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1 Introduction
The reduction of greenhouse gases is one of the key environmental challenges facing the Earth,

and also one of the most important challenges currently facing international shipping.
International maritime transport contributes, mainly through burning fossil fuels, some 2-3 per
cent of the total anthropogenic emissions of carbon dioxide (CO>), and this share is widely
expected to grow.!

The regulation of greenhouse gas (GHG) emissions from ships is currently tackled at many
levels, globally, regionally and at national level in many states. In addition, technical
development on alternative low carbon fuels is rapid and many options exists for sustainable
maritime fuels for the future. However, there are many uncertainties about the performance,
safety and availability of such fuels and there is no certainty yet as to what fuel types or

categories will be dominating in the future.

The International Maritime Organization (IMO) has been involved in the regulation of GHGs
since the late 1990’s, but only technical measures with relatively limited effects have been
adopted to date. Recently, however, several proposals have advanced on further reduction
measures in the mid- and long-term to significantly reduce CO; emissions, both on a ship-by-
ship level and for the industry as a whole. IMO thus looks set to be heavily in the matter for

decades to come.

The European Union (EU) has indicated its interest in the subject matter for decades, but only
in July 2021 made its first concrete legislative proposals targeting emission reduction. Even if
the proposals formally only represent the views of the Commission only, it appears clear that
the EU for the moment is more determined than ever before to introduce regional reduction
measures for ships, independently of their nationality, entering the region, both relating to
regional energy intensity requirements and market-based measures (by including shipping in
the European emission trading scheme).

In view of these major developments, it is a good time to study the regulatory field, to review
the existing rules and proposals and to consider what challenges future regulation in the field
might entail for European states and shipping industry. The national focus is on Finland with
its particular challenges and needs that follow from its geographical conditions.

In view of the many regulatory uncertainties in the field and the many rules that are only under
development, it is not possible to make a traditional legal study on regulatory consistency or
compatibility between different types of laws. Instead, focus here is on more general limitations
that dictate action in the area and the scope of discretion that regions or individual states have



in making their own regulatory solutions. In addition, some general policy considerations that,
in the view of the authors, affect the Finnish options to secure its interest in this field are given

in section 4.5.3.

The study consists of three main parts: chapter 2 addresses global measures adopted by and
discussed at the IMO; chapter 3 reviews EU measures, with an emphasis of the most recent
proposals; while chapter 4 considers the Finnish position. Some general conclusions are

summarized in chapter 5, which also serves as the executive summary of the study.

The study is prepared in the period August 2021 — December 2021 by Dr. Linda Finska and
Head of Research Henrik Ringbom, on the basis of the grant for the purpose by the Finnish
Maritime Foundation (Merenkulun sditio — Sjofartsstiftelsen), Grant 201210070, awarded in
April 2021.



2 The international legal framework

2.1 General starting points regarding global regulation

2.1.1 Introduction
Climate change and the reduction of GHG emissions from ships is the key regulatory challenge

for the IMO. It has been the dominant issue on the organization’s regulatory agenda for years
and is likely to remain so for decades to come. The topic presents an unusually complex mix
of regulatory, policy and technical challenges. It also aptly illustrates the dynamism between
the law of the sea, the IMO, the European Union, and other key stakeholders in the international

maritime community.

Emission of greenhouse gases is not a new topic for the IMO. Since the late 1990’s, the
organization has sought to address the reduction of GHGs from ships, with a particular focus
on COa, which is directly related to the amount of fuel consumed by ships, from main and

auxiliary engines.

2.1.2 Who is in charge?
Even if IMO is widely acknowledged to be the principal international regulator in shipping,

including in the field of climate change, it is worth highlighting at the outset that it is not
necessarily the only global body in charge of regulating GHG emissions from ships. Whether
the topic should be regarded as a shipping matter (to be addressed within the IMO) or a measure
akin to other (national) measures aimed at mitigating climate change (to be addressed within
the global climate change system, under the UNFCCC framework) has existed from the outset
and is still not entirely resolved. The question has important substantive implications, as it is,

inter alia, linked to the question of what principles should guide the reduction measures.’

Transport is not excluded from the global climate change regime.> The Paris Agreement
includes all GHG emissions within its long-term mitigation aims. Its aim is "to strengthen the
global response to the threat of climate change" by containing the increase of temperature
within the limits referred to in Article 2(1)(a).* In order to achieve those goals “Parties aim to
reach global peaking of greenhouse gas emissions as soon as possible ... so as to achieve a
balance between anthropogenic emissions by sources and removals by sinks of greenhouse
gases in the second half of this century”.” As a minimum, it therefore seems clear that allowing
the emissions of shipping to increase by a factor of two or more until 2050° would jeopardize
the climate goals set by the Paris Agreement and therefore would not be consistent with the
Agreement.

A climate regime for shipping within the UNFCCC framework could thus, in theory, be
developed on the basis of existing provisions and would not require an amendment of its
existing mandate.” Nor would the reference in UNCLOS to a single 'competent international
organization' when it comes to ship-source pollution constitute a limit in this regard.® The



reference is commonly understood as referring to the IMO, but there is no limitation to that
effect in the UNCLOS itself.” The climate change regime could very well be the organization
competent for regulating GHG emissions from shipping, in view of its better understanding of
the global challenge underlying the need for regulation. Nor is there anything in UNCLOS
precluding a sharing of the competence for a topic between two or more international

organizations.

In more practical terms, however, a shift of the regulatory initiative to the UNFCCC would
involve challenges. The mitigation tools offered by the Paris Agreement, i.e. the national
reduction pledges, are not well suited for emissions caused by international shipping. The
UNFCCC framework also offers fewer opportunities for the speedy adoption of globally
applicable amendments than does the IMO's procedures.'® Furthermore, the UNFCCC
framework includes no tools for ensuring a workable monitoring and enforcement regime for

internationally movable objects like ships.

For the moment, it seems widely accepted, also within the global climate change framework,
that the IMO is the most suitable body for addressing GHG emissions from ships.!! Recent
regulatory measures and implementation tools, to be further discussed below, have
strengthened the IMO's position in this respect in the past years. Nevertheless, while the debate
on the appropriate regulatory forum is more settled than it has been for decades, a continued
consensus on the matter is dependent on results by the IMO in terms of concrete emissions

reductions from the shipping sector in the coming few years.

2.1.3 How much reduction is reasonable?
To achieve a contribution equal to that of other sectors in achieving the climate goals set by

the Paris Agreement (limit increase in global average temperature to well below 2°C above
pre-industrial levels and to pursue efforts to limit the temperature increase to 1.5 °C above pre-
industrial levels), shipping emissions must be reduced by 50% from 2012 levels by 2050 and
reach zero emissions by 2080.!% Yet, even dramatic improvements of fuel efficiency in ships
would not achieve overall reductions in the cumulative emissions from ships. Indeed, total
emissions have been projected to rise by 50% to 250% of 2012 levels by 2050, due to estimated

increases in world trade.

A basic question relating to the regulation of greenhouse gases from ships thus relates to the
difference between reduction by individual ships/operators and those of the sector as a whole.
The dominant role of the increase in world trade in the projected increase of emissions begs
the question as to whether it is fair to demand that shipping reduce its total emissions when the
cause of the increase lies in factors beyond shipping? While ship-based reduction targets may
be easier to justify, it is more difficult to establish a 'fair share' of the total emission reduction



by the sector as a whole, as the growth in trade is neither known nor controllable by the industry
itself.

A second regulatory issue relates to the balance to be struck between technical feasibility and
promotion of innovation. On the one hand, it appears widely accepted that technological
solutions and fuels that are currently in use will not be able to achieve reductions of the
magnitude required,'* which make very ambitious reduction requirements seem unrealistic. On
the other hand, it is equally well-understood that stringent forward-looking requirements with
a clear goal are needed to foster technological change and promote investments and research
and development into new technologies, in this case notably regarding alternative fuels for
ships.

To meet the goals and requirements, and take the maritime industry to zero-emissions, a new
generation of fuels is accordingly needed, that result in vessels producing very low or no GHG
emissions, from well to wake. Yet, the question of which marine fuel(s) will be the dominant
one in the future is currently subject to uncertainty. A number of new fuels are being developed
and tested on individual ships. Biogas for example, is already in use, while several others
primarily non-zero carbon options are in testing or soon to be operational in demonstration
projects (ammonia and hydrogen). Not all fuels suit all kinds of ships, and not all are available
in quantities that a proper technology shift in shipping would require. It is therefore difficult
at this point to identify winners or favourites among the many different fuel options for the
future, but DNV has estimated that ammonia and bio-based methanol are among the most

promising carbon-neutral fuels. !

2.2 What has happened so far?
Broadly speaking, the discussions at IMO to date have centered on three types of measures to

reduce GHG emissions from ships: technical measures (ship design and equipment);
operational measures; and market-based measures. In view of the difficulty to agree on market-
based measures, the discussions have mainly focused on the first two categories.

The first progress in terms of regulatory requirements was achieved in 2011, when new design
requirements for the energy efficiency of new ships (EEDI) were introduced as Chapter 4 to
MARPOL Annex VI, which entered into force on 1 January 2013.16

The addition of the new Chapter 4 to MARPOL Annex VI in 2011 also included a provision
aimed at reducing GHG from ships by means of operational measures. All ships above 400gt

are, based on Regulation 22, required to have a Ship Energy Efficiency Management Plan
(SEEMP).



To support these tools, a global data collection system for maritime transport was adopted in
2016 to address the absence of reliable ship emission data and to facilitate the development of
further regulatory measures. !’

MBMs have been discussed at the IMO since 2003, in greater depth from 2006.'® The
Organization's members have been deeply divided on whether and how to include MBMs, and
in the event they are included, whether it should be a system for the shipping sector alone or
whether reduction measures could be taken in other sectors. Deep divisions have also existed
as to whether, and if so in what manner, the system should accommodate the CBDR principle.

The topic proved so divisive, that in 2013 it was decided to suspend the discussions."’

Discussions on MBMs have recently resumed at IMO (see section 2.3.3 below); pressure to
reach a result in this field increased with the adoption of the Paris Agreement in 2015, but also
when the International Civil Aviation Organization succeeded in adopting a global emission
reduction scheme for aviation in 2016.2° Most recently, significant pressure was added by the
EU with its proposal to include shipping in the regional emissions trading system (section
3.2.2).

2.3 What is the situation today?

2.3.1 IMO Strategies and other documents supporting their implementation
The technical and operational measures discussed above will not suffice to bring shipping in

line with the targets of the Paris Agreements, or even reduce the overall emissions of the sector
in view of the projected growth in international trade. Following the adoption of the Paris
Agreement in 2015, the IMO adopted a Roadmap for developing a comprehensive IMO
strategy on reduction of GHG emissions from ships in 2016.2' The purpose was to “build upon,
and bring together, the various streams of activity that have already been taking place in IMO
in relation to the reduction of GHG emissions from international shipping.”?? The Roadmap
extends to spring 2023, when the 80" session of the Marine Environment Protection Committee
(MEPC) is expected to adopt the comprehensive IMO strategy.?® This goal is also stated in the
Strategic Plan for the Organization for the period 2018-2023, where IMO has set out Strategic
Directions for areas of particular focus for the period, including the development of “a
comprehensive IMO Strategy on reduction of GHG emissions from ships, which will be

ambitious and realistic.”**

In line with the Roadmap, an ‘Initial IMO Strategy’ for dealing with the matter was agreed in
2018,% to be replaced by a ‘comprehensive strategy’ in 2023. Even if it is not a binding
instrument, the strategy establishes certain important goals for the organization in dealing with
GHGs from ships and at the same time bridges some of the previous issues of contention.?



According to the vision outlined in the Initial Strategy “IMO remains committed to reducing
GHG emissions from international shipping and, as a matter of urgency, aims to phase them
out as soon as possible in this century.” The levels of ambition directing the Initial Strategy are
the following:

1. carbon intensity of ships to decline through implementation of further phases of
the energy efficiency design index (EEDI) for new ships
to review with the aim to strengthen the energy efficiency design requirements for ships
with the percentage improvement for each phase to be determined for each ship type,
as appropriate;

2. carbon intensity of international shipping to decline
to reduce CO> emissions per transport work, as an average across international
shipping, by at least 40% by 2030, pursuing efforts towards 70% by 2050, compared to
2008; and

3. GHG emissions from international shipping to peak and decline
to peak GHG emissions from international shipping as soon as possible and to reduce
the total annual GHG emissions by at least 50% by 2050 compared to 2008 whilst
pursuing efforts towards phasing them out as called for in the Vision as a point on a
pathway of CO> emissions reduction consistent with the Paris Agreement temperature
goals.

The Initial Strategy, in other words, envisages both a reduction in carbon intensity of individual
ships (to reduce CO; emissions per transport work) and by the sector as a whole (that total
annual GHG emissions from international shipping should be reduced by at least 50% by 2050
compared to 2008, independent of the sector’s growth). It also makes a bridge to the global
climate change framework by acknowledging that the Paris Agreement temperature goals form
part of the levels of ambition that direct the strategy?’ and that hoth non-discrimination and the
CBDR principles represent guiding principles for the strategy.?®

The Initial Strategy sets out the timelines for the measures to be adopted for the short-term
(2018-2023), mid-term (2023-2030) and long-term (2030-2050 and beyond). It provides a non-
exhaustive list of candidate measures for short-term, mid-term, and long-term measures, with
timelines, to be revised as appropriate as additional information becomes available. The short-
term measures include further improvement of the EEDI and SEEMP tools for improving
energy efficiency, along with a series of measures to stimulate the adoption of innovatory
technologies. The measures for the mid-term list five measures, one of which is
"new/innovative emission reduction mechanism(s), possibly including Market-based Measures
(MBMs), to incentivize GHG emission reduction".?” The long-term goals focus on pursuing
the development and provision of zero-carbon or fossil-free fuels and facilitating the general
adoption of other new/innovative emission reduction mechanisms. The Initial Strategy
underlines that work regarding mid- and long-term measures must begin prior to 2023.

The Initial Strategy is further elaborated and implemented through a ‘Programme of Follow-
Up Actions of the Initial Strategy up to 2023’ (Programme of Follow-Up Actions, 2018)** and



a ‘Work Plan for Development of Mid- and Long-Term Measures as a Follow-Up of the Initial
IMO Strategy on Reduction of GHG Emissions from Ships’ (Work Plan, 2021).3!

The Work Plan contains three phases. Phase I, ‘Collation and initial consideration of proposals
for measures’, covers the period spring 2021 to spring 2022. During this phase, the purpose is
to table various proposals and identify key issues relating to each proposed measure. Phase II,
‘Assessment and selection of measures to further develop’, takes place from spring 2022 to
spring 2023. It builds on Phase I and seeks to identify candidate measures to develop further
as a priority. The specific dates for Phase III, ‘Development of (a)measure(s) to be finalized
within (an) agreed target date(s)’, will be agreed in conjunction with the revised IMO Strategy
in 2023. During this phase, the aim is to prepare, based on the priority measures set out in Phase

II, amendments or a legal framework for developing a new regulatory instrument.

The programme of follow-up actions has a list of activities and target timelines as depicted in
the table below. Thus far, the programme by and large appears to be on track, as far as specific
target dates have been singled out, such as the publication of the Fourth IMO GHG Study or
delivering ship fuel oil consumption data to the IMO. Other activities are by nature processes
that are ongoing.

s f activi 2018 2019 2020 2021 2022 2023
reams of activity MEPC 73 MEPC 74 MEPC75  MEPCT6 MEPC77  MEPC78  MEPCT9  MEPC80
Candidate short-term measures (Group A) | |nite concrete Conslderation Consideration and decisions on candidate short-term measures that can be considered and
that can be considered and addressed proposals of proposals addressed under existing IMO instruments e.g. further improvement of the existing energy
under existing IMO instruments' efficiency framework with a focus on EEDI and SEEMP, ITCP?
Candidate short-term measures (Group B) | nite concrete s \ Consideration anr(!] deasm;s r;nt cznfthdate lshprt-term‘ Teatsur;s‘:]ha; arednot v:ork in >
that are not work in progress and are roposts oc;r;sr:} :;:;lr;n progress and are subject to data analysis, consistent with the Roadmap
Subject to data analysis / Data analysis, in particular from the IMO Fuel Qil Consumption DCS >
Candidate short-term measures (Group €) | |nvite concrete o Consideration and decisions on candidate short-term measures that are not work in
that are not work in progress and are not piopsals Cr;nsmeraulon progress and are not subject to data analysis e.g. National Action Plans guidelines, lifecycle
subject to data analysis of proposals GHGlcarbon intensity guidelines for fuels, research and development®
' Considerationof proposals  \' T \
Candidate mid-/long-term measures and Invite concrete incuing dentfcaion of barier Progress made and timelines agreed on the development of \J
action to address the identified barriers proposals , mid- and long-term measures '
and action to address /
___________________________________________________________ 1
Impacts on States? Invite concrete || Finalzation of Measure-specific impact assessment, as appropriate, consistent with the Initial Strategy,
proposals procedure in particular paragraphs 4.10 to 4.13
Initiation of the
Fourth IMO GHG Study Scope Study Progress Final report
report
Capacity building, technical cooperation, Development and implementation of actions including support for assessment of impacts
research and development and support for implementation of measures
, . : . Initiation of revision of the Initial Strategy taking| | Adoption of
Follow-up actions towards the Ship fuel °',| consumption data collection pursuant '\ o\ "ot IMO DCS data and other relevant || revised
development of the revised Strategy to regulation 22A of MARPOL Annex VI (DCS) information Strategy

Table. Stream of activities and timelines, as outlined in the 2018 programme of follow-up actions.??

These strategies and other documents supporting their implementation set out the framework
and timelines for the IMO’s work regarding more specific binding and non-binding measures.
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All strategy documents lead up to the 80™ session of the MEPC in 2023, leaving the IMO and
its membership less than two years to agree upon mid- and long-term measures so that these
can be included in the revised and comprehensive IMO Strategy.

2.3.2 Existing international regulatory framework

EEDI
The first mandatory measures addressing GHG emissions from international shipping within

the IMO regime were technical and operational measures, Energy Efficiency Design Index
(EEDI) and Ship Energy Efficiency Management Plan (SEEMP), respectively. EEDI and
SEEMP were adopted in 2011 by adding Chapter 4 to the MARPOL Annex VI, and these
amendments entered into force in 2013. Both apply to all ships of 400 gross tonnage and above
that are engaged in international voyages.** Both EEDI and SEEMP are goal-based standards
in the sense that they do not prescribe a certain method for achieving the reductions.** They
focus on per-ship emission reductions, rather than sector-wide reduction targets, but contribute
to reduced emissions as more energy efficient ships use less fuel and emit less GHG.*

The EEDI index is based on a formula dividing the emissions (from main and auxiliary engines,
subject to various correction factors) by the benefits for society (capacity and speed of the ship)
and establishes index levels that new-built ships (differentiating between different categories
of ships) must comply with before they are entitled to operate. The index introduces minimum
standards of energy efficiency for new ships, in the form of an index — the attained Energy
Efficiency Design Index (EEDI) — which is based on the amount of fuel (and CO, emissions)

that the ship burns (and emits), at a given reference speed taken at 75 per cent of the Maximum
Continuous Rating (MCR) of its main propulsion power under maximum cargo/loading
capacity.’® The required EEDI sets a minimum energy-efficiency level per capacity mile (tonne
mile) for different ship types and size segments. The requirement for energy efficiency
performance is to be made more stringent every five years, so that ships will gradually become

more energy efficient.?’

