°C above pre-industrial levels. Therefore even if there is
differentiation in the level of tax under the common but differentiated
responsibilities framework, the minimum tax rates established under the treaty will
need to be high enough to meet the climate commitment.

A practical approach is suggested for the setting of the tax rate. A simple cost
analysis could be considered to establish the initial tax rate that should be
considered as a carbon price floor for low-income countries — those that under
the structure of the MCTT would be subject to the lowest taxes. The cost analysis
could use the Intergovernmental Panel on Climate Change (IPCC) estimates as a
benchmark in prorating the appropriate tax rate. According to the IPCC, the tax
rate should be set between USD20 to 80/tCO2e by 2030 and USD30 to 155 by
2050 per tonne of carbon in order to meet the Paris Agreement goals.?' A
significant tax rate for low-income countries might therefore be around USD30
(Parry et al. 2014) per tonne of carbon in 2024.2? As a consequence, middle- and
low-income countries would take a higher starting base line for their respective
tax rates. These rates would be adjusted for inflation over time, but also perhaps

20 Nicholas Stern has predicted losses of 5-20 per cent of global GDP per annum if the targets of the Paris
Agreement are not met (Stern 2006). On the other hand, according to Black, Parry and Zhunussova, 0.5 to 2
per cent of GDP in revenues is enough to meet the Paris Agreement Goals.

21 According to the IPCC, ‘Modelling studies, consistent with stabilization at around 550 ppm CO2-eq by
2100 (see Box SPM.3), show carbon prices rising to 20 to 80 US$/tCO2-eq by 2030 and 30 to 155
US$/tCO2-eq by 2050. For the same stabilization level, studies since TAR that take into account induced
technological change lower these price ranges to 5 to 65 US$/tC0O2-eq in 2030 and 15 to 130 US$/tCO2-eq
in 2050.” See IPCC 2007a: 19.

22 E|lsewhere it has been argued that any carbon tax, even an extremely low one, would be positive provided
there is a clear tax rate schedule for consistent increases over time. However, this approach would not be
ambitious enough to meet the Paris Agreement goals, the reason why it is not being upheld for this proposal
(United Nations 2021).
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revisited in light of how well measures respond to the mitigation of emissions over
time.

From a political economy perspective, the tax rate should start low and should
progress over time. Since the fossil fuel industry relies on long-term investment
and is high on capital investment, the MCTT suggests a 50-year schedule with ad
hoc tax rate increases which are more often in the beginning and more spaced
out towards the end. This long-term approach provides investment foresight and
legal certainty for the fossil fuel industry and other energy intensive businesses
that rely on fossil and non-fossil energy products, in that they can plan for the
additional cost burden deriving from the use of carbon as an externality. It also
provides significant time for businesses to adapt to the new low carbon
technology reality. At the domestic level, a 50-year schedule might not be aligned
to the government cycle of short-term parliamentary/presidential mandates.
However, the commitment to join the MCTT might be enough to link the
government budget of contracting states at national level to the carbon tax rate
schedule agreed internationally, hence creating political space to make the
required fiscal adjustments on the ground.

Going back to the winners and losers of the MCTT and the interaction between
Articles 8 and 9(2) of the MCTT, it is provided in the text of the MCTT that a BCA
measure ‘may be employed, at a Contracting State’s discretion, towards another
State when the latter’s effective tax rate is 10 per cent or more lower than the tax
assessed domestically by the former’. This means that where the spread between
the tax rate of the low-income country and that of the high-income country is
wider than 10 per cent of the tax rate so applied, the country employing the
higher tax rate can chose to employ an adjustment towards the country
employing the lowest tax rate, in order to provide parity of treatment between
imported and domestically produced fossil products. This would in practice
eliminate any risk of leakage. In addition to that, the operation of Article 9(2)
provides high-taxing countries (who might not necessarily be high-income
countries, because the benchmarked rates act as mere floors) with the possibility
of accumulating additional revenues by ‘topping the rate’ in proportion to the
carbon tax applied nationally by that contracting state. This feature would in itself
provide a further incentive for the tax rate schedules between low-, middle- and
high-income countries not to be too disparate. At the same time, the MCTT still
obeys the principle of common but differentiated responsibilities and common
capabilities, in that it allows greater time, or more leeway, for middle- and low-
income countries to achieve the carbon tax target. This inward-looking BCA
measure (applied towards other MCTT contracting states) sunsets in 2075, the
time when it is expected that the three tax rate schedules will fuse into one single
(high) tax rate. This rate will be consistent with the IPCC carbon price projections
and with the Paris Agreement goals.
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This is a necessary provision, even if an optional one, to avoid competition
between MCTT members. Take the example where an extractive country A
applies the minimum tax rate of USD30, selling its crude oil to a high taxing
country B applying a tax of USD80. Were there not to be an internal BCA feature,
the MCTT would act to provide an indirect incentive for the consumption of
foreign derived fossil fuel from country A, instead of acquiring nationally derived
fossil fuel byproducts. The treaty would work to privilege the products deriving
from countries applying the lowest tax rates. The internal BCA mechanism aims
to correct that, by levelling up the overall price according to the highest prevailing
rate in any given transaction.

Article 9(2) might become inoperative between some contracting states if there is
parallel agreement to create a climate club and to agree on the application of an
MCTT-based BCA towards non-signatory states. If that is the case, there will
have been a common agreement between those states for the formation of a
block that is outward looking. The application of the BCA towards third parties
(non-signatories to the agreement) will be discussed in greater detail in section 4.

The tax rate will be indexed according to a composite rate of mixed currencies,
denominated 40 per cent in euros and 60 per cent in dollars. A recurrent remark
made by the commentators was to diversify the array of currencies under which
the indexation occurs. Some remarked that adding emerging market currencies
such as the Yen, the Yan and the Ruble might encourage buy-in by other
countries. While the point was taken, the text was left unchanged under the
author’s own experience with emerging markets and unexpected currency
devaluations that are based on investor projections in risky markets. The
objective underlying this provision in the first place was to have some level of
readjustment according to inflation, using a consumption readjustment index so
that the nominal tax rate does not lose value over time. Since fossil fuels tend to
be denominated in dollars or euros when traded internationally, these were the
currencies of choice, but there could be flexibility to also include other emerging
market currencies from significant emerging markets.

The last remark concerning the actual mechanics of the MCTT regards the
application of Article 14(1) where an actual prohibition is instated to stop
contracting states from using negative price incentives such as credits, subsidies
and tax rate reductions at national level, in direct opposition with the policy
objective intended via the MCTT. Subsidies, credits and tax rate reductions have
the effect of reducing the overall carbon tax even if they can be considered
integral to the computation of a domestic carbon price, as will be further
explained in section 4. Unilateral concessions would add complexity to the tax
system and deter from the objectives perceived via the MCTT therefore they are
forbidden under this context.

Finally, since the objective is to impose a tax on the expected carbon emissions
using carbon as a proxy, a tax credit or reimbursement is allowed when the
20
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carbonic material is not consumed in a combustible reaction. This rebate process
was denominated a reverse charge mechanism, aligning with the practice in other
indirect consumption taxes, like VAT.

This feature of the treaty implies that companies using a fossil fuel product to
produce final products that derive from petrol and therefore are not burntin a
combustion process (like, for example, plastic) could get a credit back for the tax
charged at the upstream level. This mechanism aims to address the fact that not
all the fuel extracted is actually geared towards the generation of energy, which
contributes to the increase of carbon dioxide emissions in the atmosphere.

While this is indeed the case, and the objective of the MCTT is to address carbon
dioxide emissions only, it is to be noted that this feature could be employed in
order to expand the scope of the treaty after an initial period of implementation.

One way countries could aim at addressing the issue of plastic pollution, for
example, or plastic production overdrive (and indirectly provide an incentive for
the development of other biodegradable products), could be via a reduction of the
amount of credit entitled under the treaty (i.e. by denying 100 per cent credit for
the carbon tax paid when the product for which the fossil fuel is employed is an
environmentally harmful product), or to deny the credit altogether. Such a policy
choice could over time reduce the incentive to produce plastics from fossil fuel
products and provide an incentive for the development of plastic materials that
derive from other biodegradable products. Such a policy could contribute to the
preservation of biodiversity and life in the sea (SDG 14), and be linked with Article
12 of the MCTT.%

23 For a thorough review of the interaction between carbon pricing, plastic production and the fossil fuel
industry, see Mann 2022. Her research denotes that a carbon tax alone would fulfill the purpose of reducing
GHGs from plastic production using fossil fuels, because it would at least address the emissions from
transport. According to her: ‘Use of fossil fuels as a feedstock for plastic creates significant carbon
emissions, largely due to extraction and transport of the fuels. Using fossil fuels to manufacture plastic emits
even more GHGs. Therefore, using renewable energy to manufacture plastic would reduce the climate
impact of plastics, if not the waste problem’ (Mann 2022: 24).
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3. Political economy issues

Even if the objective of the MCTT is to come up with a practical solution that is
technically correct from climate, legal and economic perspectives, it is clear that
there will be some political issues to overcome if it is really to be implemented in
practice. Some of the design features of the MCTT are meant to address these,
as discussed here.

3.1 Binding treaty and framework setting

The MCTT is not an agreement to agree in the future. Unlike the Paris
Agreement, where the clauses establish targets that are programmatic and thus
achieved via the implementation of complementary policies, the MCTT is a
binding agreement for the adoption of one climate policy: carbon taxation. It is not
a model, it is a binding treaty. However, it is clear that in this particular case,
becoming a party to the MCTT will have direct impacts on a country’s national tax
system. Once a country ratifies the MCTT, it will then have to introduce a
corresponding carbon tax at domestic level, following the framework that has
been instituted via the MCTT. So in this sense, the MCTT can act as both a
binding treaty and a framework setting policy instrument, with the power of
uniformising carbon tax policy implementation across different countries and tax
systems across the globe.

3.2 Acceptability and ratification

A recurrent comment that is indeed not to be taken lightly concerns the
acceptability of the MCTT, meaning whether it would outlive the requirements for
ratification of a treaty through a state’s internal proceedings; That the lack of
support and minimum voting requirements could act as a constraint against the
adoption of the MCTT even if it is ultimately signed by the executive. This is
indeed a problem that is difficult to tackle, as 193 countries across the world
means that if there were universal acceptance of the premise of the MCTT, it
would have to undergo the scrutiny of 193 government proceedings.

Having said that, experience has shown that even if a particular policy does not
resonate with the political inclination of a particular government or its house of
representatives, international pressure and the concern that a country might be
losing out on a particular resource — in this case, revenues — could pose as a
significant enough drive to build consensus within a country or government.
There are a few examples to demonstrate that this could work for small changes
in the tax or regulatory system that do not imply a complete overhaul of the tax
system (like BEPS pillars 1 and 2 do).
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For example, to keep it within the realm of tax and climate, the European Union
(EU) regulation for a CBAM (EU 2023) was the first time a region actually
attempted to equalise and internalise the foreign carbon cost of production. Doing
so has had the effect of granting the EU the first mover advantage, by allowing it
to increase its revenue collection ability, even if that is not necessarily one of the
policy objectives. On the other hand, it also has the effect of detracting from a
third country’s own right to benefit from the revenues derived from the application
of a domestic carbon tax or price. That is because the regulating country (in this
case, the EU), is employing the BCA in lieu of the country of origin, and it will use
the revenues derived from the application of the BCA toward its own budgetary
objectives.

