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Chapter 4

Regulatory Competence Allocation  
in the European Union Emissions Trading 
Scheme [2005-2012]
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In chapters 4 and 5, we apply the theoretical framework developed in Part I to the mitigation of 
climate change through the reduction of greenhouse gas emissions, with a specific focus on the 
implementation and enforcement of the European Union Emissions Trading Scheme (EU ETS). 
The application of our theoretical framework to the EU ETS reflects its importance in the efforts 
to mitigate greenhouse gas emissions — especially CO2 — as one of the main causes of climate 
change. The EU ETS is the largest cap-and-trade system currently in operation: in 2010, the EU ETS 
market volume amounted to 5.5 billion tonnes CO2 with a weighted average price of €14,5/ton, 
accounting for 80% of global transacted volume.297 Despite this prima facie success in terms of 
market creation, the environmental and economic benefits of the EU ETS have been called into 
question. Criticisms concerning the EU ETS predominantly focus on the stringency of the EU ETS 
cap and/or the pricing of the emission allowances,298 or more generally the appropriateness of a 
tradable permits system for addressing the problem of greenhouse gas emissions.299 Rather than 
speak to these criticisms by providing an additional analysis of the substantive laws underlying 
the EU ETS, this book focuses on the division of competences among levels of governance, and 
considers how possible deviations from the optimum appear to impact on its functioning.

The EU ETS thus far has known three trading phases: the ‘learning by doing’ phase from 
2005-2007; the ‘Kyoto commitment’ phase between 2008-2012; and the ‘post-Kyoto’ phase, 
which starts in 2013. The locus of norm setting in the first two trading phases corresponds with 
our first-best regulatory scenario (global norm setting). For the third trading phase, norm setting 
with respect to the EU ETS appears to move closer to our second-best scenario of regional norm 
setting. Due to the large differences in competence allocation between the first two phases and 
the third trading phase, the discussion of these phases will be divided over two chapters, starting 
with the period between 2005-2012 (Phase I and II) in this chapter; the design of the EU ETS from 
2013 onwards will be analyzed in chapter 5.

The build-up of this chapter is as follows: section I will set out the allocation of norm setting, 
implementation, and enforcement competences with respect to the EU ETS. Section II will assess 
this allocation against the optimal allocation under scenario 1, both with respect to independent 
allocation considerations and interactions. Section III concludes.

297. The volume of carbon rights traded throughout the world amounted to €93 billion in 2010, see Bloom-
berg (2011). By means of comparison, the market share of the Regional Greenhouse Gas Initiative (RGGI) 
in the United States dropped from 9% to less than 1% in 2010 due to the lack of prospects for a federal 
cap-and-trade scheme in the United States. The projected value of the world’s carbon markets in 2020 is 
€ 1.7 trillion, provided that other markets are implemented by e.g. Japan and Australia.

298. See e.g. Clò (2008).

299. See e.g. Solomon and Lee (2000); Chinn (1999).
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i. regulaTory CoMpeTenCe alloCaTion in The eu eTs

In order to determine an optimal allocation in the setting of our theoretical framework, 
we defined norm setting as the determination of an emissions reduction norm, imple-
mentation as the distribution of the norm, and enforcement as activities that penalize 
non-compliance with the norm distribution. The regulatory reality of greenhouse gas 
reduction through emissions trading does not always adhere to these strict divisions 
between the different competences. This is particularly true when implementation 
and/or enforcement involve the translation of international or European commitments 
into European or national law, since the division of competences is not always black 
and white. Our discussion will focus on the ‘core’ competences as described in our 
theoretical framework. However, where relevant, other aspects of the competence 
will also be discussed in order to reflect the division of competences as realistically as 
possible. This both enriches and complicates our later comparison with the theoreti-
cal optimum, which is based on a simplified competence model. In this section, we set 
out the allocation of competences with respect to the EU ETS; specifically, we describe 
the emission reduction norms set under the norm setting process (section A), their 
implementation through distribution and other operationalizing processes (section B), 
and their enforcement through monitoring, verification and penalties (section C).

