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Introduction
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One or two degrees wouldn’t be so bad for a northern country like Russia.
We could spend less on fur coats, and the grain harvest would go up – Vladimir Putin1

Anything above 1.5 degrees, the Maldives […] would vanish – Mohamed Nasheed2

We’re in a giant car heading toward a brick wall,
and everyone’s arguing over where they’re going to sit – David Suzuki3

1. Russian president, World Climate Change Conference, Moscow, 29 September – 3 October 2003.

2. Maldives’ president, reaction to the Copenhagen Accord, December 2009.

3. Canadian environmentalist, scientist and broadcaster.
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i. MoTivaTion

Climate change has become known as the greatest (regulatory) challenge of our time.4 
For some, climate change may result in a smaller electricity bill due to slight tempera-
ture rises, more arable land, or profitable new trade routes due to the opening of, e.g. 
the Northwest Passage over the Arctic.5 For many others, climate change will mean an 
increasing scarcity of food, water and clean air, or even the complete disappearance 
of their living area due to rising sea water levels.6 In order to cope with the causes and 
consequences of climate change, significant investments are being made in scientific 
innovation and the development of technology.7 Since it seems increasingly unlikely 
that our energy consumption patterns will change in such a way that the effects of cli-
mate change can be mitigated, let alone prevented, the importance of these scientific 
developments for our adaption to a changing climate cannot be overstated.8

Within the social sciences, the contributions to the mitigation of, and adaptation to, 
climate change may appear rather academic and abstract. However, the vast increase 
of law, economics, political science and scientific scholarship focuses on an equally 
important tool to cope with climate change: regulation. The scientific complexity of 
climate change is mirrored by its regulatory complexity,9 which involves numerous 

4. See e.g. Major Economies Forum on Energy and Climate in L’Aquila, Italy, 9 July, 2009: ‘We, the leaders of 
Australia, Brazil, Canada, China, the European Union, France, Germany, India, Indonesia, Italy, Japan, the 
Republic of Korea, Mexico, Russia, South Africa, the United Kingdom, and the United States declare as fol-
lows: Climate change is one of the greatest challenges of our time’; Dr. Margaret Chan, Director-General, 
World Health Organization: ‘Climate change is one of the greatest challenges of our time. Climate change 
will affect, in profoundly adverse ways, some of the most fundamental determinants of health: food, air, 
water’, available at http://www.who.int/world-health-day/dg_message/en/index.html; Gordon Brown, 
Prime Minister United Kingdom, 4 December 2009 ‘This is perhaps the greatest challenge that we face as 
a world’.

5. The Northwest Passage is sea route through the Arctic Ocean, connecting the Atlantic and Pacific Oceans. 
Until 2009, the Arctic pack ice prevented regular marine shipping throughout most of the year, but cli-
mate change has reduced the pack ice, and this Arctic shrinkage made the waterways more navigable. See 
generally Borgerson (2008).

6. The South Pacific nation of Tuvalu is expected to disappear due to rising sea water within the next century, 
see http://media.adelaidenow.com.au/multimedia/2008/10/tuvalu/tuvalu-perthnow.html

7. See e.g. Seventh African Development Forum (2010), Science, Technology, Innovation and Capacity 
Building for Addressing Climate Change, Issue paper 10, retrieved January 23, 2012, from http://www.
uneca.org/adfvii/documents/IssuePaper10Science-technology-innovation-and-capacity-building.pdf; 
Jennifer Chu, Science and policy can catalyze each other, EPA head says in MIT visit, Lisa Jackson discusses 
how technology can affect government regulations, MIT News Office (April 22, 2011) retrieved January 23, 
2012, from http://web.mit.edu/newsoffice/2011/epa-jackson-event-0422.html.

8. Pachauri and Reisinger (2008) find that global atmospheric GHG concentrations (in CO2-equivalent 
terms) are likely to double well before the end of the century, leading to an average global temperature 
increase of 1.8 to 4.0°C (3.2 to 7.2° F), relative to 1980–1990 levels, depending upon the quantity of future 
emissions and the relationship between GHG concentrations and warming.