The intended and unintended impacts of the CBAM proposal did not go unnoticed
by other countries (like the USA, Canada, Taiwan, Korea and others) who
themselves started considering the introduction of BCA measures. In the specific
case of the USA, where there is no domestic explicit carbon pricing system
(carbon tax or emissions trading schemes (ETS)),?* the second-best option
adopted by the government was the passing of the Inflation Reduction Act (IRA)
(White House n.d.), a bill that aims to promote clean energy investment and
electrification of the energy grid, and stimulate carbon capture and storage
activities through government intervention.?®

Immediately after the publication of the IRA, there was speculation about whether
this bill was in any way connected with the US BCA proposal.?® If that were to be
the case, then the next step would be for the US government to request the
recognition of the equivalence of these regulatory practices to a carbon price
(Coase 1960: 5,6). That could well still be the case, after the implementation of
the IRA. The issue there is how to define the criteria to establish a carbon price
that is based on a regulatory measure. This point is further discussed in section
3.3 below. Suffice to say that if the US were capable of establishing that these
measures correspond in practice to a national carbon price, it would be able to (i)
request recognition of that price to the EU and a corresponding adjustment (or

24 The US has regional ETS systems, but not a national approach to pricing carbon. For example, the US
has the Regional Greenhouse Gas Initiative (RGGI) covering 11 US states in the northeast of the country,
the California cap and trade system, and the Western Climate Initiative (WCI) covering two American states
and two Canadian provinces. WCI has no regulatory power but issues recommendations for a regional cap-
and-trade programme.

25 Under the IRA, the USA partners with private investors to modernise and decarbonise the national energy
matrix (regulatory nature). The rules foresee a long list of activities that qualify for tax credit when private
parties invest in renewables, new technologies, and carbon capture and storage that are conditional on
satisfying certain labour requirements. Some of the rules stimulate domestic content (bonus credits
provided). Other bonuses are allowed for low income, energy community and other vulnerable communities.
The overall tax credit can amount to 70 per cent.

26 The US proposal for a Border Carbon Adjustment measure is foreseen under the Fair, Affordable,
Innovative, and Resilient Transition and Competition Act of 2021.
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reduction) of the CBAM applied at the border towards products deriving from the
US and qualifying under the scope of the CBAM; and (ii) establish its own BCA in
respect of the domestic carbon price.

What has happened in practice is that the IRA has driven legislative action by
other countries who felt they might be left out of the race for development of new
clean technologies if no national programme was instituted to further innovation.
As a result, the EU, for example, is now considering the passing of new
legislation (European Parliament 2023) to promote innovation and clean energy
technologies at the same scale as the US purports to promote these actions.

The rather long example above goes to demonstrate that countries will act and
political alignment can be achieved when countries feel that they might lose
revenues or competitiveness in a field of high relevance for economic
development. In the case of the MCTT, assuming there is minimum quorum to
ratify the MCTT (even if only by the countries already applying carbon taxes at
domestic level), this would imply a potential revenue loss by the countries that are
left out.

The operation of the presumptive rule in combination with the rules of secondary
and tertiary allocation puts each and every contracting state in the position of
wearing two hats: those of tax enforcement and surveillance. This is because not
exercising one’s right to tax means that the next country down the value chain
might do so on one’s behalf. Therefore, the country who is next in line acts as the
validating agent for activities occurring further upstream for every transaction.
Furthermore, the penalty associated with the prohibition to grant unilateral tax
incentives in Article 14(1) could well be the authorisation for the country next in
line on the fossil fuel value chain to charge back the tax in the amount of the
exemption or incentive, and keep those revenues for its own budgetary purposes.
This would provide all countries involved in the closed system of the MCTT with a
steady, certain and reliable flow of revenue stream for as long as they rely on
carbon polluting resources, and the countries that are out of the MCTT with
negative revenue allocations. In fact, countries not ratifying the MCTT would be
left with a loss, to the extent that participating countries would be allowed to take
over the tax base of non-participating countries and use the resources for their
own budgetary purposes.

3.3 Carbon tax versus a carbon price

The MCTT concerns the establishment of a carbon tax, not a price. This is a very
important point because it speaks to the practicability of the MCTT in the short
term. While there is no current consensus on what a carbon price stands for (and
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what types of instruments it covers),?’ there are certain instruments that are
generally perceived to price carbon either because they can confer a positive
price on carbon, or because they detract from the overall carbon price. There are
four instruments capable of conferring an explicit or implicit price on carbon.
These are carbon taxes, ETS, energy excise taxes or taxes based on energy use,
and fossil fuel taxes. Carbon taxes and ETSs?® are the only two instruments
capable of conferring an explicit price on carbon, because the operation of the
instrument is in itself capable of conferring a clear price indicator. Excises on
energy and on fossil fuel products confer only an implicit price because these do
not tend to be introduced having in mind the pricing of carbon as a main
consideration. To start with, they are levied on the retail, ad valorem price,
meaning they are not specific and therefore they depend on a mathematical
computation to be able to draw the inbuilt carbon price.

In addition to the above, there are instruments that detract from the price. These
are fossil fuel subsidies, any type of exemption or tax rate reduction that might be
conferred nationally, state subventions, incentives, and other reductive measures.

Finally, one could bring to the table an array of instruments whose roles are
questionable when it comes to the computation of the carbon price. These are
instruments that can have the effect of either inflicting a positive price on carbon,
equalising a domestic price, or impacting a national price positively or negatively.
These would include regulatory measures, tariffs and other border measures, as
well as the role that a credit or offset created from the operation of a voluntary
market has to play in adding or detracting from the price.

Table 3.1 Equating the domestic carbon price

Equating the domestic carbon price

(+) Instruments capable of generating a clear Carbon taxes
price indicator either explicitly or implicitly

Emissions trading system

Energy excise taxes/taxes based on energy use

Fossil fuel taxes and other pollution taxes

27 There is ongoing work from three of the four main intergovernmental organisations, but no agreement has
been reached in respect of a common definition. See in this respect: OECD 2021; Black et al. 2022: 4;
Garsous 2023; and Agnolucci, forthcoming.

28 ETSs will derive an explicit carbon price provided the original allowance is auctioned, rather than
grandfathered. Please refer to section 3.3.1 for further information.
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(+/-) Questionable instrument assimilations (non- Regulatory policies which result in an implicit
price based instruments) marginal price on carbon

Tariffs and other border measures

Offsets/credits derived from voluntary carbon
markets

Source: Author’s own creation.

The table above is to be analysed mathematically. In green are the instruments
capable of conferring a positive price on carbon. Meaning, they are capable of
costing carbon directly, either as a result of the operation of the instrument itself,
or of a derivation, by using the ad valorem price of the commercialised energy or
fuel product as a starting point to derive the carbon price.?® In red are the
instruments that would have the effect of detracting from the carbon price. These
are instruments that are also imposed on the ad valorem price of final products
(fuels or energy items). Therefore, achieving price equivalence to the instruments
imposing a positive price would likewise require a previously agreed
mathematical formula to equate the cost of carbon.30

In orange are the instruments marked as questionable, in the sense that it is still
unclear whether these could, in fact, come to be linked to the attribution of a
carbon price. The difficulties are practical and political in nature. For example,
recognising a regulatory measure such as an energy efficiency standard as
equivalent to a carbon price would require (i) an agreement on the mathematical
computation to derive the carbon economy resulting in the price; (ii) oversight and
potential equalisation of the technologies employed to obtain the higher efficiency
standard; and (iii) a transboundary recognition of the equalisation measures
employed by different countries. The literature is still split on this topic. For
example, the OECD has recently qualified these as non-price-based instruments
where the main policy motivation is to reduce GHG emissions (OECD 2022).

29 Section 4.2 will cover this latter point more extensively.

30 The Platform on Collaboration on Tax (PCT), a collaboration between the United Nations, OECD, IMF and
the World Bank Group, published in November 2023 a report (PCT 2023) on carbon pricing metrics,
providing an overview of the different metrics employed by the intergovernmental partners, to measure
explicit, implicit, positive and negative carbon prices. The paper does not conclude for the application of one
or another metric because that would have to be the object of a political decision. It discusses instead how
the different metrics can be used to complement each other. This paper could instruct the political debate in
getting an agreement on the metric applied for the computation of a national carbon price in future
Conference of the Parties (COP) debates.
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While a carbon tax is just one tool in the large array of instruments that exist to
price carbon,®! the advantage of having an MCTT centred around the carbon tax
and not a price is that there is no underlying definitional issue to overcome prior
to acceptance of the MCTT. Countries can understand what a carbon tax stands
for and how it works. Furthermore, it is widely recognised that carbon taxation is
the most efficient and cost-effective instrument to reduce carbon emissions at the
scale and speed that is necessary.??

Narrowing the base to cover only a carbon tax instrument adds practicability to
the MCTT, to the extent it becomes readily implementable. At the same time, it is
clear that, as the debate progresses internationally, and intergovernmental
organisations (together with countries) come to (i) agree on a definition of a
carbon price, and (ii) define a common approach to derive the equivalent carbon
price from an implicit pricing instrument,33 there will be scope to expand the
scope of the MCTT to potentially cover other pricing instruments, or to form a
climate club based on the notion of a carbon price, as per Article 10 of the
MCTT.3

3.3.1 Carbon tax’s correlation to other policy instruments

One comment that surfaced quite often was how to reconcile the MCTT with
other carbon pricing policies that countries might already have in place, like an
ETS. Some argued that perhaps a gross up should be conferred in the amount of
the price practiced under the ETS, or a carve out for payments of emissions
rights, based on the argument that not accounting for the price of ETS may
weaken the political bargain, especially in Europe where the ETS is strong.

While the point is well taken, it must be noted that the ratification of the MCTT
does not pre-empt countries from adopting other explicit or implicit carbon pricing
instruments as part of a wider climate policy objective. In fact, many European
countries participating in the EU ETS system run concomitant carbon tax
regimes;3> some of them use the carbon tax to establish a higher pricing

31 For an overview of the discussion concerning the conceptual approach to carbon pricing, see Falcao,
forthcoming.

32 Economists’ statement on carbon dividends organised by the Climate Leadership Council,
https://www.econstatement.org/

33 The IMF and OECD have discussed methodologies for assessing the carbon price equivalence of
alternative mitigation policies in a joint OECD/IMF report (OECD/IMF 2022).

34 A climate club that unfolds from the MCTT could, for example, follow the IMF proposal for a common price
floor. See in this respect: Parry et al. 2021.