It applies to new ships, new ships that have undergone a major conversion, and new or existing
ships which have undergone an extensive major conversion and are regarded as newly
constructed ships by the Administration.>® The EEDI value can be reduced by reducing engine
power, fuel consumption or the carbon factor of fuel, or by increasing the deadweight or speed
of the ship (without affecting fuel consumption). Technical options available currently include
slimmer hull design, lightweight construction materials, more efficient engines, alternative
fuels or complementary energy sources, such as solar or wind power (e.g. serving auxiliary and
back-up systems).*® The reductions are strengthened in five-year phases. Currently Phase 2 is
underway (2020-2024), which requires 20% reduction for the EEDI relative to the EEDI
reference line, and in Phase 3 (2025 and onwards) the reduction becomes 30%. EEDI has been

11



amended over the years to include a new ship categories. The EEDI currently concerns ship
types that are responsible for approximately 85% of the total CO, emissions from ships.

The rule applies to all ships, of the covered twelve ship types ordered or having undergone
major conversions as from 2017.% Each ship shall carry a certificate indicating its EEDI
value,*! to be issued by its flag state and checked by port-state control, irrespectively of flag.*?

A series of supplementary guidelines have been adopted to assist in the calculation of the index

values and reference lines, and for implementing the scheme more generally:*

1. 2012 Interim Guidelines for the calculation of the coefficient fw for decrease in ship
speed in a representative sea condition for trial use

2. 2013 Guidance on treatment of innovative energy efficiency technologies for
calculation and verification of the attained EEDI

3. 2013 Guidelines for calculation of reference lines for use with the Energy Efficiency
Design Index (EEDI)

4. 2013 Guidelines for calculation of reference lines for use with the Energy Efficiency
Design Index (EEDI) for cruise passenger ships having non-conventional propulsion

5. 2013 Interim guidelines for determining minimum propulsion power to maintain the
manoeuvrability of ships in adverse conditions, as amended

6. 2014 Guidelines on survey and certification of the Energy Efficiency Design Index
(EEDI), as amended

7. 2014 Guidelines on the method of calculation of the attained Energy Efficiency Design
Index for new ships, as amended

The reduction factors and reference line values, which form the basis of the energy efficiency
requirements, are to be reviewed subject to technical developments and the first adjustments
have already been made.** However, since the measure only covers new ships (or major
conversions), a significant time lag for its impact on global emissions is inevitable. Ships
normally have a commercial life of some 30 years, and it will therefore take several decades
until all ships have been built to the EEDI standards.

SEEMP
Reducing CO, emissions from ships is not only a function of how ships are designed. The ways

in which they are operated entail significant reduction potential. Apart from slow steaming and
operational measures aimed at optimizing arrival,* mechanisms for achieving better energy
efficiency include improved voyage planning, more frequent cleaning of the hulls (underwater
parts of the ship), ship/fleet energy management policies, planned engine maintenance, etc. It

has been estimated that, by combining various operational measures and using only existing
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technologies, GHG emissions from shipping could be reduced up to 75 per cent.*® Such

measures would obviously also provide benefits to owners in the form of fuel savings.

The new Chapter 4 to MARPOL Annex VI introduced in 2011 also included a provision aimed
at reducing GHG from ships by means of operational measures. All ships above 400gt are,
based on Regulation 22, required to have a Ship Energy Efficiency Management Plan
(SEEMP). The plan seeks to help ship operators to improve the energy efficiency of a ship by
means of operational measures (e.g. through improved voyage planning or more frequent hull
cleaning, or introduction of technical measures such as waste heat recovery systems or a new
propeller). The IMO also proposed that an energy efficiency operational indicator (EEOI) could
be used as a monitoring tool to measure improvements over time.*’ However, the normative
effect of the requirement is limited, as it only represents a requirement that a Ship Energy
Efficiency Management Plan (SEEMP) exists. It does not include any standards on the content
of the plan, nor any reduction targets that ships must meet.*®

The 2016 Guidelines for the Development of a Ship Energy Efficiency Management Plan
further concretized the implementation of the SEEMP.* According to the Guidelines, the
SEEMP consists of either one or two parts, depending on the size of a ship. If a ship is below
5000 gross tonnage, its SEEMP needs only to include a four-step plan to improve energy
efficiency including planning, implementation, monitoring, and self-evaluation and
improvement.’® If a ship is 5000 gross tonnage or more, it must also have a ship fuel
consumption data collection plan. Still, the SEEMP lacks a control mechanism regarding both
parts.”!

EEXI
In 2021, the legal regime was further strengthened, through the introduction an Energy

Efficiency Design Index for existing ships (EEXI) and a Carbon Intensity Indicator (CII) and
CII rating. These amendments of MARPOL Annex VI were adopted at the 76" Session of
MEPC in June 2021 and will enter into force in January 2023.

The EEXI complements the EEDI in terms of coverage by extending the principles of the EEDI
from only new ships to all existing ships falling under MARPOL Annex VI.>? Here, too, for
each ship two values must be calculated, the attained Energy Efficiency Existing Ship Index
(Regulation 23) and the required Energy Efficiency Existing Ship Index (Regulation 25).

The required EEXI is calculated as a certain share, based on a reduction factor that differs
between ship types, of the EEDI reference lines (Regulation 25). The attained EEXI is ship-
specific and indicates the estimated performance of the ship in terms of energy efficiency. It is
calculated by the owner and shall, like the attained EEDI, be accompanied by the EEXI
technical file which contains the information necessary for the calculation of the attained EEXI
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and shows the process of the calculation (Regulation 23(1)). On the basis of this file, the
attained index is then verified by the flag state administration or an authorized organization (in
practice, classification society).

Like the EEDI, the EEXI is accordingly a ‘one-off” exercise that must be undertaken only once
for each ship, unless it undergoes major conversion. Once the indexes are calculated and
verified, the ship will receive an International Energy Efficiency (IEE) certificate to

demonstrate compliance.

Implementation of the EEXI is supported by a set of guidelines that were also adopted at 76
session of MEPC:

e the 2021 Guidelines on the method of calculation of the attained Energy Efficiency
Existing Ship Index (EEXI)™;

e the 2021 Guidelines on survey and certification of the Energy Efficiency Existing Ship
Index (EEXI)**; and

e the 2021 Guidelines on the shaft/engine power limitation system to comply with the
EEXI requirements and use of a power reserve>>.

cll
The Annual operational carbon intensity indicator’ (CII) targets how ships are operated, rather

than how they are built. It develops the rules of the SEEMP for larger ships (5000 gross tonnage
and above) by requiring the determination of an annual reduction factor to ensure continuous
improvement of the ship’s operational carbon intensity, and to document the achieved annual

operational CIL>®

As from 2023, evidence of carbon intensity reduction must be recorded in
the SEEMP. Emissions data, that go beyond the existing fuel consumption requirement must
be submitted through the IMO Data Collection System (DCS), depending on the ship type.
From 1 January 2024, vessels will be issued with a Statement of Compliance, covering verified
fuel consumption, attained carbon intensity reduction and an annual rating (A to E) based on

carbon intensity reduction performance against the required carbon intensity reduction.

A set of non-mandatory guidelines were approved by the IMO, setting a carbon intensity
reduction of 2% each year between 2023 and 2026. The annual target is to be reviewed by the
IMO no later than 1 January 2026. Performance against this target will be used to provide the
vessel its rating. Based on the CII, the ships are then rated A, B, C, D or E, referring to a major
superior, minor superior, moderate, minor inferior, or inferior performance level. The carbon
intensity reduction requirements were approved with no ship-specific correction factors,

though these are likely to be revisited during 2022.
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In relation to the amendments concerning CII and CII rating, SEEMP was also revised to
include a description of the methodology that will be used to calculate the ship's attained annual
operational CII and the required annual operational CII and implementation plan to achieve it
(Regulation 26). A ship rated as D for three consecutive years or rated as E has to develop a
plan of corrective actions to achieve the required annual operational CII. The SEEMP will be
reviewed to include the plan of corrective actions. On the other hand, for ships rated as A or B,
administrations, port authorities and other stakeholders are encouraged to provide incentives
(Regulation 28).

Periodic SEEMP verification audits will be introduced to ensure plans are in place to achieve
the targets and ensure correction plans are being followed where a vessel is rated E in any given
year, or D in three consecutive years. The frequency and specific requirements of these audits
is expected to be discussed further in 2022.

Failure to attain the CII targets will not, under the current rules, automatically result in
operational limitations or other forms of sanctions.>” However, many details about the practical
applications of these measures remain to be settled through further guidelines, on, inter alia,
exemptions, corrections, methods for setting the targets and on the enforcement of the rules.
The CII Rating system could also have broader implications that would stimulate a ‘bottom-
up’ enforcement pressures, for example, with respect to shipping companies that form part of
long and global value chains.>

DCS
To support these tools, a global data collection system for maritime transport was adopted in

2016 to address the absence of reliable ship emission data and to facilitate the development of
further regulatory measures.®® Starting from 2020, IMO's data collection system requires all
ships above 5,000 gross tonnage to collect consumption data for each type of fuel oil they use,
as well as other, additional, specified data including proxies for transport work. The data is
reported by owners to the flag state on a yearly basis. Flag states issue a ‘Statement of
Compliance’ to the ships that have been reported in accordance with the requirements, and
subsequently transfer the data, in aggregated form, to an IMO Ship Fuel Oil Consumption
Database. The IMO then produces an annual report to its Marine Environment Protection
Committee (MEPC), summarizing the data collected.

Since its adoption, the MEPC has adopted a set of guidelines to further support and guide the
implementation of the database:

e 2017 Guidelines for Administration verification of ship fuel oil consumption data
e 2017 Guidelines for the development and management of the IMO Ship Fuel Oil Consumption
Database
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e MEPC circular on submission of data to the IMO data collection system of fuel oil consumption
of ships from a State not party to MARPOL Annex VI

e Sample format for the confirmation of compliance pursuant to regulation 5.4.5 of MARPOL
Annex VI

This data collection system was preceded by the adoption of a regional EU Regulation on
‘monitoring, reporting and verification’ (MRV) in 2015. As discussed below in section 3.1,
there are certain differences between the systems and it seems likely, despite ongoing efforts
to align them, that some differences will persist.

2.3.3 Mid- and long-term measures
The Initial Strategy identified five measures for the mid-term (2023-2030), one of which is

“new/innovative emission reduction mechanism(s), possibly including Market-based Measures
(MBMs), to incentivize GHG emission reduction”.®! The long-term goals focus on pursuing
the development and provision of zero-carbon or fossil-free fuels and facilitating the general

adoption of other new/innovative emission reduction mechanisms.

MBMs refer to a broad range of measures that provide for economic incentives for ship
operators to reduce their bunker fuel consumption.®? They range from various forms of 'levies'
or 'carbon taxes' on bunker fuel to efficiency credit trading programs and fully fledged 'cap and
trade' emission trading schemes where emission rights could be sold and purchased on a
market. This type of measures have the potential to generate significant funds, which could be
used for emission reduction measures where they can be most cost-effectively implemented

(including by emission reductions outside the realm of shipping, if so decided).

IMO is currently in the phase of tabling, assessing and comparing different options regarding
development of mid- and long-term measures.%® The tenth Intersessional Working Group on
Reduction of GHG Emissions from Ships (ISWG-GHG 10) in October 2021 divided the
proposals on mid- and long-term measures into three groups: a GHG levy; a cap-and-trade
system; and a GHG fuel standard.®*

GHG Levy
The most concrete proposal for a GHG levy is one put forward by the Marshall Islands and

Solomon Islands, echoing the thinking of many national shipowner’s associations, and further
developed into a comprehensive regulatory proposal by the International Chamber of Shipping
(ICS) and the International Association of Dry Cargo Shipowners (INTERCARGO).%® Under
the proposal, the carbon levy “would be based on mandatory IMO climate contributions by
ships, per tonne of CO; emitted, to an IMO Climate Fund” via adoption of a new Chapter to
MARPOL Annex VL% The proposal recommends amending MARPOL Annex VI to establish
a levy-based MBM and an IMO Climate Fund and includes a draft text for the purpose. The
proposal includes little financial information on the expected level of the levy or on the amount
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of revenues it will generate, but offers a basis for discussing the administrative framework
surrounding it. As to legal challenges, the co-sponsors state that they “are not aware of any
legal reason why MARPOL Annex VI cannot be amended to establish an MBM if the Parties
to MARPOL Annex VI wish to do so,” albeit that the recognize that the Committee might
decide that a self-standing instrument would be more appropriate (but time-consuming).%®

The proposal contains three annexes that set out in detail how MARPOL Annex VI could be
amended to accommodate the GHG levy. Annex 1 contains the proposed draft amendments to
MARPOL Annex VI, including a new Chapter that establishes the IMO Climate Fund. Its
appendix also illustrates how the form of the Statement of Compliance regarding contributions
to the IMO Climate Fund might look. Annex 2 entails a Draft Resolution concerning adoption
of guidelines for the establishment and governance of the IMO Climate Fund under the new
chapter of MARPOL Annex VI. Annex 3 is a Draft Resolution regarding determination of a
fixed rate and value for the IMO climate contribution. As far as usage of the funds are
concerned, the co-sponsors note that research and development for the maritime sector is
already covered by another proposal,® and limits the use to of the IMO Climate Fund to
administrative costs and to “provide support ... to assist maritime GHG reduction efforts of
developing countries, in particular LDCs and SIDS, including deployment of bunkering
infrastructure for the supply of low-carbon and zero-carbon fuels for use by international
shipping”.’? So far, it is the most detailed regulatory proposal put forward since the adoption
of the Initial Strategy, demonstrating how an MBM could function on a global basis.

The arguments for choosing a levy-based MBM include that it “would be least likely to result
in distortion of international shipping markets which would interfere with efficient maritime
trade”, it would be the most likely mechanism to be successful in expediting the uptake and
deployment of zero-carbon fuels by closing the price gap with fossil fuels, as the levy would
be stable and fixed and thus minimize uncertainty regarding long-term investment decisions
for zero-carbon technologies, and it would be the easiest to establish quickly.”! Moreover,
shipowners’ organizations have argued that “if the Organization [IMO] is to develop an MBM
as soon as possible within the timeline agreed under the Initial IMO Strategy, a levy-based
system will be the easiest to establish quickly while meeting those principles already agreed by

the Committee to use as a reference for assessing proposals for MBMs.”"?

The ISWG-10 report, however, also acknowledges a main drawback in a levy:

The main drawback to a GHG levy is it gives no guarantee that it will achieve the levels of
ambition. Given no direct linkage with either carbon intensity or GHG emissions, implications
of a levy on the levels of ambitions are hard to tell. If the new fuels do not actually exist in a
form and scale which can be deployed by international shipping, the levy will be merely a
revenue raising exercise, which will in turn impede the sustainable development of international
shipping.”

When comparing the levy to an emissions trading system, the ISWG noted:
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The great advantage of the carbon levy is that MEPC will be fully in control of what the
quantum of the levy should be, both initially when first implemented, and at the five-year
intervals which we have suggested, in line with the proposal of the Marshall and Solomon
Islands that there should be a five year "ratchet" when the carbon levy is increased. Under an
emission trading system, however, where the price of allowances is set by the market and the
costs can be variable and volatile, the conduct of an IMO impact assessment becomes far more
difficult, especially for the longer term given that any MBM IMO adopts is likely to be in place
for 20 to 30 years.”

Cap-and-trade system
A cap-and-trade system refers to establishing a global emissions trading system for shipping

under the auspices of the IMO. A proposal from Norway at the ISWG-GHG 10 notes that
setting a cap on total emissions from shipping would have the benefit of ensuring the reduction
of total GHG emissions and thus pave the way for international shipping to meet its ambition
of halving the emissions by 2050.”> The proposal suggests that the legal framework for an
emissions trading system could be established through amendments of MARPOL Annex VI,
including the main obligation requiring a ship to annually surrender allowances corresponding
to the GHG emissions of the ship, and by developing a new instrument, a Ship Emissions

Trading Code, that would regulate auctioning, trading and financial streams.”®

Norway concludes that there are several reasons for choosing a cap-and-trade system over a
levy-based system. First, “a cap-and-trade system directly mandates an emission level designed
to meet the absolute GHG emission target in 2050, while it is difficult to know the implications
on the emission level of a levy.” Second, Norway argues that it would incentivize emissions
reductions better than a fuel levy because it avoids the split incentives barrier that refers to a
situation where the investment decision-maker does not directly experience the cost and cost
savings: “under a cap-and-trade system it is the entity that normally decides actions to reduce
emissions — the ship owner — that will also be the one required to pay the carbon price directly
and explicitly. If the levy is placed on marine fuel it will in many cases be the charterer that

pays the carbon price, and the ship owner will only see the cost indirectly.””’

To date, Norway’s proposal is the most detailed proposal for a cap-and-trade system put
forward, and the commentary from ISWG-GHG 10 is to large extent based on Norway’s
proposal. The Norwegian proposal does not include draft legal texts, but previous Norwegian
proposals have included detailed draft texts on the matter, including notably a submission from
2010.7® Those hesitant towards the 2021 proposal are, inter alia, concerned that “if the number
of available emission allowances is progressively withdrawn without knowing what the future
demand for trade might be, there would seem to be a risk that trade by sea could in effect be
rationed, with serious impacts on national economies and sustainable development.”” There
was also concern over the practical complexities involved in establishing such a system, in
particular regarding how to set a meaningful cap trajectory, how to set the rules for auctioning,
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trading and surrendering of Ship Emission Units, or how the revenues from the auctioning
would be utilized.*

Low GHG Fuel Standards
There have also been proposals for a low GHG fuel standard (LGFS), both by Norway®!' and

by a coalition of co-sponsors consisting of several States and the European Commission.®? The
LGFS would prescribe a decreasing limit value for the average GHG emissions intensity of
fuels used by ships and could thus promote a quicker use of renewable and low-carbon fuels in
international shipping. The proposal would ensure a more predictable transition towards zero-
GHG emission fuels, regardless of price developments of the fuels, and would allow ships a
high degree of flexibility in choosing how to comply. The co-sponsors recommend that “a
LGFS would prescribe a limit value for the GHG emissions intensity of fuels used by ships (for

example, averaged over a year period) expressed in e.g. grams CO,eq/MJ."#

Such measure could be adopted as a regulatory measure through MARPOL Annex VI and other
supporting instruments such as guidelines.** This is also what Norway proposes, adding that
“the main legal provision will be to require a ship to achieve an annual average fuel GHG
emission intensity below a defined level.” Norway also notes that in developing a LGFS, the
upcoming Lifecycle GHG and Carbon Intensity Guidelines for maritime fuels should be taken
into account.®® As to timing, the document with the larger number of co-sponsors provides that
“it is essential that the LGFS and/or another measures proposed in document MEPC 76/7/15
be adopted by the middle of this decade. Only by implementing the measures in the next few
years will private enterprises have an incentive to continue to invest in the development of

technology and infrastructure.”%

2.3.4 Supporting measures
Apart from the proposals aimed at legal developments, a number of proposals for supporting

measures and actions have been made at IMO in the past few years to support the objectives of
the Initial Strategy. Through Resolution MEPC 323(74) in 2019, IMO members were invited
to “promote the consideration and adoption by ports within their jurisdiction, of regulatory,
technical, operational, and economic actions to facilitate the reduction of GHG emissions from
ships.” Such actions could include inter alia:

1. supporting the viability of business cases for ship and in-port renewable power-to-ship solutions
and the use of these solutions;

2. encouraging cooperation between ports, bunker suppliers, shipping companies and all relevant
levels of authority in addressing the supply and availability of alternative low-carbon and zero-
carbon fuels, including the legal, regulatory and infrastructural barriers to the efficient and safe
handling and bunkering of alternative low-carbon and zero-carbon fuels;

3. promoting incentive schemes that address GHG emissions and sustainability of international
shipping and encouraging more incentive providers and shipping companies to join these; and

4. supporting the industry's collective efforts to improve quality and availability of data and develop
necessary global digital data standards that would allow reliable and efficient data exchange
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between ship and shore as well as enhanced slot allocation policies thereby optimizing voyages and
port calls and facilitating just-in-time arrival of ships;®’

Building on this Resolution, the Ship-Port Interface Guide is a call for action that aspires to
support the maritime industry in achieving IMO’s emission reduction goals and to contribute
to greener shipping in the ship-port interface. It presents eight practical measures that can be
implemented with limited capital: facilitate immobilization in ports, facilitate hull and propeller
cleaning in ports, facilitate simultaneous operations in ports, optimize port stay by pre-
clearance, improve planning of ships calling at multiple berths in one port, improve ship/berth
compatibility through improved Port Master Data, enable ship deadweight optimization
through improved Port Master Data, and to optimize speed between ports.®

Another important supporting measure relates to the overall assessment of the climate impact
of different fuels. Current IMO regulations only address onboard tank-to-propeller CO2
emissions from fossil fuels. However, the IMO is working on guidelines to determine lifecycle
CO; and GHG emission factors for all types of fuels, including biofuels and electrofuels. It is
estimated that at least 70% of current marine fuels need to be changed or modified to meet
IMO’s regulatory ambitions as outlined in the Initial Strategy.® However, only a small number
of vessels use alternative energy sources and these options come with differing technical
maturity and infrastructure availability. Yet, by combining energy efficiency measures with a
switch to low or zero-carbon energy carriers, there is an excellent chance for very low and
eventually zero GHG emissions from shipping to be achieved.”® To better understand a range
of low-carbon and zero-carbon energy source options potentially available in the maritime
sector, consultancy firm Ricardo has been contracted by the IMO to carry out a study for the
purpose of identifying “relevant sustainability criteria and lifecycle GHG emission assessment
/ calculation methods for the production and use of marine fuels.””! The study investigates the
lifecycle of marine fuels, that is, Well-to-Wake (WtW) GHG emissions. These cover fuel
extraction and production processes, transport, and distribution (Well-to-Tank, WtT) and use
in a vessel to produce useful work (Tank-to-Wake, TtW).*> The IMO Life Cycle Assessment
(LCA) guidelines will set a common framework for the lifecycle assessment of the GHG
intensity of marine fuels, covering both the upstream (WtT) and the downstream (TtW) parts.