9. On the increasing complexity of regulation generally see e.g. European Commission (2001) (start of the 
‘Better Regulation’ and eventually also ‘Smart Regulation’ movement within the European Union which 
aims to minimize the administrative burden of regulation, e.g. through impact assessments); see generally 
Wiener (2006).
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institutions, at different levels of governance.10 The aim of social scientists is to provide 
incentives to parties, private and public, to change their behavior in important ways. 
Regulation can contribute to the adaptation to the effects of climate change through 
the investment of innovation,11 or clarifying the legal status of people who have become 
displaced due to the effects of climate change (so-called climate refugees).12 Regula-
tion can also incentivize people to mitigate the causes of climate change through the 
creation of legal institutions for the liability for climate change,13 or incentivizing the 
reduction of greenhouse gas emissions. Moreover, the unprecedented scale of the 
regulatory problem of climate change challenges the existing regulatory methods 
and provides opportunities for the experimentation with less common regulatory 
tools such as market-based instruments, e.g. tradable permits. These regulatory tools 
have been considered very promising at the theoretical level but the limited practical 
experience has rendered mixed results, which means that important lessons may be 
learned from their application in the climate change context.14

Apart from challenging regulators to think outside their instrumental toolbox, the 
global nature climate change also requires a re-assessment of the roles of different 
levels of governances in the regulatory process. The costs and benefits of climate 
change are distributed unequally between different regions, and those who cause 
climate change through greenhouse gas emitting activities are not necessarily the ones 
who are faced with the most extreme consequences. This ability to ‘externalize’ the 
costs of activities makes it difficult to regulate climate change in any meaningful way. 
In order to overcome this collective action problem — where no single country is able 
or willing to address climate change by itself, but where global coordinated action is 
likely to result in free riding — the global regulation of climate change appears neces-
sary. However, the heterogeneity of conditions and preferences of different regions 
and countries reduces the appeal of this global solution.

This dissertation aims to enrich the regulatory debate on climate change by consid-
ering how we may best make use of the different levels of governance. By emphasizing 
the distinct roles of individual regulatory competences — particularly norm setting, 
implementation and enforcement — within the regulatory process, we develop a 
theoretical framework that shows that competence allocation across different levels 

10. These developments run parallel to the more general trend of the emergence of so-called ‘post-national’ 
rulemaking, which questions the traditionally central role of the state in regulation. See e.g Kingsbury 
(2005); Krisch (2006); Slaughter (2004); Scott (2011).

11. See e.g. Grubb (2004).

12. See Biermann and Boas (2010).

13. See Lefeber (2009); Faure and Nollkaemper (2007); Kosolapova (2011); Massachusetts v. Environmental 
Protection Agency (2007).

14. The U.S. Acid Rain Program is considered particularly successful, see Ellerman (2000).
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of governance may accommodate the diverging needs of the regulatory system at 
specific stages in the process. This theoretical framework is developed in order to 
ascertain the optimal allocation of competences across the international, regional 
and national levels in the particular regulatory context of the mitigation of climate 
change through emissions trading, specifically the European Unions Emissions Trading 
Scheme (EU ETS). Emission trading schemes are a type of market-based instrument 
(also known as a tradable permit scheme), which has been considered particularly 
promising in the cost-effective mitigation of greenhouse gas emissions. The EU ETS is 
the largest application of market-based regulation currently in force, and its regulatory 
setting includes national, European and global institutions. Other emissions trading 
schemes are increasingly modeled after the EU ETS, which means that the explanatory 
power of our theoretical framework for the EU ETS may also have important implica-
tions for the development of other comparable instruments.

ii. researCh QuesTions

The theoretical framework for competence allocation presented in this dissertation is 
based on the assumption that the institutional setting of regulation affects its effective-
ness. More specifically, we assume that competences should be allocated to different 
regulatory levels depending on the effect that this allocation has on the ability of the 
regulatory system to cope with certain regulatory challenges. The first question that 
this framework aims to answer specifies these challenges as follows:

1. What is the ‘optimal’ allocation of competences across different levels of gover-
nance, considering the need to:

 (i) Capture externalities caused by the regulated activity;
 (ii) Accommodate heterogeneity of conditions and preferences within the system;
 (iii) Maximize potential economies of scale and/or scope?