See also: Stern and Lankes 2022; and G7 2022.
35 For example, Norway, Finland, Sweden.
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benchmark and reduce price volatility in the market, or a carbon price floor.36
Some of them even have domestic ETS systems that complement the region-
wide EU ETS approach.®” What these examples have in common is that the
different pricing policies complement each other, rather than competing, or
precluding one another.

A carbon tax policy that works as a floor might set the carbon price benchmark for
the whole economy, particularly if it is set at the upstream level of the value chain,
which would be the level of extraction (for resource-rich countries) or import (for
resource-poor countries), while the ETS would provide for a top-up price that is
employed towards certain key carbon intensive sectors at the downstream level.
A carbon tax that coexists with an ETS might only reach sectors that are not
covered by the EU ETS. Outside the EU region, there are other examples of
countries that use ETS and carbon tax systems interchangeably, to cover
national and subnational approaches?® or across different provinces of the state
where the provinces are assigned greater autonomy.3® The underlying message
is that the different instruments can coexist within the same normative setting,
and therefore there is no need to add complexity to the structure of the MCTT by
granting specific exemptions or credits.

In practice, what might happen is that countries use the MCTT structure to confer
an economy-wide pricing policy, and then use complementary policies like the
ETS to supplement where the economic stimulus for product substitution has to
be greatest with respect to a particular carbon intensive industry. ETSs could also
be used as a supplementary policy to understand emissions release
concentration patterns at the downstream level and in that sense, facilitate
adhesion to a voluntary carbon market or an Article 6 of the Paris Agreement
arrangement in the long term.4° The pricing factor might therefore ultimately not
even be the central objective of an ETS.

Agreeing on a common carbon tax base might lead to a revision of other pricing
policies, but it would not in any way counterfeit those policies. The best practices
dictate that to achieve the Paris Agreement targets, countries have to build a
consistent policy mix that involves more than just taxing carbon (World Bank
2022).

36 For example, the Netherlands and the United Kingdom.

37 For example, Germany has adopted a National Emissions Trading System for heating and transport fuels
in 2021. See in this respect German Emissions Trading Authority (DEHSt) n.d..

38 For example, Mexico.
39 For example, Canada.

40 For example, Chile and, to some extent, also South Africa through the regulations on emissions offsets.
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3.4 Carbon dioxide emissions or carbon dioxide
equivalent emissions

In the same vein as the point raised in section 3.3 is the argument that the MCTT
could account for carbon dioxide equivalent emissions, and not just carbon
dioxide emissions. Carbon dioxide equivalent emissions is a measurement that is
used to equate emissions deriving from the six greenhouse gases covered by the
Paris Agreement. They are referred to as equivalent emissions, because carbon
is used as a proxy to measure them according to their global warming potential.#!

Article 6 of the MCTT defines carbon to be the object of taxation. Carbon is being
used here as a proxy for the corresponding carbon dioxide emissions that will be
released following its combustion. Since the default rule is for taxation at the
upstream level, the best proxy would be carbon ore in its mineral form when
present in fuel prior to combustion. The idea is to have an extension of the tax
base over time, but to start with a quite narrow tax base. This expansion could
therefore cover an increase in scope that assumes carbon dioxide equivalent
emissions. However, the proposal of the MCTT at this initial stage is to start
narrow, both for political feasibility and to give countries an opportunity to adapt to
the framework of the treaty. For the same reason, biomass and biofuels are also
excluded from the base and from the scope of the MCTT.4?

41 For a complete list of GHG GWPs, see IPCC 2007b: 212-213.

42 The computation of carbon equivalent emissions deriving from biofuels and land use emissions is also a
topic that is still controversial in the literature, therefore the topic stays out of the MCTT for practical reasons.
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4. Some technical issues

4.1 Alignment with other international instruments

The text of the MCTT is aligned with the concepts defined in earlier international
environmental agreements, but most importantly also with the goals set by the
Paris Agreement. Alignment with other environmental agreements is secured via
the reproduction of the goals in the preamble and the definitions adopted in
Article 1, the definitions article.*3

In terms of emissions reduction potential and the setting of the climate goals, the
text then aligns with the objectives set out in the Paris Agreement,** which is the
most recent climate agreement to date. Climate goal alignment is important,
because it allows the MCTT to live by the same instruments and processes that
have been set up for the Paris Agreement process, economising resources and
aligning international practices.

For example, under the terms of the MCTT, the tax rate schedule is mandated to
be revised every five years, together with the Paris Agreement’s stocktake
process,*S so that the mitigation action achieved via the MCTT can be
commensurate with the establishment of the nationally determined contribution
(NDC) targets.*®

In that sense the MCTT works to complement and implement the framework
created by the Paris Agreement. The Paris Agreement establishes a bottom-up
approach, meaning it establishes the targets, but not how to achieve them. The
MCTT, on the other hand, provides a top-down approach by establishing the
carbon tax as one of the instruments capable of fulfilling the Paris Agreement

43 The definitions article borrows from the terminology employed under the UNFCCC, Kyoto Protocol, the UN
Rio Declaration and more recently, by the Agreement under the United Nations Convention on the Law of the
Sea on the conservation and sustainable use of marine biological diversity of areas beyond national
jurisdiction, 19 June 2023 (United Nations 2023).

44 See Article 2(1) and (2) of the MCTT, as aligned with Article 2.1(a) of the Paris Agreement.

45 The global stocktake (GST) is a process whereby ‘every five years, countries assess collective progress
toward the agreement’s long-term goals, considering mitigation, adaptation and finance, as well as equity
and the best available science. Each country, informed by this periodic stocktake, is then to submit an
updated NDC reflecting a “progression” beyond its current NDC and “its highest possible ambition.” This
combination of GST and NDC updating is known as the “ambition cycle.” Properly executed, the GST
process can provide the critical foundation for a regular series of high-level political moments that
progressively ratchet up climate ambition.” Center for Climate and Energy Solutions and Energy Defense
Fund 2022: 6.

See also UNFCCC n.d., Technical Dialogue of the First Global Stocktake.

46 Article 8(12) of the MCTT.
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goals through the establishment of a level playing field characterised as a
minimum carbon price (Pirlot 2022: 45).

The top-down approach basically implies an agreement on what to do about
reducing carbon dioxide emissions in the near future. As well pointed out by
Schelling,*’ there is vast evidence to support that a treaty establishing the
practical steps countries need to commit to to achieve the intended results has far
greater chances of success than the establishment of vague results on the long-
term horizon, when political leaders and government priorities will have been
subjected to change. Committing on a specific action pattern over a long-term
period binds current and future governments to a particular course of action
which is much more likely to generate the expected positive results in the long
run.

The UNFCCC, the Kyoto Protocol, the Paris Agreement (through the NDC
implementation (UNFCCC 2021) and the IPCC, as a result of it, apply a territorial
approach to the accounting of greenhouse gas emissions.*® This creates a
presumption that is in favour of states adopting only instruments that are capable
of computing emissions released within one’s territory, within the scope of one’s
own domestic climate change laws (Scott 2015: 92, 93 and 100-102). The result
is what we see now in international negotiation processes where one witnesses
an incredible difficulty in agreeing on standards that go beyond one’s national
territory.

By imposing a carbon tax, the MCTT honours the principle of territoriality that is
subscribed to in all the major international environmental agreements. At the
same time, it creates ordering rules on how cross-border transactions (and the
emissions resulting from them) are to be priced so that the ultimate result is
positive in the sense that the joint action by all countries leads to a corresponding
reduction in global carbon emissions.

The only two exceptions to the principle of territoriality in the Paris Agreement are
emissions released from shipping and air transport, which are dealt with
separately under specific articles (see section 4.3).

47 Schelling cites the establishment of NATO and the 1946 negotiation of the Bretton Woods Institutions
which culminated in the creation of the IMF as two practical examples where countries agreed on how to act
in order to achieve an intended result (Schelling 2009).

48 IPCC (2006) chapter 8: 4. According to this document, ‘National inventories should include greenhouse
gas emissions and removals taking place within national territory and offshore areas over which the country
has jurisdiction.’

31



ictd.ac Working Paper 187
A Climate Treaty for the Global Taxation of Carbon

4.2 International environmental tax principles

The MCTT furthers the application of four international environmental principles:
the polluter pays principle,#° the principle of prevention,® the precautionary
principle,®' and the principle of common but differentiated responsibilities. %2
These are principles that have long been agreed upon in environmental
negotiations, and have been repeatedly applied in environmental treaties,
including in the most recent UN agreement on conservation and sustainable use
of marine biological diversity of areas beyond national jurisdiction (United Nations
2023).

| have argued that these four principles are enough to form the basis of the
international tax environmental framework to both tax and price carbon emissions
on a cross-border basis (Falcdo 2019a, chapter 2). More importantly, outside the
realm of pure academics, it is important to note that some of these principles are
in fact being used to construe taxing and pricing rights by some countries, for
emissions released in other countries.

For example, in 2021 the Hague court of first instance (Dutch District Court 2021)
used the principle of precaution, that is, the risk of unknown or unquantifiable
harm to future generations, to bind Shell’s global operations to the environmental

49 The polluter-pays principle relies on the economic understanding that the use of the environment in a
positive or a negative way must be quantified as an externality. Created by Pigou in the 1920s, the concept
of externality taxation has been absorbed as a guiding principle for environmental policy and as a driving
principle in many international environmental conventions. Most importantly, it has been incorporated as
principle 16 of the Rio Declaration (UN 1992b: 22 and 39).

50 The principle of prevention translates into a state’s responsibility to ensure that the activities within the
jurisdiction or control of one state do not cause damage to the environment of other states. It reverts back to
a historical case (Trail Smelter), decided by the International (Arbitral) Court in 1941. Since then it has been
reproduced in so many conventions that it is sometimes referred to in the literature as a principle of
international law. It is embodied in the following environmental agreements, among others: as (i) Principle 21
of the Stockholm Declaration, 1972; (ii) Principle 2 of the Rio Declaration; (iii) Art. 3(3) of the UNFCCC; (iv)
Art. 2 of United Nations, Geneva Convention on Long-Range Transboundary Air Pollution (UN 1979); and (v)
Art. 4 of the 1985 ASEAN Convention on Conservation of Nature.

51 The precautionary principle translates into the risk of future long-term harm to the environment that cannot
be fully assessed at the time of the decision-making process. The precautionary principle was first
recognised in the World Charter of Nature, adopted by the UN General Assembly in 1982, but it was only
codified at the global level with the introduction of Principle 15 in the UN Rio Declaration, indicating that ‘the
lack of scientific certainty is no reason to postpone action to avoid potentially serious or irreversible harm to
the environment’. It was later also reproduced in the UNFCCC (Article 3(3)).