2.4 Assessment of global measures
Despite decades of work aimed at reducing GHG emissions from ships, the IMO’s progress in

terms of concrete emission reductions is fairly limited to date. So far, applicable regulation
consists of the EEDI with limited effect in the short term and the SEEMP without binding
force. Throughout the process, the work at IMO has been hampered by uncharacteristically
difficult political divides among its membership, but also pressures from other regulatory
authorities at global and regional level. However, several recent developments in this field
indicate a shift towards a better regulatory environment, allowing the IMO to focus on meeting
the aims of its Initial Strategy. This may give reason for some optimism with respect to
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regulatory progress in the future. The long-standing battle on institutions and governing
principles has entered a period of consolidation and relative 'truce' since the adoption of the
Paris Agreement in 2015 and with the unanimous approval of the Initial IMO Strategy. The
regime currently provides for ‘dynamic stability’, with the IMO clearly positioned in the
driving seat. The truce is not without its conditions, however, and a key milestone for
measuring the IMO's success in the field will be in 2023.% Much of the result will depend on
how the organization manages to face the challenge of MBMs and, in the longer term, on the
pace of the industry's shift towards alternative zero-carbon fuels.

While reaching consensus on the goals and principles is significant, the Initial Strategy is still
far from producing any reductions in emissions from shipping. The document is an expression
of objectives rather than of actions, in a legally non-binding format, and includes no concrete
undertaking in the form of reduction measures to be undertaken. In reality, existing
technologies may not be sufficient to achieve the longer-term reduction goals. Moreover, even
if the reduction goals expressed in the Initial Strategy are achieved, these will not be sufficient

to meet the climate goals of the Paris Agreement.”*

Advancements made over the past few years indicate important improvements, with respect to
the short-term measures. EEXI and CII represent important improvements of the previous
regime by broadening the scope, strengthening the technical performance requirements and by
providing some more teeth to the operational scheme for larger ships.

The most important challenges for now relate to mid-term measures and in particular MBMs.
Work on this has only recently resumed, and choices between the measure will have to be made
soon, based on demanding criteria set out earlier (in 2008), under which any market-based
measure adopted should be “effective in contributing to the reduction of total global greenhouse
gas emissions” as well as “cost-effective, binding and equally applicable to all flag states in
order to avoid evasion” and able to minimize competitive distortion and without penalizing
world trade and growth. In addition, the measures should be goal-based, not prescriptive,
promote innovation and research and leading technologies while also being “practical,

transparent, fraud free and easy to administer.””>

It is too early to speculate on what the outcome might be, but the most realistic scenario for
now seems to be the least complex one, based on a fuel levy collected to a fund for stimulate
sustainable climate solutions for shipping. The recent proposal at EU level to include shipping
in the regional ETS has probably increased the prospect of a levy-based fund at IMO, given
that most states supporting a global cap and trade system will be covered by a prospective EU
ETS.
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In the long-term, work needs to focus on new types of fuels to make possible the shift to carbon
neutral shipping. Without clear rules on how new fuel types are to be used, handled and stored
on board ships and beyond, the necessary shift towards sustainable low carbon fuels will not
take place. An important task will accordingly be to prepare the ground for new types of marine
fuels by adopting the necessary technical standards.

What is also clear, and critically important, is that the work at IMO has generated wide-ranging
activities within the industry aimed at finding technical solutions to meet the objectives. Apart
from massive research and development projects relating to new types of fuels, industry has
also increasingly started to develop tools for assessing and marketing low carbon solutions,
allowing their customers to choose their transportation on the basis of carbon footprint and

other sustainability performance criteria.”®

As to legal constraints, IMO being an intergovernmental body operating at global level, has
broad discretion in choosing its measures. Representing a ‘competent international
organization’ within the meaning of UNCLOS it will develop the ‘generally accepted rules and
standards’ foreseen and indeed has a responsibility to do so in view of the trust placed in the
organization by other international bodies. The IMO’s own founding convention provides for
a broad mandate of measures for the organization to act in the field of shipping, and to the
extent there are other legal impediments posed by specific legal fields, such as international
trade law, they will presumably be mitigated by the global nature of the effort combined with
the seriousness and urgency of the matter under regulation. It is easy therefore to agree with
the conclusion of the submission by Belgium, Marshall Islands and Solomon Islands
summarizing that “the only legal limit upon what measures can be agreed at IMO is the
agreement of the members themselves... If the members of the Organization now agree that in
order to reduce the impact of the maritime sector on the climate, IMO should implement a mid-

term measure, of whatever form, there is nothing in the Convention preventing this.””’

Law thus neither provides an obstacle for the development of further measures in this regard
nor a tool for deciding on what market-based measure should be chosen. As to the formal type
of the rule to be developed, however, it seems agreed that new rules, including MBMs, should
be included in Annex VI of the MARPOL Convention. This solution would make it possible
to benefit from the treaty law invention of MARPOL that makes an amended rule applicable
to all existing parties, as long as they do not explicitly object to it. The so-called ‘tacit-
acceptance’ procedure accordingly by-passes the need for additional ratification processes by
states, which could easily delay its applicability with several decades. Including the rules in an
existing annex of MARPOL thus appears to be essential for reaching the applicable climate
goals.
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3 The EU activities

3.1 Earlier climate policy

Since several decades, the EU, and in particular the European Commission has been critical of
the format and pace of the development of GHG reduction measures at IMO. The EU has taken
a very broad interest in climate policy more generally and has had relatively little understanding
for the needs for special solutions, delays or exemptions for shipping. The absence of emission
reduction rules for shipping has repeatedly been indicated as a concern for the Union, more
recently coupled with the observation that shipping is the only sector which is not expressly
addressed by an EU emission reduction objective or legislation to contribute to the EU general
COs reduction targets.”® Warnings have at times been made that EU rules targeting shipping
may be introduced in this area if satisfactory global rules cannot be agreed at IMO.%

Yet, at least at policy level, the starting point for the EU has traditionally been that it will only
act in the field of GHG and shipping if global regulation fails.!”® The EU has repeatedly
accepted to postpone its threat of unilateral action to allow the IMO time for concretizing its
policy or, more recently, its initial strategy.'®! The latest position at EU-level, that is, endorsed
by all institutions, is found in a recital to a Directive from 2018:

Under the Paris Agreement, the Union and its Member States have undertaken an economy-
wide reduction target. Efforts to limit international maritime emissions through the
International Maritime Organisation (IMO) are under way and should be encouraged... The
Commission should keep this under regular review, and should report at least once a year to the
European Parliament and to the Council on the progress achieved in the IMO towards an
ambitious emission reduction objective, and on accompanying measures to ensure that the
sector duly contributes to the efforts needed to achieve the objectives agreed under the Paris
Agreement. Action from the IMO or the Union should start from 2023, including preparatory
work on adoption and implementation and due consideration being given by all stakeholders. '

The current EU-deadline for IMO measures that "duly contribute" to achieving the climate
goals of the Paris Agreement is accordingly in 2023. What the EU expects from the global
regime in terms of reduction standards has not been specified, however, which tempers the
effect and credibility of the EU's threat.

In its 2013 policy document on an EU climate strategy, the Commissioned identified three

substantive steps to reach the climate goals:'%

1) Monitoring, reporting and verification of CO2 emissions;
2) GHG reduction targets for the shipping sector; and
3) Further measures, including MBMs in the medium to long term.

Neither technical design measures nor operational requirements have accordingly formed part

of the measures that the Commission envisages for shipping. Instead, the substantive focus of
EU’s climate policy has been on market-based measures, which effectively means inclusion of
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shipping into the existing EU emission trading scheme.!** A corresponding move was made
with respect to aviation in 2008, but was only partially implemented, in view of protests from
international airlines against covering non-EU flights.!% Until recently (see below), however,
threats of an EU regulation for shipping have not been accompanied by concrete proposals.

As to reduction targets, the 2013 Commission strategy referred to global reduction targets set
by the UNFCCC and general targets set by the EU, but set no specific reduction targets for
shipping, at EU-level or beyond.

By contrast, the first of the above steps resulted in a new EU regulation already in 2015.'% To
back potential future regional reduction measures, the EU has developed its own scheme for
monitoring, reporting and verification of CO; emissions from ships. The MRV Regulation and
the IMO's global data collection systems are largely similar when it comes to data that shall be
included in the report, but there are significant differences between the two systems, notably
in relation to the scope (global/regional reach, coverage of port emissions), the calculation of
cargo carried, transparency of data, and the process for verifying data submitted by

shipowners.!%’

Where the IMO data collection system places the responsibility for the
monitoring and reporting on the flag state, the EU system is based on independent verification
of the data by accredited third parties and based on port state jurisdiction in the sense that it

only covers ships which call at a port of the EU.!%

An EU proposal to align the two systems has been adopted,'” but even if approved in the form
proposed by the European Commission, it would not amount to full harmonization between the
regional and global regimes.'!* It is thus unlikely that all differences will be done away with,
even once an alignment measure has been adopted by the EU. A more probable outcome of a
forthcoming alignment is therefore a largely harmonized reporting procedure, but apart from

that, the parallel regimes in EU and globally look set to continue.'!!

In summary thus, it is clear that the EU for a long time has been an important catalyst in this
field at global level and a force behind many of the actions at IMO to date. It has been more
vocal than other bodies pressurizing the IMO and has had a major role in advancing the global
data collection system. In addition, the EU and the European Maritime Safety Agency
undertake a significant amount of work behind the scene to support e.g. fact-finding and
capacity building measures and by supplying data to member states and others, contributing to
studies, developing methodologies etc.!!> However, it was not until the summer of 2021, that
the Commission presented more detailed plans for how it concretely wishes to include shipping
in the regional climate change reduction schemes. This happened through the so-called ‘Fit for
55’ proposals, of which three proposals in particular have a direct bearing on shipping.
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3.2 Fit for 55 proposals

3.2.1 General
With the arrival of the new Commission led by Ursula van der Leyen in September 2019, the

Commission’s focus on climate change was significantly strengthened. An overarching policy
known as the ‘Green Deal’ made climate change a main priority for the Commission and this
has also impacted other EU institutions. The Green Deal is a strategy that “aims to transform
the EU into a fair and prosperous society, with a modern, resource-efficient and competitive
economy where there are not net emissions of greenhouse gases in 2050 and where economic
growth is decoupled from resource use.”!!* As part of the Deal, the Commission reviewed all
its climate-related policy instruments to increase the EU’s greenhouse gas emission reductions
target for 2030 to at least 50% and towards 55% compared with 1990 levels in a responsible
way.!!'* The European Climate Law now includes the target for reducing net emissions by at
least 55% by 2030 compared to 1990 and for being the first climate neutral continent by 2050.

To achieve this, and as a result of the review of its climate-related policy instruments, the
Commission presented legislative package ‘Fit for 55 on 14 July 2021, in which the
Commission concretized its policy and ambitions significantly across a range of policy areas
and economic sectors: climate, energy, and fuels, transport, buildings land use and forestry.
The package includes five entirely new measures, and eight substantial amendments to existing
ones.'!® It also covers the maritime sector, regarding which the Commission notes that it will
both pursue domestic policies and continue to work with partners at international level through
the IMO. '

While the Commission has welcomed the recent progress in the IMO,!” it considers these
measures insufficient to decarbonize international shipping and thus proposes a basket of EU
measures to increase the contribution of maritime transport to the EU climate efforts as part of
the Fit for 55 legislative package in the context of the Green Deal. This basket of measures
contains: the inclusion of shipping into EU emissions trading scheme (‘EU ETS Directive’);
the ‘FuelEU Maritime’ initiative aiming to increase demand and deployment of renewable
alternative transport fuels (‘FuelEU Maritime Regulation’); and removing the current taxation
exemption regarding fuel used by ships (‘Energy Taxation Directive’).!!® The three measures
are discussed separately below, with a particular focus on their scope, liable person,

enforcement measures and robustness.

3.2.2 Inclusion of shipping into the EU ETS

Introduction
Through the ‘Proposal for a Directive of the European Parliament and of the Council amending

Directive 2003/87/EC establishing a system for greenhouse gas emission allowance trading
within the Union, Decision (EU) 2015/1814 concerning the establishment and operation of a
market stability reserve for the Union greenhouse gas emission trading scheme and Regulation
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(EU) 2015/757 (hereinafter, ‘the ETS proposal’), the Commission seeks to include
international shipping in the regional ETS system that has been in operation since 2005. In this
regard, the Commission takes note of the European Parliament’s support for the extension of
the EU ETS to cover also maritime transport emissions from 2023.!"

As regards the link between the EU measure and potential future IMO measures, the proposal
includes a review clause in Article 3ge. In the event that the IMO adopts a global market-based
measure to reduce greenhouse gas emissions from maritime transport, and in any case before
the 2028 global stocktake at the IMO, the Commission will present a report to the European
Parliament and to the Council to assess such measure. Furthermore, the Commission may also
follow up with a legislative proposal to amend the EU ETS Directive. However, until then the
Commission is set to proceed with the current ETS proposal which is currently under
negotiation and to which Member States are currently formulating their positions. This
represents a major shift compared to previous policy statements on the matter, as the EU
institutions no longer wait for IMO action before they act, but engage in negotiations of a

regional measure in parallel to the global discussions.

Scope
To achieve the increased climate ambition and the overall target of a 55% decrease in

greenhouse gas emissions in 2030 compared to 1990, the Commission proposes to include in
the EU emissions trading scheme sectors that are currently not in its scope, including, but not
limited to, maritime transport.'?® The ETS proposal amends “the definition of “emissions” in
Article 3(b) to include emissions from ships performing a maritime activity, expands Chapter
IT of the Directive to cover “aviation and maritime transport”, adds maritime transport as a new
activity in Annex I, as well as adds new definitions to Article 3 concerning shipping companies,
and expands Chapter II to maritime transport by inserting new Articles 3g to 3ge.'?! Pursuant
to Annex I (c)(vii), the scope of the proposed Directive is aligned with the MRV Regulation,
covering “maritime transport activities of ships” and “greenhouse gases” covered by the MRV
Regulation 2015/757 (MRV Regulation).

The proposed EU ETS Directive thus exempts ships below 5000 gross tonnage.!?? Other
exempted ship categories are warships, naval auxiliaries, fishing vessels, and government
vessels used for non-commercial purposes. Moreover, inland waterway transport and all
voyages for purposes other than transporting cargo or passengers for commercial reasons are
excluded.'” In line with the MRV Regulation, which only covers carbon dioxide emissions
currently, also the EU ETS extension to maritime transport would cover only carbon dioxide
emissions in the first phase.

The maritime transport sector is to be phased-in to the ETS gradually, from 2023 to 2025. For
2023, 20% of verified emissions must be reported, for 2024, 45% and for 2025, 70%.
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Consequently, “to the extent fewer allowances are surrendered in respect of verified emissions
for maritime transport during those years, the amount of allowances not surrendered should be
cancelled.”'?* 2026 is accordingly the first year in which the shipping companies have to
surrender 100% of their verified emissions as per Article 3ga. The sector would not receive
any free allocation of allowances and all allowances thus need to be auctioned. While this is
not explicitly stated in the proposal, it can be deduced from the fact that the proposal does not
specify that the Commission Decision on the ‘Transitional Union-wide rules for harmonized

’125 would apply to shipping.!?¢

free allocation
Among the different options on how to include emissions of maritime transport in the system,
the proposal opts for a route-based scope. This refers to choosing maritime emissions linked to
the EU/EEA as a starting point, as opposed to choosing for example a flag-based approach.'?’
Consequently, the geographical scope of the measure is defined by the starting and finishing
point of the covered ship movements, based on the first and last port of call within or outside
the EU/EEA.'?® Article 3 of the proposal provides that the EU ETS would cover 100% of
emissions from intra-EU/EEA voyages, 100% of emissions at berth in an EU/EEA port, and
50% of emissions from extra-EU/EEA voyages. The geographical scope is thus not limited to
marine areas under the jurisdiction of Member States, but depends on the route of the ship and
may extend to other continents. This has implications not only for the allocation of and the
surrender requirements for allowances,'?’ but also for the international law elements of the

proposal discussed in section 3.3 below.

According to draft Article 9, the Union-wide quantity of allowances will be increased by 79
million allowances for maritime transport in the year following its entry into force, and the
linear reduction factor will be 4,2 %. This should ensure that “the overall quantity of allowances
(‘cap’) will decline at increased annual pace resulting in an overall emission reduction of
sectors under the EU ETS of 61% by 2030 compared to 2005.”!*° This means that the maritime
sector would not have a separate ‘maritime’ cap within the system. An open EU ETS would
thus allow trading of emission allowances with other sectors, and tightening the stringency of

the system as whole would be dealt with a common linear reduction factor.'!