The answer to this question provides us with a theoretically optimal division of compe-
tences between certain levels of governance, based on the characteristics of individual 
competences. The application of this framework to the respective competences may 
result in each competence being allocated to a different level of governance, e.g. 
international, regional or national, since each competence has its own characteristics 
that call for a unique trade-off between these three considerations.

Our first question considers competence allocation independently for each 
competence. However, if these independent considerations result in a fragmented 
system of allocation, the consequent interactions between the competences may be 
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welfare decreasing as compared with a unified system of allocation. Depending on 
the specifics of the regulatory situation, this may mean that a fragmented allocation 
that is optimal with respect to the considerations listed above should nevertheless be 
altered due to the welfare implications of the interactions between the competences. 
This leads us to our second question:

2. What are the welfare implications of certain fragmented competence allocations?

Once we have answered these questions, we can compare our theoretical optima 
with situations of real-life competence allocation. Given our focus on the mitigation of 
climate change through the reduction of greenhouse gas emissions through the use of 
tradable permits, we study the development of the European Union Emissions Trad-
ing Scheme. With respect to this comparison, a third key question can be identified, 
namely:

3. Is there a divergence between the theoretically optimal competence allocation and 
real-life competence allocation under the EU ETS?

 If so, what, if any, are the consequences for the functioning of the EU ETS?

The final step in our analysis is to explain possible differences between the theoretical 
optimum and real-life allocation. Our explanation of these differences is based on the 
insights provided by political economy theories and aims to answer the final question:

4. How does the political economy of the EU ETS explain the differences in competence 
allocation between (i) the theoretical optima and the EU ETS, and (ii) the different 
phases of the EU ETS?

This dissertation addresses these questions as follows: Part I focuses on competence 
allocation and regulatory functioning (questions 1 and 2 – the theoretical framework), 
Part II deals with competence allocation in the EU ETS (question 3 – the application of 
the framework), and Part III set out an explanation for the divergence between theory 
and practice (question 4 – political economy analysis).
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iii. CoMpeTenCe alloCaTion and regulaTory funCTioning

Part I – Competence Allocation & Regulatory Functioning

Chapter 2 – From Competing Jurisdictions to Competing Competences

The division of competences between different levels of governance has given rise to 
two main streams of literature in economics and law: the economic theory of federal-
ism and legal federalism.15 Both these theories are based on the implicit assumption that 
one jurisdiction controls the entire regulatory process. In the presence of externalities, 
the success of these regulatory efforts is partly dependent on the nature, and extent, 
to which regulators in different jurisdictions ‘compete’ with each other. Put differently, 
the principles of economic theory of federalism, and legal federalist theories, lead to a 
theory of ‘competing jurisdictions’.

One of the cornerstones of the economic theory of federalism is the idea that norm 
setting powers are best placed at the (most) local level since, under certain conditions, 
this will provide the optimal level of public goods provision, taking account of the 
heterogeneous preferences of different localities.16 Should a citizen — a ‘consumer’ 
of the public goods provided — be dissatisfied with the level of public good produc-
tion, they can choose to move to a different locality, which provides a different set of 
goods.17 The situation changes if there are spillovers, or externalities, between different 
localities.

To illustrate the concept of externalities, let us consider a typical transboundary 
regulatory problem: Two jurisdictions (A and B) share a common river. Jurisdiction A 
engages in an economic activity that provides certain economic and/or social benefits 
within its own jurisdiction. However, the activity also produces a cost in the form of 
pollution. This pollution is transboundary in the sense that due to the common river, 
the pollution is transported from A to B, where (some of) the costs of the pollution then 
materialize. This is a classic externalities problem where A will ‘produce’ too much of 
the polluting activity since it does not have to bear the full costs of this activity, while 
it does receive the full benefit of the activity.18 As a consequence, if A were to set the 
production norm, it would set it at QA in Figure 1. Alternatively, if B were able to set the 
norm for A’s activity, the activity would be under-provided since B only bears the costs 

15. Within European legal literature, these topics are mostly found in the subsidiarity discussions. See gener-
ally Kersbergen & Verbeek (1994); Golub (1996); Benson & Jordan (2008).