52 The principle includes two fundamental elements. The first concerns the common responsibility of the
states and the duty to cooperate in the spirit of global partnership for the protection of the environment. The
second concerns the need to take into account each country’s specific circumstances, their role in
contributing to a particular problem and their overall ability to prevent, control and reduce the unwanted
outcome. This principle has been formally recognised in principle 7 of the UN Rio Declaration (Centre for
International Sustainable Development Law 2002).
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standards set in the Netherlands.%3 The court found that there was a risk that the
company’s activities overseas might have direct impact on the rising sea levels in
the Wadden Sea, a small island region in the Netherlands. The decision required
Shell to reduce scope 1, 2 and 3 emissions® from its global operations by 45 per
cent by 2030, compared to 2019 levels, by reforming the group’s corporate policy
(Falcao 2021a: 199).

By including these principles in the MCTT, the expectation is to have a formal
recognition that these are principles that are indeed suitable and important for
guiding the interface between international tax and climate agreements,
especially when it comes to the pricing of carbon.>®

4.3 Border carbon adjustment

The MCTT works in a closed system, meaning a system where countries aim to
achieve a common goal, using a shared mitigation strategy (the carbon tax),
owing much to the inspiration of the system employed under the Paris
Agreement, where the closed system is defined by the common temperature
target.

Operating under a closed system means that the increase in emissions in some
jurisdictions (possibly subjected to a lower carbon tax rate under the tax rate
schedules in Article 8(5), (10) and (11)), remains within that system, even if there
might be some level of carbon leakage within it. The lower tax rates conceded to
low- and middle-income countries on account of the application of the principle of
common but differentiated responsibilities in essence translates into a recognition
that these countries are given the right to benefit from a higher share of the
remaining global carbon budget.%®

The advantage of operating under a closed system is that it allows countries to
act in tandem, imposing an adjustment measure towards third countries and non-
compliant countries from the perspective of the MCTT and the Paris Agreement.
There is an argument to say that from a climate change perspective, the BCA
measure would be admissible to keep the climate target intended by the Paris
Agreement. However, the application of a BCA measure would also be

53 Shell (RDS), the head of the group, is resident in the Netherlands so the residence criteria was used as
the element of connection.

54 The decision is quite far-fetching. It requires Shell to reduce scope 3 emissions which would typically be
the emissions released by retailers selling Shell’'s products, meaning those emissions would not necessarily
be within the company’s control.

55 The first step was already provided when the UN Tax Committee of Experts in International Tax
Cooperation included the principles within the realm of the UN Handbook on Carbon Taxation for Developing
Countries (UN 2021).

56 For an overview of how a closed system works, see Pirlot 2022: 50-51.
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admissible from a trade and pricing perspective, as well established in the WTO
jurisprudence on the application of Article XX(g) of the GATT.%’

The MCTT creates two rules that relate to the application of a BCA measure for
tax purposes. The first is that which relates to third parties (non-treaty members)
which, as aforementioned, is admissible under the GATT, Article XX (g), as an
instrument to equalise domestic and foreign prices and avoid carbon leakage.%®
The second rule®® applies to allow contracting states to employ a BCA towards
other contracting states if the difference in effective tax rate between the two is 10
per cent or more.® This is a rule that aims to reduce the impact of the waterbed
effect that is implicit to any closed system where there is no absolute
determination of a single tax rate.®"

A waterbed effect occurs when there is internal leakage within a closed system.
Or, in other words, there is a reduction of emissions in one place (let’s say, in the
countries applying the highest rates) and an increase in another (the countries
employing the lowest rates). Because it is a closed system where all countries are
bound by a common target, the leakage is limited by the overall temperature
target. So even if there might be internal leakage (within the structure of the
MCTT), the leakage cannot be measured outside the closed system, because
any leakage in one country needs to be offset by the leakage in another country.

For that reason, the MCTT carries an internal BCA rule. The internal BCA rule
works to limit the internal leakage rate to 10 per cent of the rate that is
determined under the MCTT tax rate schedules. This means that the leakage rate
will be equal to 10 per cent irrespective of the tax rate floors administered under
the MCTT (assuming all high-income countries apply an internal BCA towards
other contracting states, which might not necessarily be the case). This allows

57 For a full review on the admissibility criteria, see Falcdo 2021c: 41; Falcdo and Englisch 2021.As signalled
in the latter text, one of the tests under the chapeau requires the country or countries imposing the BCA to
show that they have put considerable effort into concluding bilateral and multilateral agreements to achieve
the envisaged policy goals and if the measure is flexible. See also WTO 1998, para. 166; WTO 2001b para.
134. The Appellate Body and panels have on different occasions argued that a measure will not be deemed
a disguised restriction to international trade if it (i) has been publicly announced as a trade measure; (ii) is
not an arbitrary or unjustifiable act of discrimination with respect to international trade — a disguised
restriction must thus also be read as a form of disguised discrimination with respect to international trade;
and (iii) its design, architecture, and structure do not reveal any protectionist and trade-restrictive objectives
disguised behind the stated legislative intent. Provided these tests are observed, the BCA measure will be
upheld. See: WTO 1996b: 27 and the references cited in WTO 2001a.

%8 Article 9(4) of the MCTT.
% Article 9(2) of the MCTT.

80 The tax rate used as reference is that which is negotiated and subscribed under the MCTT. The basis
used is that which was negotiated under the MCTT. To allow a BCA under the rule in Article 9(2) which
relates to tax rates that might be employed at country level only would be unfair, because it could have the
effect of precluding the application of the principle of common but differentiated responsibilities.

681 Eichner and Pethig 2019. See also Kjser Kruse-Andersen, Beck and Stewart 2021.
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countries to work towards a high enough overall (formal)®? carbon tax rate while
at the same time preserving the principle of common but differentiated
responsibilities and respective capabilities.

The MCTT contemplates the application of a border carbon adjustment measure
towards third states who are not members of the treaty, but disallows a BCA on
export transactions. The reason is clear: doing so would forfeit the purpose of the
MCTT by eliminating the tax that was imposed in the first place.

Article 9(1) provides that a border carbon adjustment is any fiscal measure which
puts into effect, in whole or in part, the destination principle. The destination
principle enables imported products to be charged with some or all of the tax
charged in the importing country in respect of similar domestic products, and
exported products to be relieved of some or all of the tax charged in the exporting
country in respect of similar domestic products sold to consumers on the home
market (WTO/GATT 1970). This definition, as cited, is that which is put forward by
the WTO and therefore measures the admissibility of the BCA in respect of its
equivalence to the tax that is employed in the domestic market (the importing
product), and not in respect of the embodied carbon in products manufactured in
third countries (the exporting country).

Using a product’s embodied carbon emissions as a benchmark to articulate the
definition of a BCA is an approach that is commonly employed by the economic
literature.®® However, doing so fails to capture the legal requirements for
admissibility of the BCA measure, which relies on the concept of similarity of
treatment between countries under the GATT, also known as the ‘even
handedness requirement’.

The even handedness requirement implies that a measure imposing restrictions
on imported products should also be applied on domestically produced products
so that (1) there is no distortion of competition between like products, and (2)
foreign and domestic products compete on equal terms when accessing a foreign
or domestic market (WTO 1996b: 20, 21). This requirement does not in itself limit
the imposition of a border tax but conditions it to the imposition of a similar
domestic tax (Falcao 2021c: 41). This means that the domestic regulation must
equally impose a restriction on domestic production that is roughly equivalent to
that imposed on imports (WTO 2014).

As further denoted in section 6 on the governance structure, (i) with the BCA
being jointly administered by the UN system and the WTO dispute settlement

62 The word ‘formal’ is used here because the MCTT rates are carbon tax floors, meaning countries can
employ higher rates at domestic level if they wish to.

63 For example, the IMF defines BCAs as ‘a charge on embodied carbon in products imported into a
jurisdiction with carbon pricing, potentially matched by rebates for embodied carbon in exports’. Parry et al.
2021.
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structure, and (ii) taking into account that the MCTT provides for the normative
structure for operation of the treaty, it makes sense for the definition of the rule to
follow both the normative structure of the WTO and its jurisprudence.®* There is
well established jurisprudence at the level of the WTO to support that a BCA
measure in respect of a carbon tax is admissible under the GATT (Falcdo and
Englisch 2021). Furthermore, the definition that uses inbuilt carbon emissions in
the country of export as a benchmark would add unnecessary complexity to the
operation of the MCTT, particularly upon application of the tertiary allocation
rules, as it could require potentially global consensus on the technology
standards for production of certain fossil fuel products.

Finally, the original version of the MCTT contemplated the creation of a climate
club as an integral part of the BCA article. Following advice from experts, it was
contended that the climate club option would be better suited for an independent
article, and potentially also an independent instrument.

The MCTT therefore allows the creation of a climate club type instrument as part
of the MCTT framework but detached from it. A climate club that derives from the
MCTT would have to be within the limits set by the MCTT, but it might establish
an even higher degree of harmonisation between its members. For example, it
could establish more ambitious pricing targets, by expanding the scope of the
MCTT to cover a wider definition of carbon price, or to cover carbon dioxide
equivalent emissions.%°

4.4 Sectoral issues

The section of the MCTT covering sectoral issues, namely, emissions from
aviation and shipping, is the only section that supports optional provisions.
Meaning, countries signing in to the MCTT can opt out of the shipping and the
aviation provisions. The reason for this is that these are extremely controversial
areas that rely on extensive political debate concerning legitimacy for the taxation
of emissions that are ultimately released in international airspace and
international waters.

As will be further explained in the designated sections, there is a (disputable)
argument to sustain that the Chicago Convention would prohibit the imposition of
a carbon tax on kerosene fuel burnt on an international flight. Furthermore,
shipping activities tend to be regulated by the International Maritime Organization
(IMO), and the political agreement there seems to be to work on improving

64 Of further note is the objective to protect clean air that was added to Article 2 of the MCTT so that it is in
line with the recent jurisprudence of the Appellate tribunal concerning the application of Article XX(g) of the
GATT, (public policy exception). The protection of clean air was determined to be a justifiable measure to
impose a BCA measure in respect to a tax (WTO 1996b: 20, 21).

65 See sections 3.3 and 3.4.
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energy efficiency standards in maritime transport. These standards will by no
means be enough to meet the goals of the Paris Agreement, but so far, that has
been the political compromise achieved.

The maritime article also covers transport of persons (including cruises) and
fishing activities. The maritime industry has been indirectly covered within the
scope of the recently concluded Treaty on the High Seas (United Nations 2023),
whose objective is to ‘ensure the conservation and sustainable use of marine
biological diversity of areas beyond national jurisdiction’. It does so by observing,
among others, the polluter pays principle (ibid., Article 7(a)), and requiring parties
to cooperate (...) including through strengthening and enhancing cooperation
with and promoting cooperation among relevant legal instruments and
frameworks the conservation and sustainable use of marine biological diversity of
areas beyond national jurisdiction’ (ibid., Article 8(1)). The Treaty on the High
Seas therefore would support the negotiation of multilateral treaties such as the
MCTT whose object is to reduce the impact of carbon dioxide emissions on the
high seas.