Application in a nutshell
Apart from the specific rules targeting the inclusion of shipping into the EU ETS, shipping will

eventually be subject to the same rules that apply to other sectors under EU ETS Directive, e.g.
rules regarding auctioning, the transfer, surrender and cancellation of allowances, penalties and
registries apply also in the maritime transport sector.'*> With respect to the applications that
are specific to shipping, the ETS proposal seeks to build on the MRV Regulation, and proposes
a number of amendments to the latter to secure that the two systems function together.
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For example, shipping companies need to develop monitoring plans for the purpose of the EU
ETS. Under the proposed amendment of Article 6 of the MRV Regulation:

Within three months of [date of entry into force of revised ETS Directive], companies shall
submit to the responsible administering authority a monitoring plan for each of their ships
falling under the scope of this Regulation, which shall first be assessed as being in conformity
with this Regulation by the verifier.

The shipping companies (and verifiers) also need to open an account in the Union Registry by
sending a request to the national administrator (for example in Finland, the Finnish Energy
Authority). The Union Registry serves to guarantee accurate accounting for all allowances
issued under the EU ETS and it keeps track of the ownership of allowances held in electronic

accounts.'?3

The next phase consists of gathering the data for ongoing monitoring and reporting and
acquiring the emission allowances. As the current proposal does not allow any free allocation
for shipping companies, companies need to acquire the emission allowances needed through
auctioning or otherwise buying them from the market. The companies to prepare an emissions
report for every calendar year, and based on the emissions report, companies need to determine
the aggregated emissions data at company level (Article 11a(1) of the amended MRV
Regulation). To guarantee transparency, independent accredited verifiers have to validate the
emission reports submitted by companies and issue a verification report.'** The companies
have submit the verified aggregated emissions data to the national administering authority by
31 March each year, pursuant to amended Article 11a of the MRV Regulation.

Following the phase-in years, the number of emissions allowances and the emissions of a
shipping company must match each other per calendar year. Each year, by the end of April, the
shipping company needs to surrender the adequate number of allowances to cover its
emissions, which the national administrator then cancels. If the shipping company does not
surrender the required amount of emission allowances, it has to pay a penalty fee.

Shipping companies are administered under the EU ETS by a national administering authority.
Article 3(w) defines ‘administering authority in respect of a shipping company’ to mean “the
authority responsible for administering the EU ETS in respect of a shipping company in
accordance with Article 3gd”. In practical terms this signifies that “each shipping company
falling within the scope of application of the EU ETS is attributed to a Member State — the
administering authority — for its administration under the Directive. The administering
authority is determined based on where the shipping company is registered. If the company is
not registered in a Member State, it is attributed to the Member State where it had the highest
number of port calls in the two previous monitoring years.”!*> Only one Member State should
be accordingly responsible for each shipping company.'3® Article 3gd provides obligations to
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the Commission with regard to publishing and regularly updating a list of shipping companies

and their administering authorities.

Article 3gb of the proposal stipulates that the administering authority shall ensure that a
shipping company under its responsibility monitors and reports the relevant information and
submits aggregated emissions data at the company level to the administering authority in line
with Chapter II of the MRV Regulation, and this information must be verified according to the
verification and accreditation rules in Chapter III of the MRV Regulation (Article 3gd).

The revenues from the EU ETS are allocated to the Union budget and Member States and used

for various purposes in the realm of tackling climate change.'®’

Responsible entities
The structure of the maritime sector involves a range of ownership and commercial

arrangements and there are issues around defining the person or entity that is accountable for
complying with the legislation. The situation is complicated by the fact that ship ownership
and operation often lie in the hands of different actors, with shipowners having control over
technical improvements of the ship and ship operators (including charterers) being in charge

of implementing operational emission reductions.'®

In the ETS proposal, the responsible entity is the ‘shipping company’. Article 3(v) defines the
term to mean “the shipowner or any other organisation or person, such as the manager or the
bareboat charterer, that has assumed the responsibility for the operation of the ship from the
shipowner and that, on assuming such responsibility, has agreed to take over all the duties and
responsibilities imposed by the International Management Code for the Safe Operation of Ships
and for Pollution Prevention, set out in Annex I to Regulation (EC) No 336/2006 of the
European Parliament and of the Council.” Linking the definition to shipping company with the
ISM Code in this way has benefits in terms of identifying them through their IMO number,
which is a measure meant to enhance maritime safety, security, environmental protection, and
prevention of maritime fraud.!** Another argument for choosing the shipping company to be
the responsible entity was administrative burden: had the ship been chosen as the responsible
entity, the number of entities would have been considerably higher. The Commission estimates
that the amount of shipping companies involved in the scope of the ETS proposal is around
1600, whereas the amount ships is around 12 000.'*° Furthermore, in view of the close link
between the EU ETS Directive and the MRV Regulation, it is desirable that the terms used in
the two instruments match. The proposed amendments to the EU ETS Directive is almost
identical to the one in Art 3(d) of the MRV Regulation.

With respect to the broad range of ownership and commercial arrangements in the shipping
sector, Recital 20 of the ETS proposal clarifies that “in line with the polluter pays principle,
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the shipping company could, by means of a contractual agreement, hold the entity that is
directly responsible for the decisions affecting the CO; emissions of the ship accountable for
the compliance costs under this Directive. This entity would normally be the entity that is
responsible for the choice of fuel, route and speed of ship.” Such entity could be, e.g., a
bareboat or time charterer, or other ‘operator’ of the ship, depending on the contracts

concerned.'*!

The approach has nevertheless been criticized, inter alia by ECSA, on the grounds that it
addresses only the shipping company in a binding manner, but not the commercial operator.'4?
Instead, ECSA proposes that there should be an explicit legal requirement to pass the costs of
the EU ETS from the shipping companies to the commercial operators in the context of a
contractual agreement.

Under this policy alternative, an article should be added requiring that in line with the ‘polluter
pays’ principle, by means of a binding clause under a contractual agreement, the entity that is
responsible for the decisions affecting the CO, emissions of a ship shall bear the costs arising
from the implementation of this Directive. This entity would be the entity that is ultimately
responsible for the purchase of fuel and the choice of route and speed of the ship.'*?

By contrast, e.g. the World Shipping Council has supported the current definition of a shipping
company because it takes into account the diverse vessel owner/vessel operator arrangements
and relationships, and recognizes the shared agency between shipowners and ship operators.'4*
The WSC notes:

The value of using the current company definition is amplified over a vessel’s lifetime, as it
passes to second- and third-hand control. The EC’s proposal is consistent with the international
nature of fleet operation, ownership, and control, aiding EU priorities and for IMO agreements
and measures to reduce GHGs in shipping.'#’

However, it is not clear from the proposal, even if it does provide the possibility to pass through
the costs of emissions to the commercial operator through a contractual agreement, what it
means in the context of the EU ETS. The proposal does not elaborate the legal implications
regarding a responsible entity and compliance with the Directive in the event of a contractual
agreement, considering also the variety of arrangements regarding the allocation of costs when
a vessel is hired under different types of charter-parties and the freedom of contract that applies
in this field.'*¢ In the absence of a direct obligation targeting the commercial operator or any
further elaboration regarding the interpretation of a responsible entity in these situations, there
is a potential for disputes.

This may imply that a company would need to either charge emission related cost at the end of
the contract when a charterer reports emissions from its operations, or charge a “deposit” from
the outset whereby the unused money would be returned to the charterer in the end of the
contract period. A charterer could also purchase allowances and transfer them to the company,
which will then surrender them to the regulator.'#’

Lack of clarity regarding the position of the shipping company’s contractual partners also has
implications for the database of allowances, the Union Registry. A charterer would not, under
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the present proposal, be able to transfer emissions allowance units without opening an account
in the Union Registry, and such an arrangement would multiply the administrative burden of
the system in that regard. Recent efforts by the European Parliament to limit the obligation of
shipowners in this regard have met with immediate opposition by the World Shipping

Council."#®

Enforcement & sanctions
The general EU ETS rules on penalties apply to maritime transport. Pursuant to Article 16(3),

a shipping company that does not surrender sufficient allowances by 30 April of each year to
cover its emissions from the preceding year will be held liable for the payment of an excess
emissions penalty. The excess emissions penalty is 100 euros for each tonne of carbon dioxide
equivalent emitted for which the shipping company has not surrendered allowances. The

national administering authority deals with emissions penalties.

Additionally, Article 16(11a) stipulates that if a shipping company has failed to comply with
the surrender requirements for two or more consecutive reporting periods and also other
enforcement measures have failed to ensure compliance, the competent authority of the
Member State of the port of entry can issue an expulsion order and following that and
appropriate notifications, every Member State (except the Member State whose flag the ship
flying) shall refuse entry of the ships under the responsibility of the shipping company into its
ports until the company fulfills its surrender obligations. Moreover, the Member State whose
flag the ship is flying can order the ship to be detained until the shipping company fulfills its

obligations.

Robustness (loopholes)
The inherent risk of a regional emissions trading scheme is carbon leakage. The risk of carbon

leakage depends on practical feasibility, the carbon price level and on the geographical scope.
Carbon leakage may occur e.g. in the form of evasive port calls, transshipment, modal shifts,
and using smaller ships:

a) adding a new port call outside the EEA in a journey to minimise the amount of emissions in
the ETS scope (Evasive port calls);

b) unloading goods in a non-EEA port and loading it into another ship to reach the final
destination (Transhipment);

c¢) shifting demand to other transport modes, although there would be no leakage if these other
modes are covered by the ETS;

d) using ships below the threshold defined in the EU maritime MRV regulation (smaller
vessels);

e) assigning their best performing vessels to EU related voyages while keeping the less
performing ones for non-EEA trade routes (fleet optimisation).'#’

From a ship’s perspective, evasion becomes profitable if the carbon dioxide price is higher than
the extra cost caused by evasive port calls. To reduce the EU ETS compliance costs, ships
might decide to add an additional, strategic port call just outside the EU ETS or, in the case of
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transhipment, decide to switch to a hub outside the EU.!>® The risk of evasion is higher on
longer routes and also depends on the vessel type. A high carbon price increases the risk, as
well as geographical scope that includes extra-EEA voyages. Regarding transshipment, it is
particularly container ships that may be tempted to increase use of nearby competing
transshipment hubs, however, for other types of vessels it is less likely that they would set up
transshipment for the sole purpose of evasion. '

To address this, Wissner et al. have suggested that “specific rules could be applied to high
evasion risk ports, e.g., always the last two legs of a journey are included for these ports.”!*?
In this regard, monitoring of evasive port calls practices would be required to understand these
patterns, and the Commission suggest that monitoring could rely on vessel tracking information
and maritime freight statistics and based on this, addition measures can be considered after the
proposed measures enter into force and practical experience is gained first.!>®> For example,
calling a Russian port first and then a Member State port in the Baltic Sea region could be an
attractive option particularly to those vessels that are coming from a third country to minimize
the costs from emissions trading, as they are required to acquire and surrender allowances

regarding 50% of emissions of such voyage.

Modal shift refers to replacing maritime transport to other modes of transport such as road and
rail. Majority of railway activities are already under the EU ETS and also road transport is
proposed to be covered under its own ETS under the Fit for 55 — package. Moreover, deep-sea
shipping is less likely to compete with other modes of transport than intra-EEA maritime
transport.'>* The case studies in the Commission’s impact assessment report indicated that a
modal shift from one transport model to another is possible, but it also evaluated that only 5 %
of routes may be vulnerable to carbon leakage.!*

Shipping companies could also decide to operate ships below 5000 gross tonnage to evade the
application of EU ETS, particularly in sector where the use of smaller vessels is common.
However, evasion of this type would be fairly easy to tackle by amending the EU ETS Directive
to cover lower thresholds to fit these smaller vessels into the scope of ETS.!>® Shipping
companies might also seek to optimize their fleet by assigning their best performing vessels to
EEA related voyages and use their less performant ships for other routes, which decreases the
total emissions emitted in the geographical scope of the ETS but increases them outside the
scope. However, to some extent, the technical and operational measures of the IMO balance

the situation.'”’

At this stage, the ETS proposal has focused only on revising the EU ETS Directive, and further
measures down the line will include revising rules on auctioning, Union Registry, monitoring
and reporting of emissions and verification of emission reports and accreditation of verifiers.
However, it should be noted already at this stage that when the number of actors and value of
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the carbon market itself increases by introducing new sectors to it, it becomes increasingly
important to protect the system from financial crimes.'*® Since the proposal aspires to include
50% of emissions from extra-EU/EEA voyages and shipping companies (and possibly other
commercial operators) from third countries need to open accounts, it opens up for new

vulnerabilities in this regard.

3.2.3 FuelEU Maritime

General
The second legislative proposal supporting the Green Deal’s goal for the continent to become

climate neutral by 2050 and affecting the maritime sector is the ‘Fuel EU Maritime’ proposal
(Proposal for a Regulation of the European Parliament and of the Council on the use of
renewable and low-carbon fuels in the maritime transport and amending Directive
2009/16/EC). The aim of the Regulation is to "increase the share of renewable and low-carbon
fuels in the fuel mix of international maritime transport without creating barriers to the single
market”.!>® Moreover, as developing and deploying new fuel and energy solutions can involve
long time leads, the purpose is also to establish a clear and predictable long-term regulatory

framework that facilitates planning and investment regarding all stakeholders.!'®°

At present, the fuel mix used in the maritime sector is almost completely based on fossil fuels.
Decarbonization of the sector requires both energy efficiency measures and a transition to
renewable and low-carbon fuels (RLF).!®! RFL in particular have a significant potential to
reduce emissions in the future but face high abatement costs and market barriers that likely
require a policy intervention to be overcome.!%? The Fuel EU Maritime initiative is introduced
“to achieve the economies of scale in the uptake of RLFs in maritime transport as well as
avoiding carbon leakage, and ensuring level playing field between operators calling in EU ports
and between the EU ports themselves.”'®* The Commission considers that a Regulation is the
most suitable choice of instrument ““as the transition to RLFs requires significant investments
from fuel suppliers, fuel distribution and a strong and clear demand push, it is vital that the
regulatory framework provides a single, long-term and robust set of rules to all investors EU-
wide.”!®* In particular, it is considered important to avoid creating a patchwork of differing
measures at national level, which would be the case if implemented under a cross-sectoral

directive.'®

Scope
The Regulation is ‘flag-blind’ and applies to ships of any nationality above a gross tonnage of

5000 with respect to:

e the energy used during their stay within a port under the jurisdiction of a Member
State;
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e the entirety of energy used on voyages from a port of call under the jurisdiction of
a Member State to a port of call under the jurisdiction of a Member State; and
e halfof the energy used on voyages departing from or arriving to a port of call under

the jurisdiction of a Member State!6°

Warships, naval auxiliaries, fish-catching or fish-processing ships, wooden ships of primitive
build, ships not propelled by mechanical means, or government ships used for non-commercial
purposes are excluded from the scope.!'®’

With respect to fuels, the proposal is technology-neutral, though it excludes promotion of food
and feed crop-based fuels as it could increase the pressure on land and lead “to the extension
of agricultural land into areas with high-carbon stock, such as forests, wetlands and peatland,
causing additional greenhouse gas emissions and loss of biodiversity.”!%® Nevertheless, there
remains concerns that the FuelEU Maritime may cause “potential overreliance on [other]

biofuels, which can have questionable sustainability credentials.”!®

Substantive obligations
The main objective of the FuelEU Maritime Regulation is twofold. First, and primarily, it sets

a limit on the greenhouse gas intensity of energy used on-board by a ship arriving at, staying
within or departing from ports under the jurisdiction of a Member State.!” The limit, which
shall not be exceeded, concerns the yearly average greenhouse gas intensity of the energy used
on-board during a reporting period.!”! Annex I of the Regulation provides a more detailed
methodology to calculate the amount of greenhouse gas emissions per unit of energy to
determine the greenhouse gas intensity.!”? The greenhouse gas intensity limit will become
stricter every five years from 2025 till 2050 according to the formula set out in Article 4(2).

Second, the draft Regulation also imposes an obligation to use on-shore power supply or zero-
emission technology in ports under the jurisdiction of a Member State.!”® Starting from 1
January 2030, when a containership or passenger ship is at berth in a port under the jurisdiction
of a Member State it must connect to on-shore power supply and use that for all energy needs
while at berth.!”* However, this does not concern ships that are at berth less than two hours,
use zero-emission technologies, are unable to connect to on-shore power supply due to
unavailable or incompatible connection points in a port, have to make an unscheduled port call
for reasons of safety or saving a life at sea, or ships that require the use of on-board energy
generation, under emergency situations representing immediate risks or for other reasons for
majeure nature.!” It is the managing body of the port who determines whether any of these
exceptions apply.!’® However, the exemptions concerning port infrastructure or how the ship
is equipped will expire 2035, and cannot be applied to a ship more than five times during one
reporting year pursuant to Article 5(6).
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Link to AFIR
The obligation for containerships and passenger ships to usage on-shore power supply links to

another of the Fit for 55 proposals, the ‘Alternative Fuel Infrastructure Regulation’ — proposal
(AFIR), which is intended to replace the existing Alternative Fuels Infrastructure Directive
(AFID) from 2014.'77 Article 9(1) of the AFIR stipulates that Member States shall ensure that
a minimum shore-side electricity supply for seagoing container and passenger ships is provided
in maritime ports. To that end it sets specific targets for meeting the demands of containerships,
ro-ro passenger ships, high-speed passenger crafts, and other passenger ships (all above 5000
gross tons). It aspires thus to be fully complementary to the FuelEU Maritime Regulation, and
the intention is that these two Regulations would create an interest and demand for ports to

invest on shore-side electricity infrastructure.!’®

Monitoring, reporting and compliance
Companies must monitor and report on the relevant energy data during a reporting period for

each of their ships within all ports under the jurisdiction of a Member State and for any voyages
to or from a port under the jurisdiction of a Member State.!” Monitoring and reporting must
be complete regarding all energy use, consistent and comparable over time, and the data must
be acquired in a transparent and accurate manner.'% Companies must submit a monitoring plan
to the accredited verifiers by 31 August 2024, or if a ship falls under the scope of the Regulation
after that, then two months after each ship’s first call in a port under the jurisdiction of a
Member State. The regulation lists a series of items ((a)-(1)) that must be included in a
standardized monitoring plan and the Commission will determine such templates and the
technical rules relating to them.!®! The monitoring plan needs to be checked regularly and
modified pursuant to Article 8. An independent and accredited verifier assesses the conformity
of the monitoring plan with the requirements stemming from Article 6 (Common principles for
monitoring and reporting) and Article 9 (Certification of biofuels, biogas, renewable liquid and
gaseous transport fuels of non-biological origin and recycled carbon fuels) and Annexes I, II,
and I1I as well as the reliability, credibility and accuracy of the data.!®?

Based on the assessed monitoring plan, companies must record for each ship and for each
voyage, the following information under Article 14:

e port of departure and port of arrival including the date and hour of departure and arrival and
time spent at berth;

e for each ship that the requirement of Article 5(1) applies, the connection to and use of on-shore
power or the existence of any of the exceptions listed in Article 5(3);

e the amount of each type of fuel consumed at berth and at sea;

o the well-to-wake emission factors for each type of fuel consumed at berth and at sea, broken
down by well-to-tank, tank-to-wake and fugitive emissions, covering all relevant greenhouse
gases; and

e the amount of each type of substitute source of energy consumed at berth and at sea.