A. Norm Setting

The Conference of the Parties under the United Nations Framework Convention on 
Climate Change (UNFCCC) has been the international norm setting and policymaking 
body regarding the mitigation of, and adaption to, climate change.300 The overarching 
policy objective put in place by the UNFCCC is the ‘stabilization of greenhouse gas 
concentrations in the atmosphere at a level that would prevent dangerous anthro-
pogenic interference with the climate system’.301 Several more specific commitments 
are listed under Article 4 of the UNFCCC, which are to be fulfilled by all parties ‘on 
the basis of equity and in accordance with their common but differentiated responsi-
bilities, and respective capabilities’.302 These commitments include the development 
and publication of national inventories of anthropogenic emissions, formulation and 
implementation of programs to mitigate climate change through anthropogenic emis-
sions and cooperate in the transfer of technologies and practices to control or reduce 
anthropogenic emissions, with additional reduction commitments for the developed 

300. For a detailed discussion of the institutions of the UNFCCC and the Kyoto Protocol, see chapter 3, section I.B.

301. United Nations Framework Convention on Climate Change (1994). [hereinafter ‘UNFCCC’], Article 2.

302. See UNFCCC (1994), Article 3(1).
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country Parties.303Aside from the general obligations contained in the UNFCCC, the 
1997 Kyoto Protocol sets legally binding emission reduction targets for the so-called 
Annex I countries.304

The implementation process of the goals set by the UNFCCC, and specifically the 
emission reduction goals under the Kyoto Protocol, were part of the reason for the 
development of the EU ETS. The UNFCCC commits both the European Union and its 
Member States to develop national inventories on greenhouse gas emissions, and 
to develop national, and/or regional, programs for the mitigation of climate change 
through the reduction of greenhouse gas emissions.305 The Kyoto Protocol imposes 
additional responsibilities on the EU and its Member States in terms of specific emis-
sion reduction goals.306 Both the monitoring and reporting commitments and the re-
duction commitments are reflected in the climate change agenda of the EU generally, 
and the EU ETS specifically.307

At the time of signing, the European Union consisted of 15 Member States (‘the 
EU15’).308 When the EU and the EU15 ratified the Kyoto Protocol, they notified the 
Secretariat that their obligations would be fulfilled jointly under Article 3(1) of the KP.309 
The consequently adopted Burden Sharing Agreement (BSA), or the EU Bubble, can 
be considered a first step towards implementation.310 The consequence of the BSA 
with respect to the fulfillment of commitments under the Kyoto Protocol is that the EU 
and the MS are jointly liable for the achievement of an 8% reduction as compared to 
1990 levels: possible non-compliance of individual targets is immaterial, as long as this 
collective goal is reached, the EU and the EU15 will be considered in compliance with 
international law as contained in the KP.311 The BSA assigns quantified emission limita-
tion or reduction objectives (QELROs) to each Member State based on considerations 

303. UNFCCC (1994), article 4(1) and 4(2)(a).

304. Kyoto Protocol to the United Nations Framework Convention on Climate Change (2005) [hereinafter 
‘Kyoto Protocol’ or KP], Article 17 and Annex I. The OECD members are furthermore listed in Annex II of 
the UNFCCC, requiring them to assist in the mitigation and adaptation of developing countries to climate 
change and to promote and develop environmentally friendly technologies in developing countries and 
economies in transition.

305. UNFCCC (1994), Article 4(1).

306. Kyoto Protocol (2005), Annex I.

307. See e.g. European Commission (2008a).

308. The Member States in question are: Austria, Belgium, Denmark, Finland, France, Germany, Greece, 
Ireland, Italy, Luxembourg, the Netherlands, Portugal, Spain, Sweden and the United Kingdom of Great 
Britain and Northern Ireland.

309. Conference of the Parties (12 June 2002).

310. European Council (2002).

311. Kyoto Protocol (2005), Article 4(5) and (6). Importantly, this does not exclude the Member States’ respon-
sibility to fulfill their emission reductions under the EU Burden Sharing Agreement under European law. 
See Massai (2011), at 220.
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of equity and efficiency,312 which combined will lead to the 8% reduction obligation 
under the Kyoto Protocol.313