One recently lost opportunity for the regulation of maritime emissions deriving
from vessels engaged in fishing activities is the WTO Agreement on Fisheries
Subsidies of July 2022 (WTO 2022). Article 5, contemplating other subsidies,
originally contemplated subsidies contributing to overcapacity and overfishing
(including, among others, subsidies for the construction, acquisition, or upgrading
of vessels, and subsidies for the purchase of fuel), but members ultimately were
not able to arrive at a consensus and therefore Article 5 was modified to cover
only (i) a prohibition of subsidies to fishing and fishing-related activities occurring
on the unregulated high seas (Article 5.1), and (ii) requiring members to show
particular caution when granting subsidies in two types of situations: (a) when
subsidised vessels do not fly the subsidising member’s flag (Article 5.2), and (b)
when the status of fish stocks is unknown (Article 5.3) (Irschlinger and Tipping
2021: 14). It is a true lost opportunity, since it is the product of five years of
negotiations,® and would have put countries closer to the target set in COP26
under the Glasgow Pact,®” to phase down harmful fossil fuel subsidies. However,
it is clear that a much larger effort will be needed to address politically sensitive
sectors, such as fishing.

The argument for including these sectors as optional approaches is, as
aforementioned, that the objective of the MCTT is for it to be readily implemented.
Meaning, an agreement that works now, under the current political scenario.

6 The target to engage constructively in the fisheries subsidies negotiations was set in the 11th Ministerial
Conference, held in Buenos Aires between 13 and 17 December 2017.

67 UNFCCC 2022: 5, para. 36. It is to be noted that this is the first multilateral agreement signed by the WTO
on the topic of environmental protection that furthers an SDG, namely SDG Target 14.6.2. The instrument is
currently in the ratification phase and will enter into force once it is signed by 2/3 of the membership.
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There is a risk that including these topics and having them as mandatory topics
for adhesion by every signatory state could undermine the agreement on an
MCTT as a whole. It could be that some countries would choose not to sign up to
the MCTT because of the aviation and shipping articles.

On the other hand, this would be an incomplete document were it not to include
these sectors. For one, there has been substantive progress in ascertaining
taxing rights over aviation and shipping activities (including fishing) by using other
proxies as taxing elements. Also, it is expected that as climate discussions
become less of a novelty and more part of everyday business, the taxation of
these sectors will become mainstream, as it seems to already be in certain
regions across the globe.®®

The second reason why these two sectors are addressed separately is because
of the accounting principle to which they are assigned under computation and
reporting in IPCC reports. As aforementioned, carbon emissions deriving from the
combustion of fossil fuels follow the principle of territoriality. According to the
IPCC, national inventories should include anthropogenic emissions and removals,
meaning greenhouse gas emissions and removals that are a result of human
activity, that are taking place within national territory and offshore areas over
which the country has jurisdiction (IPCC 2006b: p.8.4). Emissions from fuel for
use on ships or aircraft engaged in international transport should not be included
in national totals: they should be reported separately.

According to the rules, international maritime transport should be reported
according to an international/domestic split on the basis of port of departure and
port of arrival, and not by the flag or nationality of the ship (ibid. category 1A3d
and 1A3d1, waterborne navigation: p. 8.14). Likewise, aviation emissions’
international/domestic split should be determined on the basis of departure and
landing locations for each flight stage and not by the nationality of the airline
(ibid., category 1A3a, civil aviation: p.8.12).

Finally, fishing includes emissions from fuel used in inland, coastal, and deep-sea
fishing. Emissions resulting from fuel used in coastal and deep-sea fishing should
be allocated to the country delivering the fuel, or in other words, the country of
origin, within the language of the MCTT. Fishing should cover vessels of all flags
that have refuelled in the country (including international fishing) (ibid., category
1A4ciii, fishing (mobile combustion): p.8.15).

As a result, different rules had to be created to follow the ordinance set by the
IPCC, which is ultimately also the regulatory framework followed by the Paris
Agreement to compute for emissions arising within the jurisdiction of any one
state. It would only make sense that the tax rules followed the pre-established

68 See in this regard, for example, the EU adopted proposal to extend the EU ETS to shipping as of 1
January 2024.
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approach instated for computation of emissions. Therefore, to avoid any
confusion or create parallel systems, the rule of application in the MCTT is
taxation in the country of origin for aviation emissions (secondary right of taxation
attributed to the country of destination), taxation in the country of destination for
cargo maritime transport, and taxation in the country or origin (or where the
fuelling takes place) in the case of cruise activities (transport of persons) and
fishing activities.

Finally, it is to be noted, on account of the many forums under which these topics
are discussed, that the MCTT would take the place of the most specific rule when
it comes to the taxation of carbon emissions arising out of transportation activities
occurring on a cross-border basis. It would also be considered to be the later-in-
time document, for countries supporting that approach; therefore signing up to
these articles would pre-empt other agreements before it that might oppose the
rule instated in these articles. These two rules would have the object of removing
any further controversy around these articles after the MCTT is concluded, signed
and ratified.

4.4.1 The aviation sector

The traditional argument utilised to justify non-taxation of carbon emissions
released by commercial air transport is the existence of the Chicago Convention
of 1944 (ICAO 2006) which would, in fact, prohibit such taxation (Falcao 2021b).
The prohibition is contained under Chapter IV, Article 24(a) of the Chicago
Convention under the heading ‘Measures to facilitate air navigation’. It reads:

Aircraft on a flight to, from, or across the territory of another Contracting
State shall be admitted temporarily free of duty, subject to the customs
regulations of the State. Fuel, lubricating oils, spare parts, regular
equipment and aircraft stores on board an aircraft of a contracting State,
on arrival in the territory of another contracting State and retained on board
on leaving the territory of that State shall be exempt from customs duty,
inspection fees or similar national or local duties and charges.

The language of Article 24(3) of the Chicago Convention, as cited above, cannot
be disregarded. According to the provision, fuels carried on board an aircraft of a
contracting state, on arrival in the territory of another contracting state and
retained on board when leaving the territory of that state, shall be exempt of
duties and charges. The pre-requirement for the exemption to apply is therefore
that the fuel both arrives in the aircraft and is retained on board when leaving the
territory of the state in question. The fuel that is in use by the aircraft may arrive in
the aircraft but is combusted as it leaves that territory, polluting that state as the
transport occurs. Therefore, it fails to meet what is considered to be an essential
criterion to meet the exemption requirement, which is for the fuel to leave the
state onboard the aircraft. This interpretative feature in the design of the provision

39



ictd.ac Working Paper 187
A Climate Treaty for the Global Taxation of Carbon

could provide grounds to exclude the exemption with respect to carbon emissions
from the scope of said article.®?

Besides the Chicago Agreement, note should be taken of existing Air Services
Agreements (ASA) which are bilateral instruments that are similar to international
treaties. These instruments can provide for the exemption from customs duties,
excise taxes, and other duties and charges on aircraft, fuel, lubricating oils,
technical supplies, and spare parts used by the airline of a state in the provision
of international air transport services (United Nations 2021, supra n. 24, Ch.3,
p.35-36, para. 106).

The granting of exemptions for the other party’s designated airline(s) from
customs duties or other charges on specified equipment and supplies when
carried on board under an ASA can be on the basis of reciprocity, on the basis of
the ‘most favoured nation treatment’ principle, or merely stated as the granting of
an exemption. The obligations assumed by the parties under this type of
provision are usually additional to those in Article 24 of the Chicago Convention.
Some agreements refer to Article 24 rather than specifying any exemption.
Therefore, in order to know whether there is a current restriction in levying a
carbon tax on aviation fuel, the joint application of the Chicago Convention and
any pertaining Air Services Agreement would need to be assessed (ICAO n.d.).

It is also important to note that this provision has always been assessed from a
customs charge obligation perspective. Only recently has the Chicago
Convention become the object of investigation under the perspective of carbon
taxation. In that sense, the Chicago Convention doesn’t stop states from taxing
fuels across another territory; in the absence of a specific ASA agreement, it bans
the imposition of taxes on fuels already on board an aircraft when that aircraft
lands in a particular country.

In light of the controversy which has arisen around the Chicago Convention, one
could start with at least one absolute truth about the application of this convention
for the purposes of taxing emissions from aviation: countries are allowed to
impose a carbon tax in domestic or intra-regional flights (potentially within a
customs area) not subject to customs control.

This finding is significant for countries with a wide territory, as it could lead to a
substantial taxing and revenue generation ability. It is of particular relevance to
countries with continental proportions such as the United States, China, Australia,
Brazil, India, Russia, Canada, and Mexico but could also imply significant
revenues for countries with lesser proportions.

69 There is extensive literature on the taxation of carbon emissions from aviation fuels: Faber, O’Leary and
Mendes de Leon 2018; Keen, Parry and Strand 2013; Faber and van Wijngaarden 2019; Keen and Strand
2006; Forsyth 2019; European Commission 2019; Pache 2019a, 2019b.
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Furthermore, an EU wide approach (which could be considered under the
existing Green Deal) applying to the taxation of aviation emissions as lex
specialis could allow European states to tax aviation emissions derived from
intra-European flights and could overcome the limitations imposed by the
Chicago Convention.”® An agreement has, in fact, already been reached between
the EU and the International Civil Aviation Organization (ICAO) to include aviation
emissions within the scope of the EU Emissions Trading Scheme.”"

Particularly on the European Union point, it is relevant to bring up the provision
contained in Article 38 of the Chicago Convention on ‘departures from
international standards and procedures’. It allows states deeming it necessary to
adopt regulations differing in any particular respect from those established by an
international standard to provide immediate notification to the ICAO so that the
latter may notify all other states. In a Memorandum of Cooperation between the
EU and ICAO of 9 September 2011, a framework for enhanced relations and
cooperation was agreed between the EU and ICAO in selected areas which
include, inter alia, environmental protection (see Article 3(1)).”? Most aspects of
the Chicago Convention are under Union competence. The ICAO is pursuing
policies in the fields of safety, security, environment, and air traffic
management.”® According to the EU, ICAO standards and requirements form the
basis for EU legislation as international standards and are incorporated into EU
law. 74

70 The International Civil Aviation Organization (ICAO) is a UN specialised agency acting as the global forum
for civil aviation. The legal basis for the ICAQ is the Chicago Convention on International Civil Aviation of
1944 (the Chicago Convention). The European Union works closely with the ICAO. As most aspects of the
Chicago Convention come under Union competence, the ICAQ is pursuing policies in the fields of safety,
security, environment, and air traffic management. While it is endowed under the Chicago Convention and
the UNFCCC with certain powers of oversight regarding aviation pollution, it does not have exclusive
stewardship: states remain free to work within or outside the ICAO to develop a consensual treaty-based
approach to carbon emissions reduction, like a carbon tax. All of these elements indicate that the adoption by
the EU of a directive on this topic would not entail a conflict of norms with the Chicago Convention provisions
and principles (like the 'fifth freedom') or the legal instruments issued by the ICAQ.