Companies must provide this data to the verifier by March 30 each year,'® and the verifier will
then assess the quality, completeness and accuracy of the information provided.'®*
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The Regulation provides some flexibility to companies regarding compliance. Companies can
bank and borrow compliance surplus between reporting periods (Article 17) and/or pool
compliance balances of two or more ships (Article 18). Banking and borrowing of surplus can
take place in two ways. First, if the ship has a compliance surplus for the reporting period, the
company may bank it to the same ship’s compliance balance for the following reporting period.
Second, if the ship has a compliance deficit for the reporting period, the company may borrow
an advance compliance surplus of the corresponding amount from the following reporting
period. However, the advance compliance surplus cannot be borrowed for two consecutive
periods, nor if the amount exceeds a specifically formulated limit.'® It is also possible to pool
compliance of two or more ships that are verified by the same verifier. The company can then
decide how to allocate the total compliance balance of the pool between the ships. If the ships
are not controlled by the same company, then the companies have to make a joint notification
to the verifier, which also specifies the method how to allocate the total compliance balance of
the pool.'®® If no compliance deficit exists, the verifier issues a FuelEU certificate of
compliance by 30 June of the year following the reporting period, which will be valid for the
period of 18 months after the end of the reporting period.'®’

Responsible entities
The entity responsible for complying with the FuelEU Maritime Regulation is the (shipping)

company, for each of its ships falling under the scope of the Regulation. If the ship is not
compliant, it is the company that shall pay the penalty (Article 20(1)). The definition of the
‘company’ is made by reference to the MRV Regulation (Article 3(1)(k) of the FuelEU
Maritime Regulation).'®® Even if it does not follow from the articles of the Regulation, its sixth
recital includes a similar text as recital 20 of the ETS proposal with respect to contractual
arrangements and (the option of) holding “the entity that is directly responsible for the
decisions affecting the greenhouse gas intensity of the energy used by the ship accountable for
the compliance costs”.

Thus, the FuelEU Maritime Regulation makes the fuel user responsible for bringing about the
fuel intensity reductions, rather than the supplier of the fuel.'*® A main reason for this is that
the Regulation applies to ships purchasing fuels within the EU as well as ships purchasing fuels

in third countries.'*°

By placing the responsibility on the energy consumers, the proposal creates a demand which
might otherwise not materialize.”'®! In this respect, the proposal draws a parallel to previous
rules on regulating sulphur limits in fuels, where ships have also been the responsible entity
and, as observed by Einemo, “whenever regulations have caused market demand for low-
sulphur fuels to increase, the supply side has responded.”!®* ECSA, on its part, considers that
“the real reason why the EC may wish to place this obligation on the ship could be to ensure
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that marine fuel suppliers in the EU are not placed at commercial disadvantage to fuel suppliers
located outside of the EU, an approach which might be perceived as protectionist of the EU

marine fuel supply industry.”!?

Enforcement & sanctions
The enforcement scheme of the FuelEU proposal is straightforward in principle: if the ship

does not meet the required energy intensity reductions, the company must pay a penalty for
each non-compliant port-call, the amount of which is to be calculated by the verifier according
to a specific formula.!”* Once the penalties are paid, the verifier will issue a FuelEU certificate
of compliance. The funds from the penalties will be allocated to support common projects
aimed at the rapid deployment of renewable and low carbon fuels in the maritime sector by
stimulating production of greater quantities of renewable and low carbon fuels, facilitating the
construction of appropriate bunkering facilities or electric connection ports, and supporting the
development, testing and deployment of the most innovative European technologies in the fleet
to achieve significant emission reductions.!®’

Robustness
A particular concern with respect to the robustness of the scheme relates to fuels purchased in

third countries. Non-EU fuel providers are not directly bound by the EU law and their law
enforcement may therefore be expected to be less robust than within the EU. The EU would
have to rely on paper documents provided by non-EU fuel suppliers, and it has been observed
that “proper inspections for biofuel blends purchased outside the EU will be challenging for
competent authorities”.!”® ECSA has claimed that the Commission is outsourcing the
enforcement of its rules to shipping companies and verifiers, but also that the proposal if
adopted “would imply that the EU would be determining which non-EU fuel suppliers could

or could not refuel any ships calling at EU ports.” !’

ECSA is also concerned about safety issues regarding new maritime fuel standards that are
addressed to ships rather than fuel suppliers: “there are critical safety issues associated with the
use of biofuels, including compliance with the requirement in the IMO Safety of Life at Sea

Convention (SOLAS) for marine fuels to have a flashpoint above 60 degrees Celsius.”!'*®

Moreover, there is also concern that the availability of compliant fuels would probably be
limited, at least initially.'*® This calls for contemplating the possible need for fallback clauses
in such an event. A fallback clause should determine at least the circumstances under which
the ship/shipping company has done what can be reasonably expected of it to comply with
FuelEU Maritime to avoid paying a penalty fee in the event that there is not enough FuelEU
Maritime — compliant fuels available.
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For all those concerns, however, it may be noted that the rules on sulphur contents in marine
fuel provide a precedent, even if not strictly an EU measure. In particular, the significant
regional differentiations caused by the different temporal and geographical application of the
rules within ‘Sulphur Emission Control Areas’ and elsewhere gave rise to very similar
concerns, which have been addressed, either in MARPOL Annex VI* or in the relevant EU

Directive.2°!

3.2.4 Energy taxation directive

Scope
The third legislative proposal supporting the Green Deal’s goal for the continent to become

climate neutral by 2050 and affecting the maritime sector is a revision of the Energy Taxation
Directive (Proposal for a Council Directive restructuring the Union framework for the taxation
of energy products and electricity (recast)). The Commission has reviewed the existing Energy
Taxation Directive to align it with new climate objectives of the EU and to remove negative
incentives that uphold the current fossil fuel usage.?%? The Directive seeks to complement other
measures by removing disadvantages for clean technologies and introducing higher levels of
taxation for inefficient and polluting fuels.?*® The main reforms concern a new structure of tax
rates based on the energy content and environmental performance of the fuels and energy and
broadening the taxable base by including more products in the scope and by removing some of
the current exemptions and reductions.?** The proposed Energy Taxation Directive seeks to
renew the tax structure by grouping the energy products and electricity into four categories
based on environmental performance and by adopting a uniform tax level within each tax
category.”%

Under the proposal, energy taxation is to be based on the energy content of the energy products
and electricity, as this attribute provides a better reference for comparing different energy
products and electricity. Moreover, environmental performance will be measured by
establishing the corresponding ranking of applicable rates that take into account the specific
characteristics of the different products, the different products and their treatment under the
current Energy Taxation Directive, the expected evolution of the EU energy mix in the light of
the ‘Fit for 55 -package’, the polluter pays principle, and their coherency and contribution to

the common objectives.?%

So far, the maritime transport sector has been fully exempted from energy taxation in the EU
as heavy oil used in the maritime industry has not been taxed. The review accompanying the
proposal covered certain unclear interpretations of the exemption related to motor fuels used
in waterborne navigation and the proposal, importantly, seeks to end the current mandatory

exemption of waterborne navigation and fishing sector.?’
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The proposal allows for a different level of taxation to be applied to the use of energy products
and electricity for intra-EU waterborne regular service navigation, fishing and freight transport
and their respective at berth — activities. Recital 23 further provides:

Considering the specificity of those uses, the minimum levels of taxation should be lower than
the ones applicable to general motor fuel use. In order to provide an incentive to the use of
sustainable alternative fuels and electricity, such fuels and electricity should be exempted from
taxation for ten years. Energy products and electricity used for the remaining intra-EU
waterborne navigation should be subject to the standard levels of taxation applicable to motor
fuels and electricity in the Member States.

Along such lines, draft Article 15 provides that regarding energy products used as fuels to
vessels and electricity used directly to charge electric vessels (for the purposes of intra-EU
waterborne regular service navigation, fishing and freight transport), Member States must
apply the minimum levels of taxation as set out in Tables B and D of Annex I (for the purposes
of the first subparagraph, electricity is ranked among motor fuels indicated in the Table B of
Annex 1).2% This concerns also motor fuels and electricity used in the field of the manufacture,
development, testing and maintenance of vessels, and for dredging operations in navigable
waterways and in ports.”” Remaining intra-EU waterborne navigation, such as navigation of
private pleasure crafts, would be subject to the standard levels of taxation applicable to motor

fuels and electricity.?!°

Regarding sustainable biofuels and biogas, low-carbon-fuels, renewable fuels of non-
biological origin, advanced sustainable biofuels, biogas and electricity, minimum tax rates of
zero apply over a transitional period of ten years between 2023-2032.2!! Electricity that is
produced on board a vessel is exempted from taxation completely.?!? As far as extra-EU
waterborne navigation (including fishing) is concerned, Member States can either apply the
same levels of intra-EU taxation or exempt it.”!*> Member States also have discretion with
regard to electricity that is directly supplied to vessels berthed in ports, as they can apply total
or partial taxation exemptions.?!* The purpose of this is to provide an incentive for the
development and usage of shore-side electricity. Instead of producing electricity on board a
vessel while at berth, ports could offer a cleaner alternative in the form of a possibility to
connect to the on-shore electricity grid.?!> As was noted above, this is proposed to be obligatory
for containerships and passenger ships above 5000 gross tonnage, through the FuelEU
Maritime and AFIR proposals.

Previously the Energy Taxation Directive has included numerous national exemptions, but in
the proposed recast version, these have been removed. Nevertheless, the Directive still contains
an article providing that a Member State can be granted permission to apply additional tax
exemptions or freedoms for special purposes. While this article provides some leeway for
national discretion, it is clarified that such exemptions or freedoms cannot contradict

environmental goals or cause any disturbance to the functioning of the internal market.?!¢
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Responsible entity
The form of taxation in question would be excise taxation that is indirect taxation. Excise duties

are product-specific and levied on products manufactured in a Member State and imported into
a Member State. For example, the responsible entity to pay the excise duty in Finland is an
authorized warehouse keeper, a registered consignee, a registered consignor or a tax
representative in distant sales, who would then also be the party to deal with the Finnish Tax
Administration if they are not compliant.?!” However, on a practical level, the increased tax
burden would concern shipping companies, which would likely be reflected on transport prices

and thus be transferred forward to a variety of economic actors.?!'®

Robustness
The maritime transport sector is at high risk of carbon leakage due to the so-called “bunker

evasion” that refers to the phenomenon where “vessels used for intra-EU voyages are filled
with fuel outside of the EU.”!” Shipping companies have an economic incentive to refuel
where the tax level is the lowest one and it can affect how they optimize their routing.??° To
discourage such phenomenon, “shipping fuels will be subject to the same lower tax rate as that
applied to the agriculture sector”.??! In practical terms, this means that the Energy Taxation
Directive proposes a minimum €0.90 per gigajoule tax on bunker fuels used for intra-European
maritime voyages from January 1, 2023. This tax is only 12% of what other sectors that use
fossil fuels will be charged, due to the risk that shipowners and operators would otherwise
source bunkers outside the EU.??? Nevertheless, it is clear that the new taxation rules on
maritime transport fuels could provide an opportunity to fuel the ship without additional costs
of indirect taxation particularly in non-EU ports close to EU states, such as Russia in the Baltic

Sea Region.

The issue of legal basis

The proposal leaves partially open the issue of its legal basis. It provides two options, which
are Article 113 of the Treaty on the Functioning of the European Union (TFEU) and Article
192(2) of the TFEU. The choice between the two has significant impact on the voting rules for
the adoption of the directive.

Article 113 stipulates:

The Council shall, acting unanimously in accordance with a special legislative procedure and
after consulting the European Parliament and the Economic and Social Committee, adopt
provisions for the harmonisation of legislation concerning turnover taxes, excise duties and
other forms of indirect taxation to the extent that such harmonisation is necessary to ensure the
establishment and the functioning of the internal market and to avoid distortion of competition.

If Article 113 is chosen as the legal basis, it signifies using special legislative procedure which
requires unanimous approval in Council. In this case, it is “not unthinkable that certain Member
States such as Cyprus, Greece and Malta, with their particular interest in the shipping industry,
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could block proposals or that proposals could be considerably amended to appease certain

vested interests.”?%3

Article 192, on the other hand, provides:

1. The European Parliament and the Council, acting in accordance with the ordinary legislative
procedure and after consulting the Economic and Social Committee and the Committee of the
Regions, shall decide what action is to be taken by the Union in order to achieve the objectives
referred to in Article 191.

2. By way of derogation from the decision-making procedure provided for in paragraph 1 and
without prejudice to Article 114, the Council acting unanimously in accordance with a special
legislative procedure and after consulting the European Parliament, the Economic and Social
Committee and the Committee of the Regions, shall adopt:

(a) provisions primarily of a fiscal nature;

The Council, acting unanimously on a proposal from the Commission and after consulting the
European Parliament, the Economic and Social Committee and the Committee of the Regions,
may make the ordinary legislative procedure applicable to the matters referred to in the first
subparagraph.

The reference to Article 191 in this context refers to the objective of “preserving, protecting
and improving the quality of the environment”. If Article 192(2) is chosen as the legal basis, it
may mean the use of the ordinary legislative procedure and qualified majority voting in the
Council. For support of this approach, the impact assessment provides:

In line with the European Green Deal communication, the review of the directive should focus
on environmental issues. Therefore, it is possible to use Article 192 of the Treaty
(environmental measures of fiscal nature) that allows European Parliament and the Council to
adopt proposals in this area through the ordinary legislative procedure by Qualified Majority
Voting rather than by unanimity in the Council.?**

In its memo on the legal basis of the proposal, ClientEarth has analyzed the case law from the
European Court of Justice and provided the following conclusions regarding the choice of a
legal basis for legislative proposals:

* The choice of a legal basis must always rest on objective factors, such as the aim and content
of the envisioned measure.

» When there are multiple objectives, and one objective can be identified as the main objective,
the legal basis must be found on that single predominant objective.

* The legal framework within which the rules are situated can be taken into account to clarify
the objective pursued by the measure.

* It is mandatory to found measures on specific provisions of the Treaties when applicable.

* The context of both the amended measure and the amending measure should be taken into
account when determining the objective and legal basis. This would include the old Energy
Taxation Directive which has a predominantly fiscal background, as well as the environmental
mindset of the (to be) revised directive.??

Applying those conclusions to the current proposal, there is a strong argument to be made to
use the Article 192(2) as the legal basis. The recast Energy Taxation Directive is part of the
European Green Deal and of the Fit for 55 — legislative package, the purpose of which as a
whole is to tackle “environmental-related challenges and achieve the EU’s domestic
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greenhouse gas emissions reductions objectives and air pollution reduction.”??® The proposal
states as its main objectives the following goals:

1. Providing an adapted framework contributing to the EU 2030 targets and climate neutrality by
2050 in the context of the European Green Deal. This would involve aligning taxation of energy
products and electricity with EU energy, environment and climate policies thus contributing to
the EU efforts to reduce emissions.

2. Providing a framework that preserves and improves the EU internal market by updating the
scope and the structure of rates as well as by rationalising the use of tax exemptions and
reductions by Member States.

3. Preserving the capacity to generate revenues for the budgets of the Member States.

The first main objective thus is environmental, rather than fiscal, and can be argued to be the
predominant objective. Such interpretation would entail that also the legal basis should be
found on environmental grounds, that is, the Article 192(2). This is further supported by the
content of the recast and the legal framework within which this proposal is situated.

3.3 International law issues raised by Fit for 55

3.3.1 Briefly on the most relevant rules of the law of the sea and international law

Apart from the questions relating to scope, responsible entities and robustness discussed above,
all three proposals touch upon legal matters of a jurisdictional nature, which could raise issues
of international law. The fact that the proposals are presented in a regional context but aspire
to cover entities (ships and companies) of any nationality raises the question of whether the EU
has to right, or jurisdiction, to pursue such measures with potentially worldwide implications,
not least as maritime transport on oceans is traditionally governed by principles of the freedom
of the seas and non-interference in the activities of the ship by other states than the ship’s flag
state. As the experience from the aviation sector illustrates,??” inclusion of foreign entities in
the regional ETS not only raises a significant degree of political sensitivity, but also legal

concerns related to extra-territorial jurisdiction that are closely linked to the law of the sea.??®

The matter is a complex one and necessitates consideration of both the general jurisdictional
rules under the law of the sea and the principles of extra-territorial jurisdiction under general
international law.?? A starting point is that in order to lawfully enforce a rule on a foreign
subject, there needs to be both prescriptive and enforcement jurisdiction for the rule in question.
Enforcement jurisdiction refers to the right of state to take legal measures with respect to a
violation of a requirement, while prescriptive jurisdiction refers to the right of the state to
impose the requirement in the first place.

Under the law of the sea, as authoritatively codified in UNCLOS, which is widely ratified and
generally considered to represent customary law, states’ jurisdiction over ships depends on
their role and relationship to the ship in question. (The EU is to be likened to a state in this
context, given that a regional institution is subject to the same restraints and obligations as
states under the law of the sea; no jurisdictional privileges follow from being a regional body
consisting of several states.)
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Flag states (of which there can be only one per ship) have a very clear and broad jurisdiction
over ships in their registry, both as regards prescription and enforcement. There are few
international law limitations on what rules flag states may subject its own ships to. The legal
problem for the EU does not accordingly lie in the regulation of ships flying the flag of its own
Member States, but in the inclusion of ships of other states. To cover only ships flying the flag
of an EU states is not a viable option in view of the ease by which ship operator may reflag and
hence choose the jurisdiction of their operations. The risk that EU-focused measures would
lead to a significant outflagging from EU states is therefore very real, which would neither be
in the economic or environmental interest of the Union. Both the effectiveness of the measures
and economic realities therefore requires that as many of the ships as possible are covered, i.e.,
that the measures apply to ships of any nationality.

As opposed to flag states, coastal states’ rights to regulate foreign ships in their waters, and to
enforce those rules is heavily limited. Simply put, a coastal state (i.e. a state in whose waters a
foreign ship navigates, without entering its internal waters) may not impose environmental
rules on foreign ships that exceed the rules that have been agreed at IMO. This applies in their
exclusive economic zones (Article 211(5)), but also in their territorial sea, as far as rules
relating to the construction, design, equipment or manning of ships (Article 21(2)). Beyond
these zones (on the high seas, or in other states’ coastal waters) states have no prescriptive
jurisdiction over foreign ships at all, only a very limited right to take enforcement measures in

exceptional circumstances that are not relevant here (Article 221).

3.3.2 Port state jurisdiction

None of the three Commission proposals discussed above raise traditional issues linked to
coastal state jurisdiction, since they do not cover ships that merely pass through EU Member
States” maritime territories. Rather, since all proposals are limited to ships that (voluntarily)**°
enter EU ports, it is the extent of a state’s jurisdiction over ships that enter its internal waters
and ports (hereinafter port state jurisdiction) that is of relevance. The (enforcement) jurisdiction
of a state to take measures with respect to a foreign ship voluntarily in its port is not in doubt,>’!
at least as far as they do not relate to matters that are completely internal to the ship.?*? Rather,
it is the reach of the (prescriptive) jurisdiction of states to impose requirements on foreign ships

that is relevant here.