16. See e.g. Oates (1999). For an in-depth discussion on the literature, see chapter 2.

17. See Tiebout (1956), further literature in chapter 2.

18. See Pigou (1960); Coase (1960).
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and none of the benefits of the activity, and will disregard the benefits of the activity to 
jurisdiction A. However, if a regulator whose jurisdiction spans the geographical area 
where both the costs and benefits of the activity materialize sets the norm, the norm 
would reflect the social optimum, indicated by Q* in Figure 1.
Some of the principles of the economic theory of federalism have been integrated in 
legal discussions of federalism, for instance through the development of the so-called 
‘race-to-the-bottom’ hypothesis.19 The race-to-the-bottom hypothesis posits that 
jurisdictions will compete with each other for investments and consumers (voters). In 
the case of our example, this would mean that jurisdictions A and B would adopt in-
creasingly lenient pollution norms in order to attract e.g. investment of industries. This 
problem is especially relevant in the presence of externalities, since the jurisdictions 
would only have to shoulder some of the burden of pollution.20 Mostly, however, legal 
theories of federalism base their recommendation as to the division of competences 
between e.g. the federal and state level on legal arguments, which can commonly be 
traced back to the constitutional provisions on the respective roles of governmental 
institutions.

The theoretical framework builds on earlier work on the economic theory of fed-
eralism and legal theories of federalism but importantly distinguishing between the 
different regulatory competences that are needed to operationalize a certain policy or 

19. See Stewart (1993), Esty (1996), as quoted in Porter (1999).

20. See Revesz (1997), Revesz & Engel (1997).

      Q  QA   Q* 
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$ 

Figure 1.1: Social optimum versus individual optimum
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norm (norm setting, implementation and enforcement). Since the conditions for suc-
cessful norm setting differ from those for successful implementation and enforcement, 
it does not necessarily follow that the ‘centralization’ of norm setting in our example is 
also the optimal allocation strategy for implementation and enforcement. Depending 
on the exact content of the norm setting, implementation and enforcement processes, 
different considerations and different allocation strategies may result for each respec-
tive competence. Based on the economic theory of federalism, we define a number 
of considerations for the allocation of competences between different levels of gov-
ernance: the capture of externalities, the accommodation of heterogeneous prefer-
ences and conditions, and the maximizations of economies of scale and/or scope. 
The ranking of these considerations depends on the specific regulatory context.

For our earlier example, the distinction between different regulatory phases 
creates a more precise division of competences. Centralized norm setting is able to 
address the issue of externalities, which means that for the allocation of implementa-
tion and enforcement, we can consider how to best accommodate heterogeneous 
conditions between A and B, or maximize certain scale economies. This could lead 
to the allocation of implementation and/or enforcement at a more decentralized 
level of governance. However, in such a system of fragmentation, we must carefully 
consider the relationship between the different regulators and the type of agencies. 
Under certain conditions, it may be welfare improving to aim for a unified allocation 
of competence, i.e. allocation all competences to the same level, rather than allowing 
for fragmentation, even if the individual competence allocation consideration suggest 
differently.

Chapter 3 – Optimal Competence Allocation for Climate Change

Our focus on the mitigation of climate change through emissions trading allows us to 
focus on two specific scenarios for competence allocation, based on the experiences 
with the European Emissions Trading Scheme. This specific regulatory context allows 
us to further detail the regulatory competences; in the context of the EU ETS, norm 
setting refers to the determining of emission reduction norms for a specific region or 
country; implementation is the distribution of this norm between individual emit-
ters; and enforcement aims to enforce the distribution made under implementation 
through verification and penalties, as well as through maintaining market oversight in 
the emissions market.