In 2004 and 2007, the EU’s membership was expanded with 12 new Member 
States. Ten of these Member States have individual reduction targets between 6 and 
8%; Malta and Cyprus have no reduction targets since they were not Annex I parties.314 
Despite the changed composition of the EU, the enlargements did not result in an 
alteration of the Burden Sharing Agreement. The ‘blocking clause’ in Article 4(4) of the 
Kyoto Protocol prevents any changes to the EU BSA, either temporal or geographical.315 
Interestingly, in Commission Decision 2006/944/EC, which sets out the emission 
levels ‘allocated to the European Community and Member States in terms of tonnes 
of CO2 equivalent for the first QELR commitment period under the KP’, emission levels 
are assigned to both the EU15 and the EU12. There has been much debate regarding 
the extent to which the EU12 can be held responsible for the achievement of the Kyoto 
reduction goals by the EU and the EU15.316 References made to the principle of loyal 
cooperation in Article 10 TEC,317 which is explicitly referred to in preamble 10 to the 
BSA,318 and reference to ‘all’ Member States in, e.g. Article 21 of Decision 2005/166/EC 
suggests that the EC12 are also expected to contribute to the achievement of the Kyoto 
commitments, or in the very least, to not jeopardize it.319 Put differently, under EU law, 
the EU12 could be considered co-responsible in the event of failure by the Union 

312. Officially these commitments are referred to as ‘quantified emission limitation or reduction commitments 
(QLERs), however the term QLEROs has been adopted due to ease of use.

313. See European Council (2002), Annex II. These QELROs vary from an increase of 25% relative to 1990 levels 
to a reduction of 28%). Much has been written about the role of the ‘equity’ and ‘efficiency’ consider-
ations leading up to the BSA. For more detail, see Marklund & Samakovlis (2007), 317.

314. Malta became an Annex I party in 2010, and Cyprus was added in Durban.

315. Kyoto Protocol (2005), article 4(4) reads as follows: “If Parties acting jointly do so in the framework of, 
and together with, a regional economic integration organization, any alteration in the composition of the 
organization after adoption of this Protocol shall not affect existing commitments under this Protocol. Any 
alteration in the composition of the organization shall only apply for the purposes of those commitments 
under Article 3 that are adopted subsequent to that alteration.”

316. Massai (2011), Tabau (2011).

317. Now repealed in substance by TEU (2008), Article 4(3) (‘Pursuant to the principle of sincere cooperation, 
the Union and the Member States shall, in full mutual respect, assist each other in carrying out tasks which 
flow from the Treaties. The Member States shall take any appropriate measure, general or particular, to 
ensure fulfillment of the obligations arising out of the Treaties or resulting from the acts of the institutions 
of the Union. The Member States shall facilitate the achievement of the Union’s tasks and refrain from any 
measure which could jeopardize the attainment of the Union’s objectives.’)

318. European Council (2002). The preamble refers to the ‘Member States individually and collectively’, with-
out distinguishing between the EU15 and the EU12. TEC (2002), Article 10 reads ‘Member States shall take 
all appropriate measures, whether general or particular, to ensure fulfillment of the obligations arising out 
of this Treaty or resulting from action taken by the institutions of the Community. They shall facilitate the 
achievement of the Community’s tasks. They shall abstain from any measure which could jeopardize the 
attainment of the objectives of this Treaty.’

319. European Commission (2005).
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and the EU15 to meet their joint reduction commitments under the Kyoto Protocol.320 
However, reference to, and/or reliance on, Article 10 TEC leaves the situation under 
international law unaltered; the latter remains decided by the provisions in Article 4 
of the Kyoto Protocol.321 Neither situation applies to the non-Annex I MS, which are 
exempt from these responsibilities under international and EU law. As for the respon-
sibilities beyond the emission reduction targets, such as those concerning reporting, 
the European Union and the Member States can be held accountable both jointly or 
individually at the international level.322

B. Implementation

In order to fully understand the EU ETS’ implementation process, we need to nuance 
our portrayal of the creation of the EU ETS as a direct result of the policymaking and 
norm setting that took place during the UNFCCC and Kyoto Protocol processes. Aside 
from being legally bound to the reduction goals adopted in the Kyoto Protocol and 
its emphasis on flexible (market-based) mechanisms, there were several other factors 
that contributed to the adoption of the EU ETS. In the preparation of the ratification of 
the KP, the European Commission released several communications and green papers 
regarding the future implementation of the KP and the role of emissions trading in this 
process.323 First of all, to the frustration of the European Commission, all attempts of in-
stituting a European-wide environmental tax had thus far failed.324 Although reluctant, 
the Member States did not have the same level of hostility towards a tradable permits 
scheme.325 The Commission successfully used this fact, combined with arguments 
regarding the certain environmental benefits and cost-effectiveness of the scheme,326 
and the international opportunities provided by the leadership role left vacant by the 
United States in lieu of their ratification of the Kyoto Protocol, to push for the adoption 
of an emissions trading scheme.327