In contrast to the relatively clear but rigid limitations of coastal state jurisdiction over foreign
ships,” port states are largely left outside the jurisdictional scheme of UNCLOS. Only a few
provisions tentatively address the reach of port states' jurisdiction over foreign ships that
(voluntary) enter their ports or internal waters.?** This shortage of legal provisions has meant
that matters of relevance to the extent of port states' jurisdiction are largely left to be governed

by general international law.?*
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Internal waters may, for jurisdictional purposes, be assimilated to the land territory of the
state.2*® Ships, through their voluntary presence in the port or internal waters of another state,
subject themselves to the territorial jurisdiction of that state. As a starting point, a port state is
hence free to impose its national rules on foreign ships and to enforce those rules by
(reasonable) means of their choice It is also widely recognized that ships enjoy no general right
of access to foreign ports under international law.?3” This implies, a fortiori, a right for the port
state to make access to its ports conditional on compliance with specific (national or regional)

requirements.>*8

The absence of specific limitations on port state jurisdiction has offered an opportunity for
states to strengthen the conditions and requirements that they apply to foreign ships. A gradual
recognition of port states' rights to impose conditions and requirements on foreign ships has
led to an increasingly widespread use of such measures, both in terms of prescriptive
requirements and in terms of the consequences of failing to comply with those requirements.
In reality, port state jurisdiction has become the main vehicle for advancing maritime regulation
outside the IMO.?*

Port states' jurisdiction to impose access conditions and other requirements on foreign ships
entering their ports is not without limits, however. Limitations include the restraints that may
follow from treaty commitments, whether imposed by bilateral or multilateral, maritime,
commercial or other treaties, and from principles of general international law, such as the
prohibition of discrimination or of abuse of rights.?*® Proportionality requirements may also
place limitations on the enforcement measures that may reasonably be taken against ships that
fail to comply with the port state’s requirements.?*! This type of limitations is clearly less
specific and more dependent on the circumstances of the individual case than the relatively
clear-cut, maximum limits imposed on coastal states for regulating passing ships in their

maritime zones.

Identifying the precise boundaries of port state jurisdiction is further complicated by the fact
that different types of rules raise different jurisdictional questions. Rules relating to ‘static’
features of ships, such as its design, construction, equipment or manning, ‘follow’ the ship
wherever it is. Well known examples include the US and EU requirements on the double hull
constructions of oil tankers.?*? In such cases, the ship either complies with the requirement or
not, irrespective of its geographical location. Since a ship operator cannot easily change this
type of feature during a voyage, this type of requirement is often considered to be most intrusive
with respect to ships’ navigational freedom. Paradoxically, however, static port state
requirements are easier to justify in jurisdictional terms. If a ship fails to comply with a port
state’s requirement on static features it will be in violation even while within the port or internal
waters of the state, where its prescriptive jurisdiction is uncontested.**
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Aside from the occasional judgment suggesting differently,?**

it seems widely accepted that
port states may impose this type of requirement on foreign ships.>* Even where the subject
matter in question is subject to international rules, port states retain their right to impose
additional requirements relating to static features, as long as the international rules in question
do not specifically exclude such complementary standards.?*® The existence of such residual

jurisdiction of port states is explicitly recognized in the text of some IMO conventions.?*’

The jurisdictional setting is somewhat different with respect to rules that are not static in the
above sense. Here, the scope of port state rules that relate to specific conduct (or other
operational conditions) need to be determined in geographical terms, and it cannot be assumed
that the violation has necessarily (also) taken place within the port State’s own waters. In case
the port State seeks to regulate conduct that takes place beyond the areas over which it has
explicit prescriptive jurisdiction (under the coastal State jurisdiction provisions of UNCLOS),
the requirement has clear extra-territorial features, and the jurisdictional foundation for the
requirement may be doubted.?*® Well-known examples of this type of requirements have been

provided in Australian domestic legislation, >** and, to some extent, in EU law.?>°

However, even for such cases, it is conceivable that the required (prescriptive) jurisdictional
basis for port State requirements could be found outside the realm of UNCLOS, notably in the
principles of extra-territorial jurisdiction under general international law.?>! Extra-territorial
jurisdiction of states to legislate in respect of activities occurring beyond their own territory
has to be based on a specific principle of jurisdiction that is recognized under international law.
The most widely recognized principles are: active personality principle; the passive personality
principle; the protective principle and the universality principle.”>> However, while the
existence of certain principles to this effect is widely acknowledged, their respective status,
scope of applicability and mutual relationship remain uncertain, due to a notable lack of
authoritative judgments at international level, and a multitude of national judgments which
point in diverse directions.?>® The state of flux in this area of international law has led certain
legal scholars to settle for a rather more generic single jurisdictional principle ‘of genuine
connection between the subject matter of jurisdiction and the territorial base or reasonable
interests of the State in question.’?** It may thus very well be that the EU’s jurisdiction to extend
its rules to foreign ships beyond its own geographical area is not only, or even mainly, governed
by the law of the sea, but also by abstract notions such as its ‘reasonable interests’ to regulate
climate change and its ‘genuine connection’ to the subject matter.

In addition, the jurisdictional acceptability of the port state requirement depends on the
enforcement measure taken. Enforcement measures that are unproblematic from a point of view
of international law, such as denying the non-complying ship the right to certain services in
port, or perhaps even access to port, may be justified even if the prescriptive basis for extra-
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territoriality is weak; while punitive measures, such as sanctions, require a firmer prescriptive
jurisdictional basis.?>> With regard to enforcement, any measures taken by port and coastal
States are also subject to certain important ‘safeguards’ as listed in Section 7 of UNCLOS Part
XIL.26

With that general background, some jurisdictional issues raised by the three proposals will be
briefly discussed below.

3.3.3 The energy taxation directive
The Energy taxation proposal is least controversial from this perspective, given that it targets

locally established fuel suppliers and only indirectly ships. Even if adopted in its present
format, the Directive would not affect the right of ship operators to freely choose where they
bunker their ships. A related international law question of some interest is whether foreign
tankers in the future may systematically evade the rules of the directive by offering bunkering
of non-taxed fuels just outside the coastal waters and jurisdiction of the port state in question.
That impression may follow from the majority decision in the Norstar case at the International
Tribunal for the Law of the Sea in 2019.%°” However, the judgment probably does not represent
a correct understanding of international law of the sea, and has been widely criticized in legal
literature (as well as by the seven judge strong minority opinion).® A better assumption is
therefore that bunkering vessels based in an EU port, which offers tax-free bunkers to ships
visiting the port, but in the form of ship-to-ship-transfers just outside the jurisdiction of the port
state, could be lawfully detained and prosecuted in the port state. This does not, however, do
away with the possibility that non-EU states may offer bunkering of non-taxed fuel, which
reduces the impact of the directive, in particular in the peripheral parts of the EU.

3.3.4 FuelEU Maritime and EU ETS proposals
The other two measures raise more traditional issues relating to the rights of port states to

regulate foreign ships. A preliminary observation is that neither proposal relates to static
requirements as described above, in the sense that the violation in question takes place while
the ship is in the port (making the port state’s jurisdiction undisputed).>>® This is because both
of them link the enforcement to compliance over a longer period of time, i.e. a full year.

With respect to the geographical scope, both rules apply to incoming and outgoing voyages
independently of the maritime zones involved. Ships activities beyond the territorial
jurisdiction of the EU Member States will accordingly be covered under both rules. The extra-
territorial reach of the two proposals is similar: both cover 100 per cent of intra-EU transports,
but only half of the emissions/energy used on voyages to or from non-EU states.?** From a law
of the sea perspective, neither approach is entirely easy to justify.
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The law of the sea implicitly acknowledges a right, which is more explicitly in certain other
international conventions, to place national requirements on all ships trading within a single
state (so-called ‘cabotage’). Ships trading between EU Member States, however, fall outside
the scope of cabotage, as the EU can hardly be considered to represent a single state for this
purpose. Rather, covering intra-EU trade represents an effort to implement an ‘EU-wide
cabotage’. There are precedents for such measures (mainly in commercial field), but a foreign
ship on such a route might still object to being covered, in particular as regards energy
consumed and emissions released during passage legs that extend beyond the territorial seas of
EU Member States (where coastal state jurisdiction is limited to generally accepted

international rules).

As regards, transports involving a non-EU port, such concerns are magnified, as the territorial
link of the measure to the EU is limited to one of the ports only. The mitigation of the extra-
territorial effect is done by means of a percentage reduction (50%), which has no basis in the
law of the sea. The only mitigation that would have explicit support in the law of the sea would
be to limit the calculation of emissions/energy to those produced/used while in the territorial
waters of EU Member States, as these are the only waters in which states has prescriptive

jurisdiction to introduce national discharge and emissions requirements.

While the 50% requirement of the ETS is argued to allow space for other MBMs to supplement
the regime,?®! presumably also a future IMO regime, the corresponding limitation of Article
2(c) of the FuelEU Maritime proposal is more difficult to understand, as it serves to reduce the
effectiveness of the measure, without offering scope for a supplementary regime. Recital 4
clarifies that the main reason for the limitation is indeed policy-based, as it “limits the risk of
evasive port calls and the risk of delocalisation of transhipment activities outside the Union.”

In order to overcome the enforcement challenges linked to monitoring fuel purchases and
quality worldwide, the FuelEU Maritime proposal requires ships to hold a Certificate of
Compliance issued by an accredited verifier. It is then the on-board presence and validity of
this certificate which, in Article 22, is made a condition for entry into an EU port.

While doubts could be raised about the jurisdictional construction involved in transforming a
continuous obligation that covers a ship’s whereabouts worldwide during a calendar year into
an entry requirement in the form of a certificate, this type of verification tools are common in
shipping and in reality represent the main form of enforcement mechanism in IMO rules. It is
true, however, that most existing certificates relate to static characteristics of ships and do not
cover operational matters, such as what fuels are used. (But see Bunker Delivery Note, required
by Marpol Annex VI). Moreover, most certificates required today relate to requirements agreed
at global level (at the IMO), which makes them less susceptible to legal criticism than a purely

regional documentary requirement.
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The ETS proposal, on its part, places the primary obligations on the company. It is for the
company to record the emissions data, have it verified and submitted to the administering
authority concerned (Article 11 of the MRV Directive). Draft Article 3gc provides that it is for
the administering authority ensure that the reporting of aggregated emissions data at shipping
company level submitted by a shipping company is verified in accordance with the verification
and accreditation rules. This focus on duties of companies and EU authorities, rather than ships,
as a starting point, distances the ETS requirements from navigational rights and the

jurisdictional provisions of the law of the sea.

However, in the enforcement provisions, both proposals address the ship as such, notably
through the prospect that a non-compliant ship may be expelled from all EU ports.

In the FuelEU Maritime proposal, the first enforcement measure is the penalty referred to in
Article 20 to financially compensate for the annual compliance deficit. The administration of
the penalty is partly delegated to verifiers as it is to be calculated by the verifier, according to
a level set by the Commission, and reflected in the certificate of compliance. The proceeds will
be used to support common projects aimed at the rapid deployment of renewable and low
carbon fuels in the maritime sector, and managed as external assigned revenues by the
Innovation Fund referred to in Article 10a(8) of the ETS Directive. The penalty thus effectively
constitutes a mandatory contribution by non-compliers to a regional research and development

fund for low-carbon fuels in shipping.?®?

As a second enforcement step, Article 23(3) provides that “Where a ship has failed to present
a valid FuelEU certificate of compliance for two or more consecutive reporting periods and
where other enforcement measures have failed to ensure compliance, the competent authority
of the Member State of the port of call may, after giving the opportunity to the company
concerned to submit its observations, issue an expulsion order.” In reality this means a denial
of entry of the ship in question to any EU port (unless ports of its flag state in the case of an
EU ship) until compliance is restored.

In the ETS proposal the main duty is to surrender the allowances based on the rules of the
Directive. If this is not done, the general rules on penalties under Article 16 of the ETS
Directive will apply. Apart from this, the proposal adds a secondary layer of enforcement that
is specific for shipping. Under draft Article 16(11a) (and, in similar terms, the new draft Article
20(3) of the MRV Regulation), a port state may issue a corresponding expulsion order, “in the
case of a shipping company that has failed to comply with the surrender requirements for two
or more consecutive reporting periods and where other enforcement measures have failed to

ensure compliance ... As aresult of the issuing of such an expulsion order, every Member State
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... shall refuse entry of the ships under the responsibility of the shipping company concerned
into any of its ports until the company fulfils its surrender obligations™.

From an international law perspective, the secondary enforcement measures (expulsion), may
— despite their stringency — be easier to justify than the penalties and other monetary sanctions
primarily imposed. This may seem contrary to the principle of greater force but follows from
the absence of a right under international law to enter foreign ports. As was noted above, the
legality of port state measures, and the strength of the prescriptive jurisdictional basis they
require, also depends on what enforcement measures are taken to secure compliance. If the
consequence of non-compliance is withdrawal of a privilege to which foreign ships have no
entitlement, the need to establish a solid prescriptive basis for the requirement is more limited
than in case sanctions are awarded for non-compliance. Somewhat paradoxically, therefore it
is easier to claim jurisdiction over a measure that results in a prohibition to enter the port (in
the state or in the EU as a whole) than over one in which non-compliance results in a fine. As
far as the FuelEU Maritime proposal is concerned, this means that denying the access of non-
complying ships under Article 23(2) would require less explicit prescriptive authority for the
measure than the imposition of penalties under Article 20. On the other hand, the discrepancy
between persons involved (the primary obligations are imposed on the company while the
enforcement measures target individual ships) could be argued to stretch the extent of how far
enforcement regime based on port access can reasonably be taken. This is particularly so as the
reference to ships “under the (company’s) responsibility” is unclear, e.g. in relation to the
application of the rule for other ships in the company’s fleet. In this respect, the proposed
regime bears some interesting similarities to the private law concept of ship arrest (for failure
by the owner to respect financial obligations) which, however, is a measure that can only be
imposed by courts.?®® In both proposals, the expulsion order is formulated as an option for the
port state in question, rather than an obligation.

3.3.5 Summary
In summary, the international rules on the extent to which a port state may or may not take

measures with respect to foreign ships are far from straightforward. The rules include a number
of paradoxes (e.g. that it is easier to justify static requirements for ships than to impose
operational standards beyond the territory of the port state, and that it is easier to justify the
refusal of entry of a ship into a port than to admit it and issue a penalty) and are generally
imprecise. The matter has not been further clarified in treaties or in international case law,

while national case law is both scarce and inconclusive.?%*

In addition, the applicability of classical law of the sea principles of jurisdiction for evaluating
the lawfulness of the EU proposals is not self-evident. The ETS and the FuelEU proposals
essentially concern financial obligations rather than navigational rights, which casts doubts on
the applicability of the law of the sea, as long as the ship is not the target of the (enforcement)
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measures. Nor is the subject of regulation a classical matter of ‘pollution’ or ‘air emission’ as
regulated in UNCLOS, but rather a set of policy obligations targeting the actions and choices
of the ship operator without direct implications for the hands-on operation of the ship itself.
This is further underlined by the fact that both proposals bench-mark compliance with
behaviour of the shipping company spanning over a long period of time.

The eventual legality of the measure thus has to be assessed broadly in view of a number of
factors, including law of the sea, but also general international law and other branches, such as
international trade law that have not been considered here. In the end, it may well be that the
limitations imposed by different branches of international law have significant similarities,
eventually boiling down to a generic reasonableness requirement to be concretized by
balancing the different interests at stake.

In such a balancing of interests, important elements favouring EU’s actions in the field relate
to the growing climate crisis and the fact that IMO has failed to adopt measures that would
significantly reduce GHG emissions from ships despite discussing the matter for almost 25
years. EU may, under this view, be seen as acting regionally on behalf of the world community
as a whole, for no particular benefit of the region’s own (depending on how potential funds
will be distributed). If anything, the UNFCCC and the Paris Agreement specifically accept the
principle that industrialised countries have a greater responsibility than other states to take
measures to prevent global warming, on behalf of the world as a whole.

It may also be of significance that the essentially financial nature of the obligations
distinguishes them from more concrete restrictions on the navigational freedoms of the sea and
coastal waters, which is what the UNCLOS regime essentially sets out to protect. The proposed
scheme, in other words, does not place any limitation on navigation, but only makes the voyage
somewhat more expensive, presumably in a non-discriminatory manner. The concerns of ship
owners, flag states or the maritime community as a whole might therefore not be given the
same prominence in this case as in a more clear-cut case of extra-territorial jurisdiction versus
navigational rights. However, in view of the significance of what starting point is chosen for
analysing this matter (law of the sea, climate change, the EU perspective or general
international law), it is quite possible that the choice of forum will influence the outcome if or
when a ruling on the legality of EU’s action were to be sought in the future.

It may therefore be concluded that international law does not prevent a port state, or the EU,
from implementing requirements affecting international shipping, even if they have
implications beyond its territorial jurisdiction. It does, however, qualify that jurisdiction in
several important ways. In particular, the jurisdiction depends on the nature of the requirement,
on the measures chosen to enforce them and on the respect of the criteria of reasonableness that
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follow from general international law and potential treaties which may limit the EU’s or port

states’ jurisdiction in this regard.

The Fit for 55-proposals appear to have assessed this legal setting carefully and do not, in our
view, raise immediate international law concerns. In view of the balancing of interests, the
EU’s case for action is assisted, also in legal terms, by the circumstance that corresponding
regimes are not yet developed elsewhere, including at the IMO. Were this to change, the EU’s
measures, if adopted, are likely to require some adjustments. However, even then, they may

certainly serve as a useful supplement to other measures aimed at decarbonizing shipping.

3.4 Conclusion
The Fit for 55 package represents an ambitious set of proposal for maritime transport, which

will no doubt involve significant challenges to finalize and implement. The package is probably
also a necessary step for the EU to maintain its own credibility in this field, in view of its long-
standing criticism against the lack of progress at IMO, its repeated threats of regional action,
but no specific targets imposed by itself and several postponements of established deadlines.
In light of that history, the existing package provides a set of very detailed proposals that are
ready to be negotiated within the other EU institutions at once and provide a very clear
indication of the priorities of the Commission when seeking to include shipping in the overall

fight against climate change.

It has also been estimated above that the measures proposed will probably be subject to less
legal controversy than, for example, previous proposals to include international aviation in the
ETS, despite their level of ambition and effect on the industry. This estimate is not only due
both to a changed political atmosphere with regard to climate change worldwide, but also due
to a relatively careful selection of tools and principles to secure the accommodation of the
proposals in the (unsatisfactorily open-ended) international law framework.

Yet it must be remembered that the package is only a proposal by the Commission at this stage,
and many things may change during the further negotiations. While the European Parliament
has provided indications that appear to align closely with the Commission’s policy, the position
of the Member States in the Council is still very open.

In view of the stringency and potential effect of all three proposals discussed above, it seems
important to ensure the compatibility of the measures, between themselves, but also with
forthcoming IMO rules in the area. In view of the early stage of negotiations of the proposals,
it is not possible to make a detailed study of compatibility at this stage, but the tables in Annex
1 seeks to summarize some main features of the measures under discussion. Table 1 below

represents World Shipping Council’s summary with respect to the different timings involved.
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4 Finnish perspectives

4.1 Introduction
This chapter studies Finnish perspectives to the decarbonizing of shipping. It discusses how

the work within the IMO and the EU might affect the Finnish policy interests and legislation
and how the Finnish Government and other stakeholders have viewed the developments
concerning, in particular, the Fit for 55-proposals. The chapter also briefly refers to the most
recent developments regarding the maritime sector from the Conference of the Parties meeting
of United Nations Framework Convention on Climate Change held in Glasgow in November
2021 (COP 26).

4.2 Factual background
The CO; emissions from maritime transport of goods between Finland and other countries

amounted to 5.67 Mt in 2017.2> 90% of Finnish exports and 80% of imports of goods are
carried by sea.?%® Finland is thus heavily dependent on foreign trade carried by sea, which has
implications for Finnish industries and consumers not only within the maritime cluster but also

in other sectors.

Every year parts of the Baltic Sea (including all Finnish ports) freeze, and in very severe winters
the whole Baltic Sea can freeze. The severity of a winter is not only measured by the extent of
ice cover, but also by the duration of ice conditions, the ice thickness, and the amount of heavy
pack ice and pressures created.?®’” The Finnish Meteorological Institute has predicted that in the
long haul due to the climate change, winters in the Baltic Sea may become more variable and
difficult to predict, rather than only getting milder.?®® Furthermore, Finland is a boarder state
in the EU, situated in the periphery of the Union, neighbouring non-EU state Russia. Russia is
the only coastal state in the Baltic Sea region that would not be bound by the EU legislation,
which could be a risk factor e.g. in terms of carbon leakage.