71 Aviation is included in the EU Emissions Trading System (ETS) by Directive 2008/101/EC in accordance
with ICAQO’s resolution A35-5 on incorporating international aviation into existing trading schemes. See, in
this respect: European Commission, Air and Environment, https://eur-lex.europa.eu/legal-
content/EN/TXT/PDF/?uri=CELEX:32008L0101 and Centre for International Sustainable Development Law
2012.

2 The specific annex concerning the standards of cooperation in environmental protection has not yet been
established. See EU and ICAO 2011.

73 According to the information deposited on the European Commission website, the annex on environmental
standards has not yet been concluded. See European Commission, n.d.,
https://transport.ec.europa.eu/transport-modes/air/international-aviation/european-union-icao/icao-
cooperation-areas_en

74 See, in this respect: European Commission 2012.
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Focusing back on the international dimension of the Chicago Convention, it is
noteworthy that Article 24(a) is a provision introduced into the Chicago
Convention with the intention of facilitating air navigation through mutual tax-
based exemptions. It is thus clearly not a provision that had environmental
considerations in mind, pre-dates the climate change debate, and could thus be
considered to be in conflict with other international obligations assumed by
countries, for example, under the context of the UNFCCC, Kyoto Protocol, and
Paris Agreement. Considering the impacts of climate change and global warming
on global economies, it is very likely that many of the commitments assumed
internationally and considered to be the current standard, i.e. ‘traditional’,
practice, will have to be reviewed in light of new environmental considerations
and bearing in mind sustainable consumption practices.

The overall understanding expressed in the MCTT is that it is legally possible to
tax fuel used in aviation transport although the renegotiation of some treaties may
be required for a country to be able to fully exercise its taxing ability.

Under the rule of Article 11 of the MCTT, the fuel would be taxed in the port of
origin, prior to departure, based on inbuilt emissions associated with the burning
of a particular volume of kerosene (aviation fuel) in a journey. The text is
purposedly open, so that countries can chose to tax the fuel from the transport
itself, or use a proxy for the taxation of fuel. For example, some countries
nowadays choose to use the passenger count as a proxy for the taxation of the
fuel (Neiva et al. 2021). In technical terms, this is levied as a ticket or passenger
tax charged to the passenger based on the default value of the average pollution
released in every mile travelled by the passenger in that journey. The tax is
therefore levied on the passenger (or the parcel, if it is a cargo flight) instead of
directly on the fuel. This is also a way to avoid the legal controversy arising out of
the application of the Chicago Convention.

In the particular case of the MCTT, the controversy is neutralised, as the MCTT
specifically provides that Article 11 prevails over any other arrangement agreed
under an ASA if (i) both parties to the ASA are contracting states under this
treaty; and (ii) both parties have signed up to Article 11 of the MCTT. It therefore
applies the later-in-time rule, and with the MCTT being more recent and more
specific with respect to the topic of taxation of carbon emissions, it would prevail
over other agreements signed bilaterally by members of the MCTT.

4.4.2 The maritime sector

According to the International Maritime Organization, maritime transport emits
approximately one billion tonnes of CO2 annually and was responsible for
approximately 2.5 per cent of all global greenhouse gas emissions in 2014 (IMO
2015). The prediction is that greenhouse gas emissions from maritime transport
alone may increase between 50 and 250 per cent by 2050 depending on future
economic and energy developments. The literature on the topic widely
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acknowledges that shipping is one of the cleanest forms of transportation, at least
on a mile-per-tonne basis. What makes this industry significant to discussions
about the pollution spectrum is that there is so much activity taking place on the
high seas, the general public fails to appreciate the pollution generated by those
activities.

Unlike in the commercial air transport arena, there are no restrictions in
international or tax law prohibiting or limiting a state’s right to tax fuels used in the
cross-border maritime transport of goods or in high seas fishing exploration
(United Nations 2021: supra n. 24, Ch. 3, p.36, para. 112). In fact, the Kyoto
Protocol (United Nations 1998, supra n. 17, at Article 2(2)) specifically called on
Annex | parties — that is, developed countries that have specific emissions
reduction targets under that agreement — to address emissions from shipping as
part of their plans.

Absent such international agreement, two different sets of international
regulations may come into play: (i) the regulations issued by the International
Maritime Organization (IMO); and (ii) the UN Convention on the Law of the Seas
(UNCLOS) which establishes a state’s competence to regulate activities occurring
in the high seas.

At the level of the IMO, emissions reduction targets for the international shipping
industry began being discussed in 2010; however, a strategy was not established
until 2018 after the signing of a more thorough international framework for
environmental protection in 2015, i.e. the Paris Agreement. The Initial IMO
Strategy on Reduction of [Greenhouse Gas] Emissions from Ships (IMO 2018)
envisages a reduction in total greenhouse gas emissions from international
shipping. Paragraph 3.1(3) states that total annual greenhouse gas emissions
should peak as soon as possible and then, by 2050, be reduced at least 50 per
cent relative to the 2008 level. However, the strategy does not contain any
objective standards for specific countries or enterprises. The IMO strategy also
calls for strengthening the energy efficiency design index for new ships and
reducing CO2 emissions from international shipping by at least 40 per cent by
2030 compared to the 2008 level — and ‘pursuing efforts toward 70 per cent by
2050'. Thus, the 2018 IMO strategy concentrates on mitigation techniques and
improving the efficiency of shipping transport rather than defining targets for
greenhouse gas emissions reduction or enacting measures of direct control (such
as a carbon tax) or a market-based initiative (such as an emissions trading
scheme).” In the absence of a political agreement at the level of the IMO to tax
emissions from maritime activities, countries are free to regulate the issue
unilaterally, as has been the case, for example, under the approved extension of
the EU ETS to the aviation sector. Provided countries observe the principles of

5 For a more comprehensive discussion of the topic, see Falcdo 2019b.
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non-discrimination, good faith and non-abuse of rights, and design the regulations
in a way that minimises the impact on the right of innocent passage and freedom
of the high seas while respecting the sovereignty of other countries, there would
be no opposition under international law (O’Leary 2022).

While the IMO would be the competent body to regulate emissions released on
the high seas, UNCLOS attributes to a state the competence to regulate activities
occurring in international waters and the high seas. Concerning addressing the
‘pollution of the marine environment from or through the atmosphere’, Article
212(1) of the UNCLOS imposes an obligation on registry states to adopt laws and
regulations that are applicable to vessels flying their flag.

The dichotomy between the prerogatives assumed by these two sets of rules
means that, in practice, countries lack sovereignty to tax emissions released in
international waters. Therefore, a legal construct must be crafted to grant any one
country the entitlement to tax. The argument that carbon emissions released on
any specific shipping route — including routes crossing international waters or on
the high seas — should be taxed by the country of destination and on a distance
basis when the product undergoing the transport is the taxable element and not
the ship or the ship owner, has been getting traction in most literature articles.”®

That would provide a direct link between the product, its carbon footprint (or
environmental impact), and the state of competence to tax to the extent that the
state giving rise to the transport (or the state of destination of the good) would be
both entitled to tax, burdened by the additional cost paid on the carbon emitted
during the transport, and helped by the revenue derived from the transport.

The application of the destination principle would put into practice the effects
principle, whereby a state has jurisdiction over acts that, while taking place
outside its territory, nevertheless have an impact on it (Dominioni et al. 2018: 9).
The effects principle could therefore provide a legitimate basis for a jurisdiction to
tax because mitigating climate change is in the direct interest of the international
community as a whole.

The formula employed in Article 12 of the MCTT is a simple one, taking into
account only the distance travelled by the vessel and prorating the cost by the
number of parcels aboard the vessel. One of the commentators raised the point
that perhaps a more targeted approximation would also include the weight of the
parcel. While there are studies to support this increased level of sophistication in
the formula, the considerations are so far mostly academic, meaning there is no
international agreement on how the weighting criteria would be factored in.””

76 The full proposition can be read in: Falcio 2020: 1199. See also Dominioni et al. 2018.

7 The following studies consider a number of factors to account for weight as a criteria to measure carbon
dioxide emissions. (i) Dominioni et al. 2018 considers cargo weight, distance covered and fuel efficiency of
the vessel(s) used to transport that cargo. (ii) Heine et al. 2015 considers taxation at a regional level.
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Since the objective is to have a readily implementable MCTT, the option was
made to use only distance as a proxy. This is a starting, de minimis standard.
There is nothing to say that as the discussions surrounding this topic progress,
this formula could not be perfected over time, as it should. There is therefore
scope for more targeted taxation of these emissions even after the MCTT is in
force.

4.4.2.1 Transport of persons

Following the framework laid out by the IPCC for the reporting of emissions from
cross-border shipping activities, the country entitled to tax the emissions arising

from the transport of persons is the country of origin. The primary reason for that
is that most cruise activities, including those occurring between countries, are in

fact round trips. Only a minority of trips are one-way trips starting in one country

and ending in another.

The language of the article is purposively broad, to allow MCTT contracting states
the discretion to choose to tax the fuel directly (via a carbon tax), or to use the
passenger as a proxy to charge the tax per head count, as would be the situation
in the case of aviation, for example. How the country chooses to tax will ultimately
boil down to its tax policy structure and would not impact the operation of the
MCTT.

Article 12, Paragraph 2 (c) contains a final rule for the cross-border transport of
persons through the high seas, that is to handle the situation where refuelling
takes place in the high seas, or a transshipment transaction. In that case, the
country entitled to tax will be that where the refuelling takes place (the country
from which the fuel originates from). In the case of transshipment, it remounts
back to the country of origin, as a forward continuation of the journey.

4.4.2.2 Fishing

The last sector covered by Article 12 is the taxation of fishing activities. Following
the IPCC framework for reporting of emissions, the rule established under the
MCTT is taxation in the country of origin, including when the fishing vessel
receives a new fuel load while on the high sea.”

Making the country of origin entitled to tax is also the best option because landing
control in fishing expeditions is problematic (i.e. it is not an activity that is
monitored by all countries). Fishing vessels are tracked; therefore, the country of
origin is capable of obtaining data concerning the whole voyage of the vessel,
including geographic location and whether or not it operated in the high seas.

8 According to a report from Our Fish, in the EU alone, ‘(b)etween 2010 and 2020, the EU fishing fleet was
exempted from paying up to €15.7 billion in fuel taxes’ (Our Fish 2023: 15).
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That is important for countries to be able to also capture via the tax fuel that is fed
onto a fishing vessel via transshipment.

Therefore, were a country to agree to include fishing activities within the scope of
the MCTT, the country of origin would require a double verification process. The
first activity measured, reviewed, and verified would be the fuelling of the vessel
prior to a trip, to make sure the tax is applied at the fuelling station. At a later
moment, the fishing expedition would have to be reviewed and cross-checked
against the total capacity of the vessel’s tank. If it can be implied from the
duration and route of the trip that the vessel would have had to have stopped in a
foreign jurisdiction or have received additional fuel via transshipment in order to
conclude the fishing expedition, then a top-up carbon tax would be applied taking
into account the expected rate of consumption of the vessel in question.
Reporting obligations could be created in order to reduce this investigative
process. Likewise, it is clear that modern technologies could be employed in
order to make both the auditing and the review process simple, and even
automated.