320. Massai (2011), at 225.

321. Especially Kyoto Protocol (2005), Article 4(6).

322. Kyoto Protocol (2005), Article 24(3) combined with TFEU (2008, Article 4(2)(e).

323. European Commission (1999); European Commission (2000); European Commission (2001b).

324. See e.g European Commission (1997).

325. During this process, the European Commission played an active role in mobilizing the, initially reluctant, 
Member States behind the emissions trading scheme. See Environmental Commissioner Ritt Bjerregaard 
as quoted in Skjærseth and Wettestad (2008). The Commission emphasized the certainty regarding the 
environmental benefits, which would result from the scheme and opportunities for cost-effective imple-
mentation, Skjærseth and Wettestad (2008), infra, at 39. See also Collier (1996); Skjaerseth (1994), 25-45.

326. European Commission (2000), at 4 (‘it enables cost-effective implementation of the overall target’). The 
goal of cost-effectiveness is now also included in European Council (2003d), article 1.

327. Case T-374/04 (2007), at para. 124 (The EU ETS has been, and continues to be, the key instrument in 
‘reduc[ing] greenhouse gas emissions substantially in order to fulfil the commitments of the Community 
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The complete implementation of the European commitments under the UNFCCC 
and KP encompasses several other environmental and energy related policies that 
were implemented at the European level.328 Within this larger climate change program, 
we focus on the implementation of the Kyoto Protocol’s emission reduction goals by 
means of emissions trading under the EU ETS. In discussing these secondary norms,329 
it is important to separate cap distribution (implementation) from cap setting (norm 
setting). It may furthermore be helpful to distinguish substantive from procedural 
implementation rules.

Essentially, all rules, standards and provisions created to operationalize the (distri-
bution of the) norm (in this case the ‘cap’, or the achievement of the QERLs) are part of 
the implementation process. Within this body of rules, substantive rules are those de-
cisions that relate to the division of the cap between the different countries, industries 
and individual actors; the allocation of the corresponding permits; and consequent 
provisions regarding grandfathering benchmarks and assignation of carbon leakage 
sensitive sectors. Procedural rules are those provisions, which speak to the process 
through which the substantive rules are achieved. The most important example of this 
are the rules concerning grandfathering and auctioning of allowances (‘allowance al-
location’), something which is especially important with respect to the changes in the 
third trading phase. Finally, those who create these rules may not be responsible for 
their execution or application so this aspect of implementation will also be discussed 
separately (‘execution’).

1. Substantive Rules: Cap-Division

The European Emissions Trading Scheme is modeled after a traditional cap-and-trade 
system, where a cap is set for a certain type of emission — in this case CO2. This cap 
is subdivided in single units (emission allowances), which are allocated, for free or 
through auction, to parties covered by the system. The parties may decide to use the 
permits for their own emissions or to sell them to others (trade). The key substantive 
features of Directive 2003/87/EC, which puts in place the EU ETS, therefore relate to 
(i) the earmarking of so-called ‘ETS sectors’, and (ii) the subdivision of the national caps 

and its Member States under the Kyoto Protocol’).

328. The extensive package of measures adopted after the adoption of the Kyoto Protocol by the European 
Union went beyond the EU ETS and also consolidated many other environmental and energy related 
policies that had been part of policy debate also before and notwithstanding the international UNFCCC-
based policy-making. See e.g. European Council (2001) and European Council (2003a).

329. Stewart, (2010), at 6 (‘[M]ore specific regulatory norms in the form of regulations, standards and guidelines 
and periodically revise them in light of evolving conditions and accumulating experience.’)
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between specific actors within these ETS industries and so-called ‘non-ETS sectors’.330 
This subdivision of the cap is the equivalent to our theoretical distribution of the norm 
and forms the most important substantive implementation competence. Although set 
out in the Directive that was proposed, drafted and adopted at the European level, 
cap-division was placed in the hands of the Member States through their control over 
the National Allocation Plans (NAPs).331