The special circumstances of Finland thus include the remote geographical location, as a

270 and the location

boarder state next to Russia,?®’ far away from the main European markets,
by the Northern parts of the Baltic Sea that freezes during the winter season,?’! which causes
special challenges for winter navigation.?’? In the European, and even in the global context,
these circumstances add up to a highly particular situation. Apart from the countries along the
Eastern shores of the Baltic Sea, of which Finland is by far the Northernmost, other countries
do not face a situation where all their ports regularly freeze during wintertime. This, as has
been noted by the country’s Ministry for Transport and Communications, should be added to
being remotely located and being heavily dependent on international seaborne trade that needs
to function all year round:

Due to Finland’s climate and geographical location, icebreaking is an essential service for
maritime transport. All ports on the Finnish coast may freeze in winter. While the assistance
needs of winter navigation vary from year to year, they place Finnish shipping in a different
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position compared to such competitors as other EU countries, even if climate change is factored
11 273

m

Finland is thus dependent on functioning and cost-effective winter navigation. This covers both
ice-classed commercial vessels and icebreaking services, both of which cause additional costs
and emissions. According to the Ministry of Transport and Communications, “annually 70-
80% of visits of ships to Finnish ports from foreign ports are made by vessels in best ice classes.
These vessels are built heavier and equipped with stronger engines than other vessels.” Not
only do ice-classed ships consume more fuel during winter period (20-60 %), but also when
sailing in open-water the rest of the year (2-5% more fuel).?’* Moreover, even within Finland,
there are large regional variations regarding the ice conditions. For example, almost all
merchant ships sailing in the Bothnian Bay, regardless of their ice class or flag state, need the
aid of icebreakers.?”

In Finland, the Finnish-Swedish Ice Class Rules (FSICR) apply to the design of merchant ships
trading in the Northern Baltic in winter. These rules determine Finnish and Swedish ice classes
for the purpose of identifying which ships are eligible for ice-breaker assistance to Finnish and
Swedish ports and to determine the fairway dues for ships calling at Finnish ports.?’® Most of
the members of the International Association of Classification Societies (IACS) have adopted
these rules and included them in their own regulations on the classifications of ships.2”” The
FSICR determine 6 ice classes:

e Ships in ice class IA Super are intended for year round operation in the Baltic Sea area and
the Administrations do not set traffic restrictions for this ice class. Ships in ice class IA are
intended for year-round operation in the Baltic Sea area, and are escorted if necessary.

e Ships in ice class IB or IC may have limited access to Finnish and Swedish ports for part
of the year, depending on the ice conditions.

o Ships belonging to ice classes II and III are not strengthened for navigation in ice. Traffic
restrictions based on ice class, deadweight and possibly power are given according to ice
conditions. In Finland, the fairway dues depend on the ice class of the vessel, for which
reason “ice classes” Il and I1I are used.?”®

According to the statistics from 2018 which are based on a share of gross tonnage of Finland’s
merchant shipping fleet, 56% of ships belong to ice class I A Super, 36 % to I A, 1 % to I B,
0,1 % to I C, 0,9% to II and 7% belonged to III or had no ice-class.?’” The majority of the
vessels belonging to the two best ice classes were dry cargo carriers (27 ships) passenger ships
(11 ships) and tankers (6 ships).?®* Thus it is clear that as far as the Finnish fleet is concerned,
most vessels are intended for year-round operation and are equipped for safe winter navigation
and thus consume more fuel than ships designed to sail open waters. Moreover, these ice-
strengthened ships also have a role in keeping the sea routes open in wintertime for the foreign
vessels that are not ice-strengthened.?!
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4.3 The national and international climate change commitments of Finland
Finland has not set its own national, binding, numeric values for reducing emissions from

shipping.?®? However, Finland is bound by its international and national commitments. Finland
is party to the UNFCCC and the Paris Agreement, the relevant IMO Conventions and the
European Climate Law that includes the target for reducing net emissions by at least 55% by
2030 compared to 1990 and becoming the first climate neutral continent by 2050. Regarding
future developments of maritime transport, the Government is generally supportive of the Fit
for 55 — legislative proposals concerning the maritime transport and of the work of the IMO to
decarbonize shipping.

Most recently, Finland has supported two new declarations regarding reduction of shipping
emissions at COP 26 (of the UNFCCC) in Glasgow, while underlining concurrently and
consistently that the challenges of winter navigation need to be taken into account. Alongside
with Belgium, Denmark, France, Germany, Honduras, Hungary, Iceland, Marshall Islands,
Norway, Panama, Sweden, United Kingdom of Great Britain and Northern Ireland and United
States of America, Finland is a participant State of the Declaration on Zero Emission Shipping
by 2050, that stresses “that in order to keep the Paris Agreement temperature goal within reach,
emissions from international shipping should peak immediately, undergo significant reductions

in the 2020s, and reach zero emissions by 2050.”2%3

Finland also became signatory to the Clydebank Declaration for Green Shipping Corridors
supporting zero-emission maritime routes with Australia, Belgium, Canada, Costa Rica,
Denmark, Fiji, France, Germany, Ireland, Italy, Japan, Marshall Islands, Morocco, the
Netherlands, New Zealand, Norway, Spain, Sweden, The United Kingdom of Great Britain,
and Northern Ireland and the United States of America. In the Declarations mission statement
the signatories pledge that “it is our collective aim to support the establishment of at least 6
green corridors by the middle of this decade, while aiming to scale activity up in the following
years, by inter alia supporting the establishment of more routes, longer routes and/or having
more ships on the same routes. It is our aspiration to see many more corridors in operation by
2030.72%4 The green corridors are a voluntary initiative that entail decarbonising entire maritime
routes, internationally or domestically, by facilitating the establishment of partnerships with
participation of ports, operators and others actor along the value chains.?®’

Finland is also bound by its own Climate Change Act requiring reducing greenhouse gas
emissions at least 80% compared to the 1990 levels (which has been proposed to be amended
to include the goal of carbon neutrality by 2035).28¢ It does not mention shipping particularly
but obligates Finland to take into account its international commitments, as well as EU
legislation. The Maritime Transport Strategy and the Government Resolution on Finland’s
Maritime Policy Guidelines provide some further parameters.
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The Maritime Transport Strategy for Finland 2014-2022, which is currently in the process of
being updated, provides an overall view of the sector and aims at ensuring “that Finland’s
maritime transport and maritime industries can operate effectively and that the competitiveness
of national economy and environmental and safety issues are taken extensively into
account.”?®” The Strategy underlines that regarding reduction of greenhouse gas emissions
from shipping, “Finland needs to focus internationally and within the EU particularly on the
parameters imposed by the country’s geographical location and the additional costs of winter
navigation and on securing sea transport links all year round. Shipping to and from Finland
must not be punished for the higher fuel consumption of ice-strengthened ships required for

year-round traffic.”?%%

The Government Resolution on Finland’s Maritime Policy Guidelines also promotes low-
carbon maritime transport, cutting black carbon emissions, and reducing the carbon footprint
of ports.?® The recent Government Resolution on reducing greenhouse gas emissions from
maritime and inland waterway transport builds on the Maritime Transport Strategy but also
anticipates the inclusion of shipping under EU climate objectives and measures.’”® The
Resolution notes that it would be preferable to have a global emissions trading system for the
international maritime sector instead of having a geographically limited system in the EU.
However, the Resolution notes the difficulty of such an effort: “a prerequisite for global
emissions trading would be consensus between the 170 IMO Member States; reaching this
consensus would take time and require a much more ambitious approach from a number of
states to build systems that would in line with both IMO objectives and the goals of the Paris
Agreement.”?*! It also further stresses that it is important that in relation to including shipping
into the EU ETS, “its fitness for future global application and the possible impact of regional
regulation on the progress of the IMO’s negotiations should be assessed. Attention should be

paid to any negative effects on trade relations.”?

4.4 Stakeholder views
The main dilemma for the Finnish maritime sector is reconciliation between emission reduction

measures and their impacts on the industry and economy.?>* Based on stakeholders views on
the Fit for 55 — proposals, it is clear that the proposals cause significant concerns for
stakeholders, although some also see them as an opportunity.

The marine labour unions (the Finnish Seafarers’ Union, the Finnish Ship’s Officers’ Union
and the Finnish Engineers’ Association) have expressed their concerns regarding the Fit for 55
— proposals and their potential effect on the Finnish maritime transport and industry sectors in
a joint statement. In their view, the worst-case scenario is that the costs could be catastrophic,
Finland could lose new factories in the Bothnian Bay region, and transportations could be
transitioned to Sweden and Norway. The coalition insists that the EU must take into account
the challenges posed by winter navigation.?*
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The Confederation of Finnish Industries supports the ambitious climate policy of the EU and
the premise that shipping needs as ambitious targets as other sectors. However, it also stresses
the importance of ensuring that the Finnish industries’ competitiveness is maintained by taking
into account the winter navigation issues, but offers no concrete suggestions on how this is to
be achieved. The Confederation considers sufficient free allocation of allowances as a measure
that could help avoid carbon leakage from the EU ETS and stresses that all measures at the EU
level need to function together well with IMO measures. It also highlights the relevance of
global reductions and considers that the EU should strengthen its impact in the IMO to achieve
the goals of the Paris Agreement.?*®

The Finnish Shipowner’s Association also regrets that the EU has failed to address winter
navigation in the EU ETS proposal, and also notes that there are many proposals currently
under negotiation and therefore a risk that regulation might overlap and get overly complicated.
The Association emphasizes that impacts must be evaluated as a whole, and that account should
be taken of development at the IMO. >

The Finnish Forest Industries and the Finland Chamber of Commerce similarly note in their
joint assessment of the Fit for 55 — package that winter navigation is not addressed at all and
stress that the messages from Finnish actors need to be coordinated at the negotiations to

achieve streamlined solutions.?"’

However, new low-carbon and zero-carbon solutions signify not only challenges but also
opportunities for the Finnish maritime sector.?”® For example, Meriaura has been developing
its own biofuels, introduced the opportunity for its customers to enter into near-carbon-neutral
transportation contracts, and is working towards a 100% carbon neutral transportation concept
based on renewable energy solutions.?’” The Confederation of Finnish Industries, too, notes
that the new emission reduction obligations provide new business and growth opportunities for

the maritime sector.>*

4.5 Assessment of Finland’s position on and opportunities to affect the future
developments

4.5.1 Finland and the IMO
Finland has repeatedly confirmed its support for both the international climate change law

framework within the UNFCCC as well as addressing the matter through the IMO. It has been
actively involved in developing such measures at IMO, emphasizing that “maintaining a level
playing field among different ships within a ship type, and among different ship types, is a
common principle when developing regulations at the IMO.”*°! In particular, Finland has
actively sought solutions to the winter navigation issue, with considerable progress. Currently,
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both EEDI and EEXI rules allow for ice class correction factors, and discussions on how to
take consider the matter in the context of the CII are ongoing.

The possibility for a correction factor based on ice performance was introduced at the first
EEDI version in 2011. Regulations that take into account the special design features of ships
having an ice class and ice class correction factors for capacity and power have since been
adopted in the 2014 Guidelines on the method of calculation of the attained EEDI for new
ships.??? The general argument for using ice class correction factors is to level the playing field
by making ice class tonnage comparable to open water tonnage in view of the attained EEDI.*?
The EEXI Regulations, too, accordingly incorporate ice class correction factors correct the
installed power, e.g. for Ice-class ships, as well as to correct the capacity, e.g. to consider
structural enhancement. Further correction factors are applicable for cranes on board and for
Ice-classed ships having IA Super and IA .3

However, the relationship of CII and CII ratings to ice class correction factors remains open
and it is unclear as of now whether such corrections will materialize within the operational
measures. Currently the guidelines only provide that the MEPC “agrees to consider
substantiated proposals for CII correction factors for certain ship types, operational profiles
and/or voyages with a view to enhance the annexed Guidelines before entry into force of the
aforementioned amendments to MARPOL Annex VI1.73%

Finland was involved in a submission which proposed “an addition to the text of Regulation
28.1 to permit exclusions for ice-classed ships when sailing in ice conditions.”**® Finland has
also noted that

ice class correction factors alone would not compensate the effect of sailing in ice conditions
for the attained CII of an ice-classed ship. Also voyage exclusions, when sailing in ice
conditions, are required. The longer the distance the ship sails in ice conditions, the more
challenging it is for the ship to comply with the CII regulations without applying voyage
exclusions when sailing in ice conditions.>"’

However, the MEPC 76 did not agree to the proposal for an exclusion for ice-classed ships in
the MARPOL and decided that the matter should be considered as part of the ongoing
discussion with regard to correction factors/voyage exclusions taking place in the Intersessional
Working Group, through the guidelines on the application of the CII under development.®%

4.5.2 Finland and the Fit for 55 — proposals

On the arguments used by Finland and their reception
The Finnish views regarding the EU legislative proposals under the Fit for 55 -package

generally echo those expressed at the IMO. The Government is committed to a high level of
ambition to reduce GHG emissions from shipping while at the same time underlining that the
measures should respect the special circumstances of Finland stemming from the need to ensure

safe winter navigation and maintain the competitiveness of Finnish industries. However, the
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Finnish Government has not put forward concrete propositions regarding how winter
navigation should be taken into account in the Fit for 55 — package, which leaves many
questions open regarding the options in terms of legal design and potential issues.

For the Finnish Government, the issue of winter navigation has been a particularly important
question and it is actively pushing for “fair treatment of ice-strengthened vessels” as “an urgent
matter of maritime safety and logistical efficiency in the northernmost parts of the Baltic
Sea”.*" As a basis for this argument, the Minister of Transport and Communication, Timo
Harakka, in a letter the Commission’s Executive Vice-President Frans Timmermans, has
referred to the 1995 Treaty on the Accession of Finland to the EU that was accompanied by a
Joint Declaration stating that the challenges caused by physical conditions to Finland’s vital

transport connections need to be taken into account in all relevant EU initiatives.?!°

The remote geographical location and the importance of maritime transport were accordingly
items of concern already when Finland joined the EU in 1995. The Treaty on the Accession of
Finland to the EU was accompanied by a Joint Declaration on Safeguarding Finland’s
Transportation Links, stating the following:3!!

The Contracting Parties, recognising that for Finland sea routes are especially important, due
to geographical location, and particularly difficult to secure, due to climatic conditions, agree
that due attention will be given to the maintenance and development of the Finnish maritime
links with the rest of the Union in relevant Union initiatives, inter alia in connection with the
development of the trans-European networks in Northern Europe.’'?

A Joint Declaration is part of the Accession Treaty — package. It is annexed to the Final Act,
which is not a legally binding part of a Treaty on Accession, but rather a political instrument.
When a Treaty on the Accession of a new Member State enters into force, the Treaty and its
Protocol, along with the annexes, become part of the primary law of the EU. However,
unilateral and Joint Declarations are not legally binding.*'* Therefore, using the Joint
Declaration on Safeguarding Finland’s Transportation Links emphasizes the policy aspects
surrounding the issue, but does not serve as a legal argument to secure special rules regarding

winter navigation.

ETS discussions
Much of the discussions on applying the Finnish concerns to the three proposals in the Fit for

55-package, has centered on the EU ETS proposal. It is the main EU response for regulating
shipping that has been discussed from the outset, and it is based on an existing system that
already operates. The Finnish concerns related to this proposal are likely become more serious
over time, as the price of carbon in the EU ETS has been rising, and, if the ETS functions as is
intended, should continue to do so, further emphasizing the financial consequences for
disadvantaged states and regions.
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The Commission’s understanding for the Finnish concerns particular proposal was the subject

of a question by Finnish Member of the European Parliament, Elsi Katainen, to the

Commission in April 2021:

In June 2021, the Commission intends to propose adding shipping to the EU emissions trading
system as part of the European Green Deal. Many remote EU countries, such as Finland, are
totally dependent on its maritime connections. In all, 90% of Finnish exports and 80% of
imports are transported by sea. In addition to its remote location, Finland faces the challenge of
wintry conditions, with the sea and harbours frozen for a third of the year. For a vessel to pass
through a layer of thick ice, there is a need not just for special structures and massive engine
power but also more fuel, which means significant additional costs. If the special features of
winter navigation are not considered when the proposal is being drafted, extending emissions
trading to shipping could place Member States at a disadvantage.

How does the Commission intend to take account of the requirements of navigation in ice
conditions when expanding the scope of EU emissions trading to ensure a level playing field in
Europe?*!*

Executive Vice-President Timmermans replied on behalf of the Commission in June, i.e. before

the Fit for 55-package was published:

In line with the European Green Deal and the Climate Target Plan Communication, the
Commission is committed to extend European emissions trading to the maritime transport
sector and will present its proposals mid-July 2021. In this context, the Commission is preparing
an impact assessment for the amendment of the EU Emissions Trading System to assess how
to strengthen and expand the current legislation in light of the increased climate ambition for
2030.

As part of this impact assessment, the objective is to consider different policy options to ensure
that EU policies are designed in the most efficient and effective way possible. In particular, the
Commission strives to develop a system that ensures a level-playing field for all actors, limits
administrative burden and maintains the competitiveness of the EU industry. At the same time,
equal treatment is another key guiding principle, meaning that exemptions or special treatment
would need to be motivated by e.g. clear underlying competitive distortion. The impact
assessment will therefore analyse the possible effects of emissions trading in the maritime
transport sector on the European internal market and trade, also taking into account the EU
countries and regions heavily dependent on shipping.

In addition, the intention of the Commission is for emissions trading in the maritime sector to
rely on the amount of emissions reported under Regulation (EU) 2015/757 on the monitoring,
reporting and verification of CO; emissions from maritime transport, which includes the
possibility for companies to monitor and report information relating to the ship's ice class and
to navigation through ice.*'* (Footnotes omitted)

Vice-President Timmermans refers to the impact assessment and that it will take into account

the EU countries and regions heavily dependent on shipping. Indeed, the inception impact

assessment from 2020 (i.e. before the EU ETS proposal was published), similarly provided

that:

As regards the extension of the EU ETS to maritime emissions, previous analysis showed the
limited impacts of carbon pricing applied to maritime emissions on commodity prices compared
to normal price fluctuations, but an updated analysis will be carried out, taking also into account
the situation of remote islands and peripheral regions.?!¢
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Yet, the Impact Assessment Report that accompanies the ETS Proposal a year later makes no
reference to either EU countries heavily dependent on shipping or further analysis on how the
ETS revision would affect remote islands and peripheral regions. Nor does the proposal for an
EU ETS Directive, as noted, include any exemptions for states or activities that are particularly
hard hit by the extension of the ETS to shipping. It must be concluded that the Commission, at
this stage at least, considers that this type of special arrangements are not justified in view of
the overall impact and effectiveness of the proposal (including administrative burden) and of

the principle of equal treatment.

If Finland intends to prepare concrete proposals to this effect, reliance should ideally be made,
as was also indicated by Vice-President Timmermans, on accurate data gathered through the
MRYV regulation on fuel consumption and its actual relationship to ships’ ice classes and winter
navigation in the Baltic Sea. It would probably be beneficial for the negotiation process to
demonstrate to other Member States and the EU institutions how the proposed reductions could
fit into the overall scheme of the Fit for 55 — package.