As with the other articles, the solution put forward to address emissions from
fishing activities was also the smallest common denominator and denotes greater
scope for investigation and expansion. Commentators suggested also including
the weight of the fish onboard the ship, to also account for the impact of
overfishing on biodiversity.

That is because the extraction of fish from the sea’® removes significant amounts
of blue carbon from the ocean, releasing it from the atmosphere and thereby
causing a direct impact on climate mitigation. Fish are natural vehicles for
capturing, sequestering and storing carbon (Mariani et al. 2020). So in this sense,
the conclusion of the above-mentioned Agreement on Fisheries Subsidies is a
positive step forward, even if it does not address emissions from fishing vessels.
It can control the fishing population, stimulate carbon capture and storage and in
that sense be an important ally to the goals pursued via the MCTT.

Another dimension of the problem is the indiscriminate trawling of the seabed,
where sea vessels literally dig up the seabed to capture crustaceans. That
process has the impact of disturbing and resuspending carbon from the seafloor,
and therefore results in one of the most carbon intensive activities in the fishing
sector. That is because trawling vessels are some of the most carbon intensive
vessels in a fishing fleet, due to the impact that trawling has in raising previously
sequestered carbon from the seabed.® This particular dimension of fishing

9 |t is estimated that 80 million fish are taken from the sea worldwide, on an annual basis.

80 Sala et. al. 2022 suggest a methodology to run energy efficiency audits on trawl boats in order to set the
benchmark for emissions release resulting from this activity. The authors use the Mediterranean trawl fleets
as a case study to run the methodology identified in the paper.
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(trawling) is also not captured, at this initial stage, by the MCTT taxing instrument.
The reason is two-fold: (i) there is not enough data to measure the impact of
these activities on the release of carbon into the atmosphere, and (ii) there is no
political agreement on how to address the issue.?' Looking at the two most recent
failed attempts at addressing emissions from fishing activities, the object was left
simple so that at least some level of minimum compromise can be achieved at
what is still an initial stage of the discussion.

Despite the level of controversy surrounding the taxation of fishing activities,
progress is being made to address the problem unilaterally. In May 2023, Norway
adopted the first known resource rent tax on aquaculture, known as the salmon
tax (Ambagtsheer-Pakarinen 2023). The tax applies on the profits of salmon and
trout farmers at the rate of 25 per cent and applies in addition to corporate
income tax. This type of tax, if applied widely (covering more fish types and
across jurisdictions), could help contribute to fishing data that could instruct a
more complex formula to calculate CO2 activities from fishing activities in the long
run.

81 According to R. Parker et. al. (2018), ‘Fisheries are typically energy-intensive operations that produce the
majority of their emissions directly from burning fossil fuels, and exhibit a marked variation both across and
within fleets in the amount of fuel that is required.’
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5. Revenue generation and use

A reduction in carbon-based emissions and the consumption of carbon-rich

mineral resources will trigger the development of new, cleaner energy resources
and processes, especially if the tax rate is high enough to stimulate a significant
change of behaviour on the part of private and industrial commercial consumers.

Setting a high carbon price will provide private entities with enough incentive to
develop new, carbon-free energy resources in an attempt to reduce the cost of
production and the cost of doing business. Likewise, the generation of extra
revenue resources derived from the carbon tax will present governments with
surplus funds with which to finance research and development of new
technologies to be employed in key sectors of the economy, and in particular, the
manufacturing sector. The development of new, ground-breaking technology is
typically funded by public administrations, and the administration of a carbon tax
might be the only way to raise the funds required to advance in this field. A
carbon fund would be created to dedicate a portion of the revenues accumulated
via the carbon tax to research and development.

The MCTT does not recommend earmarking the revenues derived via the carbon
tax for one such purpose. Earmarking revenues via an international instrument is
extremely difficult due to the different legal and constitutional constraints imposed
by domestic systems.

The MCTT proposes the creation of a Common Carbon Fund, aiming to provide
financial and technical cooperation on a grant or concessional basis, including for
the transfer of technology between the contracting states that are party to the
MCTT.

The Common Carbon Fund is not to be mistaken for the loss and damage fund,
(UNFCCC 2023b: 14) something which was often mentioned by the
commentators. The Common Carbon Fund is a product of the MCTT which, as
previously mentioned, operates in a closed system. As such, only the contracting
states party to the MCTT are expected to benefit from the proceeds deposited to
that account. This is yet another feature of the MCTT that aims to provide a
redistributive nature to part of the funds accumulated via the tax.

The Common Carbon Fund will be funded through a percentage of the revenues
accumulated via the application of the carbon tax. Revenues can be derived
through the application of the default, secondary or tertiary allocation rules,
therefore all countries are expected to contribute to the making of the fund,
according to their capabilities, which will differ depending on the tax rate
threshold applied. The percentage is purposively left open in the text of the
MCTT, as it is expected to be defined through a political negotiation and
agreement during the negotiation process.
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The Common Carbon Fund is intended to provide equilibrium between high
revenue earners and poor revenue earners. It is expected for there to be a shift in
who qualifies as high and low revenue earners over time. That is because the
expectation is that carbon consuming countries (i.e. high-income and some
medium-income countries) would be the first to adhere to an MCTT type
approach and therefore these countries would be the first to accumulate the
revenues. The expectation is reflective of the countries’ experience in
implementing carbon taxation domestically. Therefore, it is expected, for
example, that countries in the European Union with vast expertise in the
application of carbon taxes and carbon pricing techniques, as well as Mexico,
Canada, Chile, Argentina, Indonesia, the UK, Colombia, and South Africa, would
be some of the first joiners, as they already have expertise in carbon tax
application.

As the MCTT becomes streamlined, and other countries — especially medium and
low-income countries who are resource rich — see the advantages of joining such
a treaty, it is expected that the composition of high vs low-income earners would
change, potentially shifting in favour of the global south, where much of the
extractive fuel resources are located. On that note, it is important to mention that
extractive resources are located all around the globe and no one country is self-
sufficient in all types of oil qualities, therefore revenues are expected to be spread
globally, and trade is expected to continue, even with the application of the
MCTT.

The Common Carbon Fund, when employed in combination with Article 20 of the
MCTT, on cooperation and technology development, has therefore the effect of
levelling out revenue generation with technology development and allocation, so
that all countries contribute to the green transition, but also benefit from the best
available technology when adapting to a new status quo based on low carbon
technologies. By equalising the contributions to a Common Carbon Fund,
according to each country’s differentiated capability, the resources can be utilised
where the means for research and development exist, benefitting the entire
MCTT community (Kennedy, Obeiter and Kaufman 2015: 2).

In the spirit of fairness, all penalties paid by contracting states due to non-
compliance with one provision of the MCTT will be paid into the Common Carbon
Fund, therefore furthering the objectives of all contracting states, by contributing
to research in new technologies.
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6. Governance structure

6.1 Organisational structure

This being an environmental agreement on the topic of climate mitigation, it is
considered as an integral instrument within the family of international
environmental agreements. In fact, it could be classified as an instrument that is
subsidiary to the Paris Agreement for the implementation of Paris Agreement
targets as defined in Article 2.

In spite of that, Article 21 provides also that the agreement is to function with the
secretariat and shared function of the UNFCCC (as hosting institution) and the
World Trade Organization. The trade dimension of this treaty is evident. It
purports to price emissions from carbon intensive fuels and products, and it has
an operational internal and external border carbon adjustment instrument within
its realm. The objective of the treaty, as stated in Article 2 of the MCTT, already
brings within its realm the WTO jurisprudence when it says that ‘(t)he objective of
this Treaty is to achieve the stabilisation and reduction of carbon-based
emissions and would protect clean air’. Clean air is in fact the object of protection
in US-Gasoline, where a border gasoline tax is admitted as compatible with the
GATT as an environmental public policy exception (WTO 1996c¢).

6.2. Dispute resolution

The benefit of engaging the WTO in the administration of the MCTT is most
evident in the use of its dispute settlement body. Article 19 requires all disputes to
be resolved within the framework of the dispute settlement body of the WTO. This
would provide greater transparency to the dispute settlement process, and
provide tax disputes arising from the MCTT with a true international tribunal to
resolve those issues through the effective analysis of evidence based information
provided by the parties, and a decision that follows the international rule of law. It
is thought that, this being the first agreement for the imposition of a tax, which in
itself is a topic countries prefer handling under the domestic rule of law because
of sovereignty issues, the choice for a WTO jurisprudential based approach
would be preferable to the dispute settlement mechanisms available in the
international tax domain (mutual agreement procedure and tax arbitration)®? that

82 The application of tax arbitration towards disputed aspects of the two-pillar solution at the level of the
OECD is one of the reasons why there is difficulty in getting to a final solution where all countries can agree
(Falcao 2023).
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are not transparent and therefore carry within them a great level of suspicion from
developing countries.®

One point raised by commentators regards membership totals. The WTO
membership is less than the UN membership, therefore it was argued that, in
order for all the provisions of the treaty to apply it has to be open only to WTO
members. This is an opinion that is not shared by this author. The WTO has had
164 members since 29 July 2016.8* The problem that could arise would be one of
recourse to the dispute settlement body (DSB). Meaning, how to allow access to
the DSB for those 29 countries that are members of the UN but not the WTO.
The solution would be attached to the governance structure of the WTO. One
solution could be to accept the MCTT as a plurilateral agreement within the WTO
realm.

The Marrakesh Agreement (WTO 1999: 4) is the agreement establishing the
WTO. It thus sets the guiding principles by means of which the WTO is to
operate, including its scope, functions, structure, relationship with other
organisations and decision-making power. Therefore, it is a framework
convention agreement, guiding all the other multilateral and plurilateral
agreements operating within the WTO system, which means that the preamble of
the Marrakesh Agreement also aims to provide context to all the other multilateral
and plurilateral agreements included in the annexes. The inclusion of an
environmental objective in the Marrakesh Agreement implies that all multilateral
and plurilateral agreements operating within the WTO framework convention
(including the GATT, GATS and Subsidies and Countervailing Measures (SCM)
Agreements) are to be interpreted in light of that environmental object and
purpose.®” In that sense, the preamble of the Marrakesh Agreement provides for

83 For an overview of the issues arising from international tax dispute resolution systems see Gutmann 2023.
A more advocacy based explanation is available in the report prepared by the South Centre to the UN FACTI
Panel (South Centre n.d.: 4).

84 https://www.wto.org/english/thewto_e/whatis_e/tif_e/org6_e.htm; The UN has 193 members.

85 |mportant to note also that UN agreements can sometimes not be ratified by all countries, as is the case
with the Convention on the Elimination of All Forms of Discrimination against Women (CEDAW), and the
Convention on the Rights of the Child (CRC).