Chapter 3 also considers the characteristics of climate change as a regulatory prob-
lem in more detail. These characteristics allow us to rank the allocation considerations 
as ‘first order’ and ‘second order’ indicating their relative importance with respect 
to a given competence. With respect to norm setting, the first order consideration 
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is the need to capture all externalities of the regulated activity; i.e. that the emission 
reduction norm set by the policymaker is one that reflects the global social optimum 
by incorporating all costs and benefits of GHG emitting activities, not just those of 
one country or region. Assuming that this first order consideration has been met, the 
second order considerations of the accommodation of heterogeneous conditions 
and preferences, and the possibility of achieving economies of scale and/or scope 
are considered. The labeling of these considerations as first and second order reflects 
a normative distinction between the necessary and the desirable: if a certain norm 
setting competence allocation takes account of heterogeneous conditions but fails to 
capture externalities, a different allocation that does manage to successfully deal with 
externalities will be preferred, even if this means that heterogeneous conditions are 
not (optimally) accommodated.

In order to create a concrete benchmark against which we can compare com-
petence allocation with respect to the EU ETS, we create two scenarios. In the first 
scenario, we assume that norm setting takes place at the global level (i.e. through the 
United Nations Framework Convention on Climate Change), and that implementation 
and enforcement are decentralized to the European or national (i.e. European Mem-
ber State) level. This first situation corresponds with the situation under the first two 
trading phases of the EU ETS between 2005 and 2012. This scenario is contrasted with 
a model of norm setting at the regional (European) level, combined with implementa-
tion and enforcement taking place at the European or national level, which is in line 
with the EU ETS model from 2013 onwards. When considering the allocation of and 
interactions between the different competences in these scenarios, we are also able to 
consider the role of emissions trading as the regulatory instrument.

Especially relevant is the market oversight role for the enforcer that is absent in 
‘normal’ command-and-control type regulation where enforcement centers on the 
monitoring of behavior and handing out potential penalties. The sub-optimal enforce-
ment of (emission) permits is costly for the enforcer since he loses the potential income 
of fines. This could be compensated through bribes, votes or other side-payments 
but cannot be (completely) externalized. Sub-optimal market oversight, e.g. failing 
to prevent ‘lemons’ (permits which have already been sold to another party or are 
otherwise invalid) from entering the market, or for collusion to take place, is a type of 
sub-optimal enforcement that can be externalized onto other parties given that the 
effects of this behavior are spread out over a multi-national market. This makes the 
strategic interactions between the, e.g. European, implementer and the, e.g. national, 
enforcer potentially detrimental in terms of effective and efficient norm achievement.

On the basis of our competence allocation considerations, we find that the optimal 
allocation of competences in both scenarios consists of a concentration of implemen-
tation and enforcement competences at the European level (see figures 1.2 and 1.3). 
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With respect to norm setting, a global norm setting process represents the first-best 
scenario, even if we allow for ‘over-achievement’ in the case of regional norm setting. 
Put differently, assuming that no one can opt-out of the global policy process, the 
regional over-achieving by some actors in the alternative regional model will be offset 
by under-achievement or inaction of other actors, which in the best circumstance will 
mean that the respective efforts balance each other out.

Part II – The European Emissions Trading Scheme

Chapters 4 and 5 – Competence Allocation in the EU ETS

Our discussion of the EU ETS follows the chronological development of the scheme, 
distinguishing between periods with global (Phases I and II), and those with regional 
norm setting (Phase III onwards). Aside from the market-based nature of the EU ETS, 
its development provides a perfect testing ground for the models developed with re-
spect to competence allocation. During the first two trading phases, norm setting took 
place at the global level, and implementation and enforcement mostly at the national 
level. This changed in the third phase where we see a concentration of norm-setting 

Norm Setting Implementation Enforcement 

      Global 

   Regional 

   National 

   UNFCCC 

EU 

EU 

MS 

Figure 1.2: Optimal allocation under global norm setting

Norm Setting Implementation Enforcement 

      Global 

   Regional 

   National 

       EU EU 

EU 

MS 

Figure 1.3: Optimal allocation under regional norm setting
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and implementation competences at the European level. Neither allocation model 
follows the optimum that is distilled in our model (Figure 4 shows the contrast with the 
optimum under the global norm setting scenario).