National Allocation Plans were the core feature of the EU ETS during the first and 
second trading phase. In these plans, each Member State set out the total quantity 
of allowances that it intended to allocate for the relevant trading period and how it 
would allocate them. The number of allowances available for allocation in each NAP 
depends on the respective Member State’s obligations as set out in the Burden Sharing 
Agreement.332 NAPs cover only CO2 emissions from installations in the ETS sectors,333 
in line with the chosen “step-by-step” approach where select greenhouse gasses in 
select sectors were regulated and this list was then gradually expanded.334 Initially, the 
only greenhouse gas included was CO2 produced by energy activities, production and 
processing of ferrous metals, the cement industry, the glass and ceramic industry, and 
pulp and paper production, based on the relatively low marginal abatement costs of 
these industries.335 By the end of the second trading phase, the EU ETS had become 
operational in 30 countries: the EU27 and the EEA countries Iceland, Liechtenstein 
and Norway.336

330. The ETS sectors are those listed in European Council (2003d), Annex I. See Clò (2009), at 227 (‘According 
to the cost-effectiveness approach, the ETS sectors should bear a higher emissions reduction burden than 
non-ETS sectors, rather than vice versa.)

331. European Council (2003d), article 9 (1).

332. European Council (2002).

333. The greenhouse gases covered by the Kyoto Protocol are carbon dioxide, methane, nitrous oxide, 
hydrofluorocarbons, perfluorocarbons, and sulphur hexafluoride. The aggregate target is based on the 
carbon dioxide equivalent of each of the greenhouse gases. These gases are supposed to be monitoring 
throughout the trading phases. The greenhouse gasses covered by the EU ETS however, are those set 
out in European Council (2003d), Annex I. For the first two phases, the EU ETS primarily covers CO2; in 
the Directive 2009/29/EC (European Council (2009a), nitrous oxide and perfluorocarbons are added to 
Annex I.

334. This differential treatment was challenged by one of the companies covered by the System through a 
preliminary ruling procedure before the European Court of Justice. See Case C-127/07 (2008), at para. 47, 
64-65 (the Court held that the difference in direct emissions between the steel sector and the non-ferrous 
metal sector, the treatment of which was at issue in this case, were so substantial that different treatment 
was justified, especially in light of the ‘step-by-step approach’. In respect of the chemical sector, the main 
consideration was the shear size of the industry, which would have made the initial administrative burden 
of the EU ETS politically unacceptable and the fact that the advantages of excluding it at the start of the 
implementation of the scheme thus outweighed the advantages of inclusion.).

335. European Council (2003d), Annex I.

336. Due to their status as members of the European Economic Area (EEA), Iceland, Liechtenstein and Norway 
are subject to a number of European environmental directives, the scope of which can be extended by 
a decision by the EEA Joint Committee. See EEA Joint Committee (2007) (extending the scope of the EU 
ETS).
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The step-by-step approach makes it difficult to assess the likelihood of a Member 
State achieving its Kyoto objectives based on its NAP; Member States will also have 
adopted measures for non-ETS sectors and other greenhouse gases but these national 
strategies are not part of the NAPs.337 The amount of allowances allocated through 
NAPs therefore has direct relevance for all other sectors of a Member State’s economy 
since any emission reduction not required from the ETS sectors needs to take place 
in non-ETS sectors, which means that the reduction burden shifts to non-ETS sectors 
which have higher marginal abatement costs. Also the linkage of the EU ETS with the 
Kyoto Protocol’s flexible instruments, Joint Implementation and Clean Development 
Mechanisms, provided opportunities for sectors and Member States to fulfill their 
obligations through reductions outside of the EU.338

The European Commission was able to exercise some powers of review over the 
NAPs through the twelve criteria set out in Annex II of Directive 2003/87/EC, including: 
allocation must be consistent with the proportional share which the allowances repre-
sent in comparison with sources not covered by the Directive; consistency with actual 
and projected progress towards fulfilling the commitments of the Member State; con-
sistency of NAPs with other Community instruments; and non-discrimination between 
companies and sectors.339 On the basis of these criteria, the Commission may review 
the NAPs and reject them when considered incompatible with one or more of the cri-
teria.340 Only once the Commission has approved the NAP can the Member State issue 
the allowances to the installations through an Article 11 allocation decision.341 Overall, 
the substantive cap-division competences during Phases I and II may be considered to 
have been placed in the hands of the Member States, i.e. at the national level.

2. Procedural Rules: Allowance Allocation

Only those installations that have received a greenhouse gas emissions permit will be 
assigned allowances by the Member States. The GHG permit is not a tradable right, but 
rather a prerequisite to hold tradable GHG allowances. The application and assignment 

337. For a full analysis of the relative role of the EU ETS in Member States’ programs to achieve their Kyoto 
objectives see Gilbert, Bode and Phylipsen (2004).