86 |rrespective of that, other agreements have also included a specific environmental objective in the
preambular language, or in the text of the agreement itself. These are: the Agreement on Technical Barriers
to Trade (where the preamble recognises that ‘no country should be prevented from taking measures
necessary [...] for the protection [...] of the environment’); and the Agreement on Trade-Related Aspects of
Intellectual Property Rights (where Article 27 provides that States may exclude certain inventions from
patentability if their commercial exploitation will lead to serious prejudice to the environment). WTO 1999:
121 and 332.

87 This understanding is confirmed by US-Shrimp, which stated that ‘This (preambular) language
demonstrates a recognition by WTO negotiators that optimal use of the world’s resources should be made in
accordance with the objective of sustainable development. As this preambular language reflects the
intentions of the negotiators of the WTO Agreement, we believe it must add colour, texture and shading to
our interpretation of the agreements annexed to the WTO Agreement, in this case, the GATT 1994. We have
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the following WTO objectives be observed: (i) sustainable development; (ii)
environmental preservation and protection; and (iii) optimal use and consumption
of natural resources.%

The GATT preceded the creation of the WTO itself. When the WTO was created,
all GATT contracting states will have consented to the WTO Agreement® in order
to become part of the GATT. Therefore, an environmental object and purpose,
when stated in the preamble of the WTO agreements, expresses a manifest
intention to take into account environmental goals in shaping trade rules. The
WTO agreements could therefore be used to create environmental rights and
duties, provided they are framed within a trade context (Jonas and Saunders
2021: 580 and 581). More importantly, the establishment of an object and
purpose within the realm of the Marrakesh Agreement has led the WTO to
privilege the upholding of environmental obligations over trade obligations (WTO
2016). The relationship between multilateral or plurilateral environmental
agreements (MEA) and the WTO is a topic that has long been discussed by its
membership.

In the Doha Declaration,®® members agreed to clarify the relationship between
WTO rules and MEAs, only with respect to MEAs that contain a specific trade
obligation. The WTO secretariat has expressed the concern manifested by some
members that MEA-related disputes could be brought to the WTO DSB. Itis
believed that disputes arising between two MEA parties (who are also WTO
members) would be best settled under the MEA dispute resolution mechanism,
whereas disputes arising between MEA parties and non-parties (where both are
WTO members) could be addressed through the WTO dispute settlement
mechanism, because the non-member would not have access to the MEA’s
dispute settlement mechanism (WTO 2004: 36). The understanding that stands
today is that only the DSB will be able to resolve issues involving two WTO
members that are not parties to the same MEA, or two MEA contracting states (in
the case of the MCTT) who might not both be members of the WTO.

already observed that Article XX(g) of the GATT 1994 is appropriately read with the perspective embodied in
the above preamble.” (WTO 1998, para. 153.)

88 For a more thorough assessment of the interaction between the WTO and Multilateral Environmental
Agreements, see Falcdo 2019a, chapter 8. This text is based on those findings.

89 Expressed as the Marrakesh Agreement, either through accession (if they were already members of the
GATT 1947) or through deposit of the required instrument. After 1 January 1995, the GATT 1947 became
the WTO, and therefore anyone agreeing to the GATT automatically became a WTO member, and will
therefore have ratified the Marrakesh Agreement (creating the WTO). Certain agreements contained in
annexes 1 and 2 and elements of the WTO agreement might not apply if a member has expressed its
disagreement with a determined provision, on the date it becomes a member (art. XIlI(1) Marrakesh
Agreement). See also Dadush and Osakwe 2015.

9 Para. 31(i) Doha Declaration.
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A number of solutions have been suggested by WTO members in dealing with
issues of incompatibility between WTO rules and MEAs, most of which provide
‘preference’ to the MEA in question and try to work out a mechanism by which the
WTO rules would be suspended, waived or overlooked to allow the environmental
rule to operate. None of these ideas were final, they were only suggestions, but
they could turn out to be solutions in the event of a conflict (WTO 19964, paras.
11 to 18).

By assigning the role of co-administrators of the MCTT to the UNFCCC and
WTO, the relationship between the MCTT and other trade obligations could be
settled in a targeted way. The main issue is that there would, ultimately, be no
restriction in terms of access to the DSB body, even for non-WTO members who
are contracting states under the MCTT.

Notably, it is possible that the WTO DSB would need to ensure that its judging
panel always includes at least one expert in international taxation, to inform the
decision-making process. However, even that might not be too big an ask,
considering the many areas of intersection between trade and tax law, and the
ever-closer dimension of both agendas in the modern development of
international law.

In the same vein, other regional treaties objectifying the same goals as those
supported by the MCTT would have residual rights to resolve issues arising under
the MCTT when involving two of its members. There would not be much scope for
this level of reconciliation in the current state of the art of environmental
regulations, but one example that could come to mind raised by one
commentators would be the Energy Charter Treaty.®"

6.2.1. Timely issues concerning politics

At the time of writing of this paper, one issue that could question the efficiency of
attributing the dispute resolution function of the MCTT to the WTO DSB is the
stalemate that currently exists at the level of the Appellate Body, following
unilateral actions by one member to question the authority of the decisions
rendered by that body, and ultimate blockage of the process of appointment of
Appellate Body members. Since 2019, the Appellate Body has been a judgeless
court, which has compromised the ability to resolve disputes between members
(van den Bossche 2023). Members have been engaging in an ample process of
reform of the WTO DSB known as the Walker Process (van den Bossche 2023:
8—-12) and have ultimately agreed on the creation of a Multi-Party Interim Appeal
Arbitration Arrangement as a form of political arrangement to overcome the

91 United Nations, Energy Charter Treaty, 22 November 2022,
https://www.energychartertreaty.org/modernisation-of-the-treaty/
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paralysis of the DSB.%? Whether or not the use of the WTO DSB will be viable in
the short term will therefore be an issue that will need to be assessed by
countries when this treaty is negotiated.

Mitigation of carbon dioxide emissions is, notwithstanding, a developing story —
both in terms of establishing a higher ground for increased political commitment
by countries, and in terms of adoption of binding approaches to reach the goals
humanity has set for itself via the Paris Agreement. A recent development
pertaining to the tax field has been the adoption of UN GA Resolution
A/c.2/78/L.18/Rev.1 with the aim of establishing a United Nations framework
convention on international tax cooperation (UNGA 2023b).

A framework convention on international tax cooperation is, in practice,
assimilable to the role the Marrakesh Agreement plays in trade relations, as
explained here. It allows countries to establish a basic framework convention that
will provide the object and purpose of all the other multilateral, regional and
plurilateral agreements negotiated by the parties under the auspices of that
framework. The Marrakesh Agreement is the framework convention to all the
WTO multilateral and plurilateral agreements, as the UNFCCC is the framework
umbrella convention to the Kyoto Protocol and the Paris Agreement.

The advantage of such a structure, as has been demonstrated by the practical
implementation of the two examples above, is that the agreements adopted under
that unified framework do not need to be connected, or hierarchical, even if as a
best practice they should not be contradictory. In practice this means that a UN
framework convention could host independent binding treaties, agreements, and
soft law instruments in topics pertaining to direct and indirect taxation, including
environmental taxation (as an overarching topic to cover a carbon tax).

It could also host a dispute settlement mechanism that is akin to the one existing
under the WTO framework. Interestingly, in speaking of the UN system, it is this
author’s opinion that there might already be a dispute settlement body in place to
handle issues pertaining to environmental taxation. As previously mentioned (see
section 1.1), on 29 March 2023 the UNGA requested an advisory opinion from
the ICJ on the obligation of states in respect of climate change (UNGA 2023a).

The UNGA asked the court what are the obligations of states to ensure the
protection of the climate system and other parts of the environment from
anthropogenic emissions of greenhouse gases. Were the decision to consider the
role of states in the mitigation of anthropogenic GHG emissions, it would, in
practice, consider the actions states can undertake to reduce carbon dioxide
emissions into the atmosphere. ‘Mitigation is a human intervention to reduce the
sources or enhance the sinks of greenhouse gases’ (IPCC 2014: 4). The actions

92 As of 1 September 2023, 26 WTO members were party to the MPIA, including Brazil, Canada China, the
EU, Japan and Mexico (van den Bossche 2023: 13).
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conducive of reducing the sources of carbon dioxide emissions are the fiscal
measures discussed in section 3.3, and include a carbon tax, the adoption of
implicit carbon prices, and the elimination of negative carbon prices. These are
the instruments capable of fostering a change in consumer behaviour based on
the carbon intensity of the product and financing energy substitution.

An ICJ decision on states’ obligation to mitigate emissions therefore indirectly
touches on the administration of tax policies. Such a decision could open the way
to, over time, extending the competence of the ICJ to also cover disputes
concerning the administration of environmental taxes, and — why not? — cross-
border conflicts concerning tax.

Were this to be the case, the governance structure of this MCTT could be
reconsidered to attribute to the ICJ the dispute resolution function. That would
streamline processes and keep the secretariat within the realm of the United
Nations agencies, which would add simplicity to the governance structure.

This paper started by highlighting that one of the main considerations in the
writing of the body of the MCTT text was the workability of the rule today.
Meaning, this is a treaty that should be implemented under the current legal
order, taking into account the existing framework and not a future order. This
section has deviated from that, to account for a possible future scenario, in light
of the combined impact of a WTO DSB that is under stalemate and an adopted
UNGA Resolution for the creation of a UN framework convention on tax
cooperation. It is added here for argumentative purposes, but not included in the
body of the MCTT text.

6.3. Authenticity of the text

The last point on the governance structure regards the language of authenticity of
the text in Article 31, a topic that was the object of unexpected scrutiny. This
being a UN agreement, it has to be concluded in the five official languages of the
UN — Chinese, English, French, Russian and Spanish. However, different to the
practice when concluding bilateral tax treaties, the option was made under the
MCTT to follow the academic best practice and assign a prevailing text.

This means that the official version of the treaty would still be translated into all
the official UN languages. Countries ratifying the MCTT could likewise translate
into their national languages if that is a legal requirement in their state, but if there
is a dispute arising out of the interpretation of one or more terms of the treaty, or
ambiguity or divergence between different language versions of the same text,
the English language version prevails. This is in line with Article 33(1) of the
Vienna Convention on the Law of Tax Treaties (Michel 2021). The use of a
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prevailing text has the purpose of reducing conflict in interpretation. That was the
approach adopted in the MCTT, as per international best practices.%

7. Conclusion

Agreeing on a unified text for the taxation of carbon is no small feat. Were this
treaty to be put into effect, it would represent a major leap towards meeting the
climate objectives of the Paris Agreement. It would also mark unprecedented
levels of cooperation between nations across the world on the topic of climate
change. An agreement on a common MCTT text would also further the
codification of legal principles, taxonomies, and approaches in environmental and
tax law that have long required uniformity in literature to be able to further the
debate on climate mitigation approaches.

The relevance of this treaty is immense, and yet, it would only be the first step
towards a de minimis approach to taxing carbon. With huge potential for further
expansion into agreements for higher ground standards in the future. This is only
just the first step.

93 According to Resch, it is adopted by 2/3 of the plurilateral agreements concluded since the 90s and is
currently the prevailing policy (Resch 2018).
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