The effects of this divergence from the optimal allocation become apparent when 
we consider some of the experiences of the first two phases. During both these pe-
riods, the implementation of the EU ETS, particularly with respect to the allocation of 
emission allowances, has proven to be a strategic pitfall within the regulatory process. 
In the first trading period, this was possible due to asymmetric information between 
the European level, the national level and installations regarding the actual emissions 
of individual actors. In the second trading period, these information problems were 
partly solved and there were more explicit clashes between the allocation preferences 
at the European level and the national level: the European Commission questioned 
the allocation strategies of individual countries based on their independent data. This 
led to several actions before the European courts regarding the division of implemen-
tation competences between the European and national level. With respect to en-
forcement, there have also been several problems, which may have been worsened, 
if not caused, by the allocation of enforcement competences at the national level. 
These interactions have had a detrimental effect on the effectiveness of the EU ETS 
as a market-based instrument. The third trading phase looks to be more successful 
regarding some of these issues given the increased centralization of implementation 
competences at the European level, but the actual effects of these changes remain to 
be seen.

Phase I & II Phase III 

MS 

EU 

UNFCCC 

Enforcement 

Implementation 

Norm Setting 

Figure 1.4: Time trend of competence allocation in the EU ETS contrasted with optimal allocation 
under global norm setting
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Part III – The Political Economy of Competence Allocation

Chapter 6 – The Political Economy of the EU ETS

The final element of the theoretical framework for competence allocation developed 
in this dissertation attempts to explain why we see discrepancies between the optimal 
competence allocation model and the actual allocation in the EU ETS. This part of the 
theory builds on work developed within political economy, the study of ‘the collective 
or political processes through which public economic decisions are made.’21 Since the 
1970s, political economy developed as a branch of economics, and social science 
generally, that examines how political forces, organized in ‘interest groups’, affect the 
design and choice of policies, especially to the extent that these policies concern 
the distribution of scarce resources in society. The positive models developed within 
political economy have great explanatory value for the sharp contrast(s) between the 
real-life experiences with the EU ETS and the optimal competence allocation model 
developed in the normative theory of this dissertation. Capture theory and public 
choice models are particularly adept to shedding light on the developments within 
the EU ETS.22

The pressure from voters and societal/environmental interest groups goes a long 
way to explaining the relative success of the global norm setting process that laid the 
foundations for the first two trading phases of the EU ETS.23 However, the choice for 
emission trading as the regulatory tool appears to run counter to the wishes of most 
environmental interest groups, which typically opposed the economic incentives 
model for environmental regulation due to the moral implications of ‘pay-to-pollute’.24 
The main driver behind this choice appears to have come from the technocratic bu-
reaucracy at the European, and sometimes national, level.25 In addition, some form 
of compensation was needed in order to secure market creation and to appease the 

21. Oates & Portney (2003), at 327.

22. There are three main political economy models that explain the creation of social policy: the median-
voter model, capture theory, and public choice models. The median-voter model provides some impor-
tant insights into the more general questions regarding the adoption of e.g. environmental measures, but 
once questions of stringency of regulatory norms or instrument choice are raised, the model’s predictive 
value becomes less clear. See generally Oates & Portney (2003), at 329 (on the explanatory value of the 
median-voter model for environmental programs in particular). A more detailed discussion of the various 
contributions of political economy can be found in chapter 6.

23. See e.g. Gardiner (2004); Victor (2001); Prins et al. (2010); Falkner et al. (2010); Abate (2006).

24. Kirchgässner & Schneider (2003).

25. European Commission (2000) Green paper. See cf. Kirchgassner & Schneider (2003), at 380 (finding that 
most empirical work shows that ‘many members of the public environmental bureaucracy are in strong 
opposition against the application of market based instruments of environmental policy.’)
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industry lobbies at the national and European level, which influenced some of the EU 
ETS design choices.

Already during the second phase of the EU ETS, considerable changes become 
clear regarding the design of the third phase. These changes reflect a greater influence 
of the European Parliament in the regulatory process and a continuously increasing 
call for environmental protection by European constituents. Given that many indus-
tries are now ‘locked-in’ the EU ETS market, the side payments to these industries that 
were necessary for the first and second phase are not longer required, reflected in the 
general shift from grandfathering to auctioning. The pattern of the first two phases is 
repeated with respect to the newly included aviation sector, and some other so-called 
‘carbon leakage sensitive’ industries, where there is some initial free allocation. The 
strengthened position of environmental interest groups and consumer groups, which 
joined the debate regarding the EU ETS after the price effects of the Scheme became 
clear, through representation in the European Parliament further weakened the cap-
ture of the — mainly — distributional aspects by the industries. Especially the matter 
of wind-fall profits, caused by the fact that industries were able to raise energy prices 
without having to pay for allowances during the first two trading phases, raised the 
profile of the EU ETS among consumer groups, which in turn increased the lobbying 
power of non-industrial interest groups.