338. European Council (2004a). See generally Skaerseth and Wettestad (2010), 69 onwards.

339. For a full overview of the criteria see European Council (2003d), Annex II.

340. European Council (2003d), Article 9(3).

341. European Council (2003d), Article 11. In order to provide guidance for the Member States as to the 
relative importance of the Annex III criteria and their interpretation, the Commission published a Com-
munication (‘the Commission’s Guidelines’). See European Commission (2004a). Despite the fact that 
these Guidelines do not constitute a measure of secondary legislation as provided for in TFEU (2008), 
Article 288, and thus have no ‘general’ legal effect, they do bind the Commission in terms of their review 
discretion. See Case T-374/04 (2007), at para. 110.
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of permits takes place under Articles 4 and 5 of Directive 2003/87/EC and is left to the 
discretion of the Member States in line with the conditions of Article 6 of the Directive.342 
In accordance with articles 10 and 11 of Directive 2003/87/EC, the Member States were 
to allocate at least 95% (Phase I) or 90% (Phase II) of the tradable allowances free of 
charge. Allocation criteria commonly used by Member States included the ‘Business 
as Usual’ (‘BAU’) criterion, historic emissions, projected sector growth or a combina-
tion. The Commission could see whether the allocation criteria applied Member States 
were in line with the Annex III criteria but could only reject the NAP as a whole. These 
procedural rules were thus created primarily at the national Member State level.

3. Execution: Institutions

During the first two trading phases, the Directive placed responsibility for the execu-
tion of the implementation of the EU ETS with the Member States. Article 18 of Direc-
tive 2003/87/EC explicitly provides that Member States shall make the ‘appropriate 
administrative arrangements, including the designation of the appropriate competent 
authority or authorities, for the implementation of the rules of this Directive.’343 Mem-
ber States are also required to put in place registries that oversee the accounting of al-
lowance trades.344 In respect to the latter, there has been some centralization through 
the adoption of standardized electronic databases provided by the Commission.345 
Also, Member States are allowed to maintain their registries together with one or more 
other Member States.346 Apart from the decentralized registries and authorities put in 
place by the Member States, the Commission has been made responsible for designat-
ing a Central Administrator ‘to maintain an independent transaction log recording the 
issue, transfer and cancellation of allowances.’347 This Central Administrator conducts 
automated checks on transactions and reports irregularities to the relevant Member 
State, which is then responsible for following up on the matter.348

342. One of the conditions of Article 6 is that the permitting authority must be satisfied that the operator is 
capable of fulfilling its monitoring and reporting obligations (European Council (2003d), Article 6(1)). See 
also European Council (2003d), Article 8, stating that the permits must be assigned in coordination with 
the conditions of permits assigned under Directive 96/61/EC (the Integrated Pollution Prevention and 
Control (IPPC) Directive).

343. European Council (2003d), Article 18. European Commission (2001b), at 10 (suggesting that Member 
States could chose to use those authorities responsible for the allocation of IPPC permits to give out EU 
ETS permits as well).

344. European Council (2003b), Article 19(1).

345. European Council (2003b), Article 19(1); see European Commission (2004b).

346. European Council (2003b), Article 19(1).

347. European Council (2003b), Article 20 (1). See also European Commission (2001b), Part 6, page 42 onwards 
(on the financial burden of the European level administration of the EU ETS).

348. European Council (2003b), Article 20(2).
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C. Enforcement

The enforcement processes within the EU ETS introduces an additional level of gov-
ernance — the private party level — through its reliance on compliance behavior on 
the side of the operators. Specifically, operators of installations covered by the EU 
ETS are obliged to monitor and report emissions in line with set requirements.349 The 
public enforcement efforts exists of the verification of the resulting reports by national 
authorities, which may lead to the imposition of penalties in case the allowances sur-
rendered by the installation are not in line with its obligations.350 We will discuss these 
verification and sanctioning competences, as well as the private party monitoring and 
reporting obligations by referring to the primary rules set out by the Directive and the 
extensive guidance provided through several Commission Decisions.351