4.5.3 Concluding assessment
The Finnish position on the reduction of greenhouse gas emissions from shipping is somewhat

ambivalent. The Finnish generally ambitious (and binding) climate goals appear to be
contradictory with its special interests and goals as far as shipping is concerned, which obscures
the country’s general policy position on the matter. Finland attempts to be at the same time an
ambitious actor in tackling climate change, also in shipping, while concurrently seeking special
treatment and exceptions, due to the special challenges and costs that follow from its
geographical conditions. It is difficult to do both simultaneously in a credible way. In addition,
the successful argument for Finnish derogations varies with respect to both the Finnish concern
at issue and what measure is being targeted.

There appears to be two main concerns underlying the Finnish position with respect to the Fit
for 55-proposals, both of which consist of two sub-elements. The first concern has to do with
winter navigation, which is divided into the (design) concern of ice-strengthened ships and the
(operational) concern relating to the higher engine power and extra fuel and energy used while
actually operating in icy conditions. The second concern relates to the peripheral geographical
position of Finland in the EU which, on the one hand, raises concerns about the general
dependency of maritime transport and the expenses that follow from long and vital marine
transports. On the other hand, the peripheral position raises risks linked to carbon leakage and
other rule evasion, in view of Finland’s proximity to areas where the EU rules do not apply
(Russia).

The risk related to ice-strengthened ships has to do with ship design. Ships are built in many
places around the world and the decision on a ship’s structural strength and engine power is
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based on a number of factors, often without a complete overview of the ship’s future operating
areas. The risk that EU rules in the future might lead to less ships being adequately built for
navigation in icy conditions is therefore a general concern (including maritime safety, pollution
prevention etc. concerns) that goes well beyond the particular Finnish situation. It may also be
noted that the additional fuel consumption (and costs) of ice-strengthened ships has not
prevented such ships from being built — or operated in Finland — to date, even if the additional
costs have always been there. It is also a matter that cannot be effectively regulated by means
of EU rules, both because EU rules do not cover all places where ships are built and because
EU rules do not cover ship design. This is accordingly a concern that should be addressed at
global level, at IMO. As has been shown in chapter 2 above, ice correction factors have been
included in the EEDI and EEXI rules, which should alleviate concerns related to ship design,
or at least provide a venue for strengthening those rules.

Another question is whether the actual operation of ships in icy conditions should somehow be
compensated by the EU rules in the field. This points towards the ETS proposal, which is the
one of the three proposals that most clearly targets the quantity of fuel used on board.?!” There
may be some scope for exempting certain ship types from the scope of the ETS obligations. As
a minimum, it seems justified to exempt icebreakers in service from the obligations, as part of
the “government vessels used for non-commercial purposes”. As to commercial ships, the
matter is more complex. Exempting ice-classed ships completely would significantly limit the
effectiveness of the Directive, and could even be counterproductive as it would encourage fuel
inefficiency. A less radical option would be to offer general reductions (or ‘corrections’) for
ice-classed vessels (of a certain ice-class) linked to the increased costs, e.g. by including such
vessels (in part) within the scope of Article 10a regarding ‘Transitional Union-wide rules for
harmonized free allocation of allowances’. However, the same objections would apply in
principle. Any exemption, partial or not, will work against the purpose of the instrument.

While it is possible to exempt certain classes of ships from the duties to surrender part of the
allowances, the proposal is coupled with potential policy concerns. As the EU ETS covers
multiple sectors, generic exemptions for a particular sector will probably be considered very
restrictively, however narrow they may be, to avoid similar exemptions in other sectors and
additional administrative complexities. The economic justification of such a reduction for
certain ships is not altogether straightforward either. On the one hand, the added cost of winter
navigation may not be more than an additional 3-6% to the general costs that all three EU
measures give rise to.>'® On the other hand, that cost is further diluted if it is presented in the
form of the cost for the end consumer of the transported goods.?!” In the end, it seems that if a
compensating factor for the additional fuel consumption of (certain) ice-classed ships is to be
successfully introduced, it should be founded in some larger context than the economic interest
of a few Northern Member States alone. One of the few possibilities in this regard would be to
link the reductions for ice-going ships to the technical allowances already accepted at IMO and
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have the global corrections transferred to the EU context as part of the implementation of a
larger global agreement. It is not clear, though, if or how this linkage could be achieved in
regulatory terms without unduly complicating the EU emission reduction measures, but it will
be for the requesting states to formulate such proposals.

Another (alternative or additional) option is to make the derogation purely ‘operational’ by
permitting derogations or carbon ‘discounts’ for the periods that a particular ship actually
operates in icy conditions. This is where the main economic impact of winter navigation lies,
and it would also offer a flexible solution that could be implemented by any EU Member State
for the ice-covered period and/or ports and would more fairly reflect on the real additional costs
of winter navigation. However, this option would also reduce the economic benefit of the
exemption for the shipowners. The gains might not be proportionate to the added administrative
burden such an exemption regime would entail. (Given, that an operational exemption of that
nature, to be fair, would need to take into account the climate conditions, including thickness
of the ice in the location for which the exemption is sought etc.). However, if operational
exceptions for operation in icy conditions are accepted within the IMO (CII) system,**° will
have a stronger regulatory foundation, which may make such complications easier to accept
from an EU point of view. Another possibility for the EU could be to make such an arrangement
optional for the Member States (administering authorities) who are prepared to invest in the
additional administrative burden to operate such operational reductions, without offering an

explicit right for ships to expect them.

The second Finnish main concern has to do with its geographical location in the periphery of
the EU. The first part of this concern is that Finland is remotely located far from Central Europe
and its main trading partners, making it heavily dependent on shipping for its international
trade and, through that, particularly vulnerable to increased maritime transportation costs. This,
of course, is a disadvantage (if it is one) that has existed from the outset and applies to any
shipping regulation involving operational costs. However, it has not been given special
consideration in EU maritime regulation to date. Indeed, one the few EU shipping rules adopted
to date that has (exceptionally) accepted unequal treatment between Member States, places
Finland among the states accepting (significantly) higher operational costs for ship operators
in the interest of environmental protection.*?! As was indicated in the reply by Vice-President
Timmermans quoted above, exceptions to the general starting point of equal treatment between
Member States require a “clear underlying competitive distortion”. Moreover, since shipping
is by no means the only activity or transport mode that is subject to tighter standards for GHG
emissions, corresponding arguments could be advanced by any other peripheric region as well
as by Member States that have particular transportation challenges, such as large coverage of

mountains etc.
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The second part of the geographic concern, relating to the proximity to a non-EU state,
constitutes a more interesting argument, and is probably more promising as a foundation for
potential exceptions. All three EU acts discussed above entail the risk that shipping averts ports
of peripheral states by opting to trade through ports in a neighbouring non-EU state and thereby
avoids the EU requirements altogether. Ship operators may choose to bunker their ships in
Russian ports to avoid EU fuel taxes, or to choose a Russian port following a long sea leg to
avoid that the long journey forms part of the emissions or energy calculations for contribution
to the EU ETS. The same applies to the FuelEU regime, albeit in a weakened form, given that
the energy intensity limit of the energy used onboard focuses on the quality of fuel used as

much as actual usage.

This type of risks is inherent in any non-global regulatory scheme and therefore difficult to
avoid in a regional measure. To some extent, the EU has sought to mitigate such risks by
reducing the effectiveness of the proposals (by only covering 50% of the non-EU voyages) as
far as voyages from third states are concerned. The extent of this risk is further moderated for
Finland by the fact that the overwhelming majority of Finnish sea transports are to or from
another EU Member State, and would thus be covered, in half, even if one end of the transport

would move outside the EU.

Further mechanisms could be thinkable to reduce the risk without compromising the
effectiveness of the measure. As far as the FuelEU Maritime proposal is concerned, it was
noted that there are unclear justifications of the 50% coverage of non-EU voyages in the first
place. Its removal could be considered, by extending its coverage to the entire voyages of ships
(somewhat regularly) visiting EU ports. As far as the ETS is concerned, the risk of ‘tactical’
voyage planning could, for example, be reduced by introducing specific rules for ports that are
susceptible to such risks.*?? The legality of such measures would have to be subject to separate

assessments of reasonableness in view of their effect and consequences.

By shifting its policy concern from winter conditions to the peripheral location, Finland may
also find broader support among other peripheral EU Member States, which could help to
secure results. In addition, the proposals outlined above do not have detrimental effects to the
effectiveness of the rules but would in effect serve to increase their impact in reducing GHG

emissions and would hence fit more easily in Finland’s generally climate-conscious policy.

In the bigger scheme, it seems clear, however, that global rules will always be more effective
than regional ones, in particular when it comes to leakage issues. A main ambition of Finland,
also in an EU context, should therefore be to ensure continued progress of the file in parallel at
IMO and to include mechanisms in the EU proposals to ensure their compatibility with future
IMO measures. As was noted above, this may also be the most realistic way to have special
rules for winter navigation approved at EU-level.
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In an even larger context, it may be worth recalling the difference in temporal scope of the
GHG measures. While the EU ETS (and any global MBMs being considered by the IMO) are
designed as temporary measures to facilitate and accelerate the shift towards fuel efficiency
and low carbon fuels, they do not as such facilitate a shift towards low and zero carbon
sustainable fuels. The sooner that shift (which is specifically targeted by the FuelEU Maritime
proposal, and more cautiously by IMO’s plans to identify sustainability criteria and lifecycle
assessment calculations) takes place, the smaller the problems linked to ETS will be. It would
therefore seem consistent with the overall ambition of Finland to work in favour of an early
shift to sustainable fuels, and thereby to minimize the potential drawbacks of the ETS proposal,
and maximise the availability of EU funding aimed at supporting a fuel switch. That strategy
would also fully permit capitalizing on Finland’s ambition to “make full use of new

technologies and data to improve ... energy efficiency as well as to reduce GHG emissions”.*
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5 Conclusions
General

This study has reviewed the current regulatory situation when it comes to the reduction of
greenhouse gases from ships and the shift to low or zero-carbon fuels in the future. It has also
assessed Finland’s position in this context and considered available options to secure its
interests in the field.

The topic is very unsettled in legal terms, as a number of initiatives have recently been launched
at global level and within the EU, but only very few rules are adopted and in force. It is therefore
difficult to make a traditional legal study of the relationship between the rules, internally, or
between the global and regional regulatory levels. Instead, the focus of the study has been to
assess the regulatory options, for both the EU and Finland, to pursue their own policies in this

field in terms of identifying legal opportunities and limitations.

Global rules
The first main chapter (Chapter 2) covers the developments at global level, notably at the IMO.
IMO has taken the lead in regulating greenhouse gas emissions from ships and in the past few

years, the work has intensified considerably, not least thanks to the Initial Strategy adopted in
2018, which is now specifically referred to in MARPOL Annex VI.

However, IMO does not have exclusive authority over the subject matter, and its efforts could
be supplemented by other global regulatory activities in the future, e.g. within UNFCCC
framework, if IMO progress was deemed to be unsatisfactory.

At present, however, global regulatory action is firmly within the IMO, and is set to be so for
the foreseeable future, in view of the many on-going legal initiatives to decarbonize shipping.
There are few legal limitations on the actions that IMO can take in this field and the

organization has a broad discretion in choosing its policies and measures.

In the past few years, some basic (gradually strengthening) ship construction standards on
energy efficiency have been extended from newbuildings to existing ships, and the first steps
towards setting mandatory targets for ship operations have been taken through the CII. Most
recently, the discussions on MBMs have restarted following a ten year’s break. It is too early
to assess the direction of these discussions, but currently the most likely scenario seems to be
a levy to the fuel which is collected to a fund aimed at supporting climate mitigation measures
within the industry, with a particular emphasis on the needs of developing countries and
particularly vulnerable states.
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EU rules
Chapter 3 covers the EU activities in this field, with a particular emphasis on three recent
proposals with effects for shipping made under the Fit for 55 package in July 2021.

The main elements of the proposals are explained, bearing in mind that the proposals may still
undergo significant alterations in the other EU institutions before they are adopted. The energy

taxation directive proposes to reduce the tax exemptions that fossil fuels currently enjoy.

The EU ETS proposal seeks to include shipping. This has been a policy option for the
Commission for decades, but it is the first time a concrete proposal is presented, which allows
for EU negotiations to be undertaken in parallel to the discussions at IMO

The proposal includes few special rules for shipping, apart from the data collection and
allocation of responsibilities between public and public actors. As far as the operation of the
ETS is concerned, shipping is treated like any other industry sector covered by the existing
ETS.

The FuelEU Maritime is an entirely new instrument aimed at reducing the combined energy
intensity of ships, i.e. including the (well to wake) calculations of type of fuel a ship uses and
therefore provides a more direct incentive for switching to low-carbon fuels. Like the ETS
proposal, the FuelEU Maritime operates on the basis of aggregated annual data (some more
flexibility), but includes somewhat more flexible rules on implementation, e.g. as regards

allowing the company to calculate averages for its entire fleet.

None of the measure include obligations for other entities than the shipowning company (such
as e.g. charterers), but both the ETS and the FuelEU Maritime proposals acknowledge the
possibility that the duties may be delegated through contractual arrangements.

All three measures target ships of any nationality insofar as they enter EU ports and hence use
the temporary territorial presence of the ship as their jurisdictional basis. In view of their
regional scope, all measures involve risks of leakage; and these risks are emphasized in the

peripheral regions of the EU, where competition with non-EU states is most tangible and direct.

The chapter also includes an international law analysis of the limitations imposed by
international law on regional (or national) measures in the field. It concludes that international
law includes different types of restraints on how far unilateral regulation in this field may
extend, both under the law of the sea and under general international law. The restraints are not
particularly specific, however, and the situation is further obscured by the fact that the EU rules
in question often target financial obligations of shipowners, base themselves on annual
performance data rather than individual voyages, and have only remote links (through
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secondary enforcement measures) to the operation of the ship as such. Overall, it is concluded
that the EU proposals appear to handle the international law restraints carefully and do not raise
immediate concerns of legality from this perspective. Since enforcement measures limiting port
access are easier to justify in jurisdictional terms than penalties, there may even be scope for
strengthening the material obligations of foreign ships by limiting enforcement to access
criteria, for example to apply the FuelEU Maritime obligation to the full extent (instead of
50%) for voyages to and from non-EU ports.

Finland

The last chapter covers the Finnish position in view of the regulatory developments at IMO
and in the EU. Finland has been fairly successful in obtaining understanding for its concerns at
IMO so far, notably regarding the design of ships and the availability of a correction factor for
calculating the energy efficiency for ice-strengthened ships with higher engine power and fuel
consumption. Whether a similar understanding will be met for the operational requirements in
the making at IMO for the moment is still open.

At EU level, there has been no accommodation of the Finnish concerns in the proposals
presented by the Commission. This is natural, given that national exemptions are typically
introduced during negotiations within the Council, and since Finland did not put forward
concrete proposals for the Commission as to how its concerns should or could be taken into
account.

The three EU measures offer different opportunities for accommodating the Finnish concerns.
None of the measures deal with ship construction and that matter is anyway better regulated at
global level. The energy taxation directive includes a certain discretion for Member States to
identify the right level of fuel taxes, even if does away with the overall exclusion.

Making specific exemptions for (certain) ice-classed ships in the ETS systems would require
strong technical justification as it will to some extent encourage fuel inefficiency and thereby
counteract the objective of the proposal. It may also be difficult to find support for that
proposal, not least in view of the multi-sector scope of the ETS. An option to alleviate such
concerns could be to implement the correction factors and other allowances for ice-
strengthened ships that have been accepted by the IMO in the EU system. This is likely to be
a regulatory challenge, though, as it may add significant complexity to the EU-system.
Providing operational derogations or discounts for periods when ships have actually been
operating in ice conditions is an alternative approach to compensate for the additional fuel
consumption and would thus be easier to justify. Yet, an operational system of that kind would
require a significant administrative support system by the state authorities and others involved
in verifying and implementing it.
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Accepting the Finnish concerns do not necessarily have to be against the goals of the system.
Certain ways to address the concerns by strengthening the effect of the measures were
highlighted, in particular by addressing some of the risks that follow from Finland’s proximity
to the EU’s outer border. For example, raising the 50% threshold for covering non-EU voyages
in the FuelEU Maritime regulation to 100% would reduce the risk of rule evasion through
choosing non-EU ports, and hence also the losses of ‘transit traffic’ on wheels to Russia that
Finland currently benefits from. The ETS system may offer other opportunities to ensure that

vessels do not tactically choose non-EU ports as their destination.

By shifting its policy concern from winter conditions to the peripheral location, Finland could
shift its efforts to strengthening the regime, rather than finding exemptions from it. This would
both me more consistent with the country’s general climate policy and probably also find
broader support among other EU Member States. Promoting a swift and smooth transition to
zero or low-carbon fuels and technologies will also shorten the period of challenges linked to
the ever-more expensive ETS and will be consistent by Finland’s ambition to be at the forefront

of the technological development in this field.

Apart from these regulatory options, it is clear, finally, that Finland should promote other
mechanisms to foster a change to low-carbon fuels in shipping, e.g. by promoting ‘bottom-up’
solutions by the industry to promote low carbon practices. The ‘Green Corridors’ represent
another mechanism whereby Finland, together with other states, could gain experience from
zero-carbon fuels the related infrastructure, at sea and on land.
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Annex: Summary table of IMO and EU measures

Scope Targeted Source of Accredited State in control Generates Leakage risks | Consequence of Comments
subject first data Verifier funds for non-compliance
input
IMO
Measures
DCS Data system (global) | Ship operator | Ship operator | Yes (class) Flag state - - Non-issue of Does not reduce
5000gt certificate by Flag | emissions: data tool
state
EEDI Design of new ships | Shipdesigner/ Flag state - - Non-issue of
(400gt) builder (certificate) (non-party certificate by Flag
ships state
governed by
NMEFT clause)
EEXI Design of existing Ship operator Flag state - - Non-issue of
ships (certificate) NMEFT clause | certificate by Flag
(400gt) state
SEEMP Operational Ship operator | Ship operator | - - - -
Management plan NMET clause
(400/5000gt)
CII Carbon intensity Ship operator | Ship operator | - Flag state? - ?
indicator + rating NMET clause
(5000gt) (annual)
MBM Price addition to fuel | Fuel provider Port state (fuel Shipping Yes, non-party | ? Drawback: no
(levy) provider) fuel guarantee for

providers?

reduction
+ charterer pays levy
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Scope Targeted Source of Accredited State in control Generates Leakage risks | Consequence of Comments
subject first data Verifier funds for non-compliance
input
EU
measures
MRV Data system Shipping Shipping Yes Port state - - Denied entry to Does not reduce
(regional) 5000gt company company port emissions: data tool
carbon dioxide
ETS Cap and trade Shipping Shipping Yes Port state Union Trans- Penalties Auctioning of
emissions trading company or company or -monitoring budget shipment 100€/CO2 tonne allowances, gradual
(5000gt) carbon commercial commercial plans, (Innovation | hubs, other + expulsion order | reduction of cap
dioxide operator operator emissions and evasive port issued by MS
through a through a report of Modernisati | calls, using authority, MS
contractual contractual aggregated on funds), smaller authorities to
agreement agreement emissions Member vessels, fleet detain ships or
States (to optimization deny entry
tackle
climate
change
FuelEU M | Requirements of Shipping Shipping Yes Port state Fines Yes in remote | Penalties + denied | Also in-port
share of renewable company company (shipping) EU areas, non- | entry electricity use
and low-carbon fuel EU operators requirements
Taxation Taxation of HFO, Fuel provider Port state Member Yes in remote
less tax on RLCF state areas
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