iv. MeThodologiCal ConsideraTions

‘Allocating’ the Question: Theories of Federalism

The theoretical framework of competence allocation developed in this dissertation 
aims to contribute to (law and) economics scholarship, as well as legal scholarship. 
Within these fields, competence allocation has been considered, but important gaps 
remain, in particular with respect to the role of competences in (de)centralization deci-
sions. The economic theory of federalism aims to analyze at which level, centralized or 
local, regulatory activity should take place, considering the heterogeneous conditions 
and preferences of different areas. Within this analysis, the distinct phases of regula-
tion — norm setting, implementation, and enforcement — are collapsed into one single 
process. As a consequence of this abstraction, the application of the principles of the 
economic theory of federalism to more specific regulatory processes is rare and inco-
herent, despite the increasing real world fragmentation of these processes between 
different levels of governance. Legal academics, on the other hand, recognize the 
complexity of regulatory arrangements but discuss these in such case-specific detail 
that the development of a more general theory of competence allocation continues to 
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elude us.26 This book will help to break open the black-box of regulation as seen by the 
economist by presenting a theory of competence allocation and regulatory function-
ing, which will provide legal academics and policymakers with a theoretical basis for 
future policy design and assessment.

In this dissertation, I refer primarily to the economic theory of federalism. In con-
trast with legal theories of federalism, which focus on the de jure distribution of powers 
between regulatory levels, this economic approach considers ‘federalism’ to be a de 
facto situation where competences are divided between two or more regulators that 
act within different jurisdictions. Put differently, the economic theory of federalism 
may consider certain systems to be ‘federal’, even if the de jure situation does not 
qualify the system as ‘federal’. The European Union for example may be considered 
a federal system for the economic theory of federalism but would never be qualified 
as such by a European lawyer.27 The choice for the economic theory of federalism as 
a normative framework is based on the fact that this dissertation aims to assess the 
allocation of competences across different levels of governance based on an external 
perspective, rather than to consider whether the division of competences within a 
legal system is in line with the underlying constitutional arrangements, i.e. internally 
coherent. Traditional legal research methods are used for those parts of the disserta-
tion that discuss the legal framework for climate change and emissions trading globally 
and within the European Union. This legal framework is taken as given and analyzed in 
light of the theoretical framework based on legal and economic perspectives.

In my analysis of interactions between different agencies passing reference is made 
to game theory, an approach developed within microeconomics. A simplified ‘game’ 
where two or more parties interact with each other can further our understanding of 
complex human and economic relationships. Strategic interaction refers to the fact 
that the payoffs of one (or more players) depend on the actions of another. Game 
theory allows us to consider the different types of actions and information available to 
different actors in a systematic way so we may better understand the strategies of the 
different players.

‘Regulating’ the Answer: Strengths & Weaknesses of a Law & Economics Approach

Ideas developed within law and economics inspired, and run through, this dissertation. 
I have found law and economics to be a valuable tool in answering the questions that 

26. Holland, et al. (1996) finds that while there is an immense literature on various aspects of federalism, there 
is little systematic, comparative research assessing the impact of federalism on regulation.

27. See Blankart (2007) (arguing that the EU style of multi-level governance may be qualified neither as a 
federation, nor as a confederation, but an association of compound nations).
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I believed relevant with respect to the regulation of greenhouse gas emissions through 
emissions trading, since the regulation of complex issues such as climate change 
call for more than legal knowledge: one also needs to be aware of the institutional 
aspects of regulation. More generally, understanding how to create effective rules to 
achieve certain social goals in an increasingly complex regulatory world requires an 
understanding of the players and the game, as well as the rules themselves. The mo-
nopoly of legal scholars only extends to the formal rules of the game; there are many 
complementary understandings of the rules, and of the game, provided by the other 
(social) sciences. However, law & economics cannot be a substitute for traditional legal 
analysis; it is not a new form of legal analysis.28 Nor does law & economics provide an 
objective way of assessing the law; benchmarks of efficiency or effectiveness cannot 
pretend to be less normative than those of legal coherence or social justice. My choice 
for law & economics as methodological approach was inspired by the nature of the 
research question.

I have found that the simplification of, and abstracting from, the reality of com-
petence allocation and regulatory functioning provides certain analytical advantages. 
However, this abstraction also has implications for the practical relevance of the model 
developed here, and of models generally. Firstly, the model of competence allocation 
presented here should not be mistaken for ‘the total view’ of the phenomenon.29 The 
conclusions drawn here are valid only to the extent that one accepts the assumptions 
underlying them, and the model will inherently fail to capture every subtlety of reality. 
Second, when interacting with each other, we assume that the actors are rational.30 
Arguably, this assumption is unrealistic — especially given that the relevant actors are 
politicians and bureaucrats — but what matters is that the resulting model of interac-
tions is sufficiently realistic to provide us with insights that are useful. For example, 
city maps leave out many important aspects of reality but are typically still sufficiently 
realistic to help you find your way around. Provided this is your goal, the map’s sim-
plified version of reality is useful. Third, we must not feel compelled to force situa-
tions into a box that does not fit simply because we have created the box.31 Certain 
assumptions underlying this dissertation, such as the hierarchical ordering of criteria 
for competence allocation, are justified by reference to the specific regulatory context 
that forms the backdrop for this dissertation: the mitigation of climate change through 
the reduction of anthropogenic greenhouse gas emissions. This increases their validity 

28. Dari-Mattiacci (2002), at 2.

29. Calabresi and Melamed (1972), at 1128 (‘[M]odels can be mistaken for the total view of phenomena, like 
legal relationships, which are too complex to be painted in any one picture.’)

30. See generally Smith (2008).

31. A point also made by Calabresi and Melamed (1972), at 1128 (‘The second is that models generate boxes 
into which one then feels compelled to force situations which do not truly fit.’)
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with respect to this specific issue but also reduces their one-to-one applicability to 
other situations.

A final challenge for an academic who attempts to produce a work that claims 
to incorporate two different disciplines, or uses the ideology of one (economics) to 
analyze another (law), is that her audience can (almost) never be completely satis-
fied. The economists that read this book may be disappointed by the lack of a formal 
modeling of the theoretical framework presented here. A legally trained reader may 
wonder about the added value of an external perspective on a question that could 
be answered by the normative framework offered by the law itself. Conversely, an 
economist may gain new insights on the legal rules that operationalize a regulatory 
tool. A lawyer’s intuitions regarding the political process surrounding the creation of 
laws may be formalized through our political economy analysis. According to Goethe, 
‘we see only what we know’. Interdisciplinary work aims to expand what we know, and 
thus what we see.

Dissertation Outline

Part I of this dissertation sets out a normative theoretical framework for competence 
allocation and its impact on regulatory functioning (chapter 2), and the optimal alloca-
tion for competences with respect to climate change that can be distilled from this 
framework (chapter 3).

Part II applies this theory to the development of the EU ETS. First the trading phases 
(2005-2012) characterized by global norm-setting are analyzed in chapter 4, followed 
by a discussion of the design for the post-2012 period where norms will be set by the 
European regulator, in lieu of a global agreement on climate change with binding legal 
targets (chapter 5).

Part III provides an explanation for the divergence between the theory and practice 
of competence allocation based on political economy theory (chapter 6). The conclu-
sion (chapter 7) presents several (policy) implications of competence allocation theory 
for the future design and functioning for the EU ETS, and some avenues for future 
research, particularly in respect of comparative work on competence allocation.32

32. The research preceding this book gave rise to a number of publications on specific elements of the EU ETS, 
which formed the basis of chapters 4 and 5, and more generally helped mature the theoretical framework 
of competence allocation. See Zeben (2009a); Zeben (2009b); Zeben (2010a); Zeben (2010b); Zeben 
(2010c); Dari-Mattiacci & van Zeben (forthcoming).