1. Monitoring and Reporting

Article 14 of Directive 2003/87/EC imposes a two-sided responsibility in respect of 
monitoring and reporting: the installations must gather and provide the information as 
set out in Annex IV to the Directive and further clarified in Commission guidelines,352 
and the Member States must ensure that these monitoring and reporting duties are 
complied with, in accordance with said guidelines.353 Many of these elements are stan-
dardized in order to reduce monitoring costs, but some non-common fuels cannot 
be measured through these default factors.354 Large-scale changes were adopted in 
respect of the monitoring and verification procedures when the Commission guide-
lines in Decision 2004/156/EC were replaced by Decision 2007/589/EC of 18 July 
2007.355 These changes came into effect between Phase I and II in order to reduce the 
burden on installations and to provide greater clarity and cost-effectiveness.356 The key 
changes in the revised guidelines aimed to: bring the guidelines closer to common in-
dustrial practices regarding monitoring and reporting; make the guidelines more cost 

349. European Council (2003d), Article 14.

350. European Council (2003d), articles 15 and 16.

351. All legally binding. European Commission (2004c); European Commission (2007a); European Commis-
sion (2009a); European Commission (2009e); European Commission (2010g).

352. European Council (2003d), Article 14(1).

353. European Council (2003d), Article14(2) and (3).

354. One of the building blocks of the monitoring process is the calculation of emissions, which is based on 
the formula: activity data x emission factor x oxidation factor. See European Council (2003d), Annex IV. 
Default factors are acceptable for all fuels except non-commercial ones (waste fuels such as tyres and 
industrial process gases). Seam-specific defaults for coal, and EU-specific or producer country-specific 
defaults for natural gas shall be further elaborated. IPCC default values are acceptable for refinery prod-
ucts. The emission factor for biomass shall be zero.

355. European Commission (2004c) and European Commission (2007a), respectively.

356. European Commission (2007a), preamble 3.
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effective, especially for small emitters and installations using biomass fuels; better align 
the guidelines with reporting made by Member States under national greenhouse 
gas inventory requirements; to increase the accuracy, credibility and integrity of the 
system; and to strengthen the verification procedures.357

Those guidelines contained in Annex I to the Decision are generally applicable, 
but the majority of the guidelines — Annexes II to XI — is activity-specific. The reason 
for this activity-specific approach can be found in the methodologies employed for 
measuring emissions which is composed of following variables: activity data, emis-
sion factors, composition data, oxidation and conversion factors.358 Each monitoring 
approach is referred to as a different ‘tier’, which in turn reflects a certain levels of 
accuracy.359 The appropriate tier level depends on the type of activity engaged in by 
the monitored facility,360 and each emissions permit must contain monitoring require-
ments, specifying the monitoring methodology and frequency as set out in Article 
6(2)(c) of Directive 2003/87/EC.361 The tier approach is based on the IPCC Inventory 
Guidelines,362 and aims for installations to be placed in the highest tiers, if technically 
feasible at a reasonable cost.363

The monitoring plans must be approved by the competent authority of the relevant 
Member State based on the criteria contained in Annex I.364 The monitoring activities 
provide the basis for the emission report which must be compiled every year covering 
the annual emissions of a calendar year in a reporting year — i.e. trading phase.365 The 
reporting requirements for installations are furthermore supplemented by the report-
ing format as set out in section 14 of the Decision. During 2008 and 2009, the scope 
of the Decision was extended to include the monitoring and reporting on activities 
emitting nitrous oxide (N2O),366 emissions and tonne-kilometer data from aviation 
activities,367 and emissions from capturing, transport and geological storage of CO2.368 
In order to lessen the administrative burden placed on installations and to harmonize 

357. European Commission (2007d).

358. For descriptions of these variables, see European Commission (2007a), Annex I, para 5, at 13-14.

359. See in detail European Commission (2007a), para 5.2, at 14.

360. Minimum requirements can be found in European Commission (2007a), Table 1, Annex I, at 16-18.

361. European Council (2003d), article 6(2)(c). (“Greenhouse gas emissions permits shall contain the follow-
ing: […] (c) monitoring requirements, specifying monitoring methodology and frequency”). Article 6(2)(d) 
also refers to reporting requirements.

362. Eggleson et al. (Eds.). (2006).

363. Loprieno (2007).

364. See specifically, European Commission (2007a), Annex I, para 4.3, 3.

365. European Commission (2007a), Annex I, section 8.

366. European Commission (2009a).

367. European Commission (2009a).

368. European Commission (2010g).
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approaches in the Member States, the Commission has published electronic templates 
for monitoring plans but only for those emissions coming from aviation activities.369

2. Verification and Penalties

Member States must ensure that the reports submitted by the operators are verified 
as to warrant that emissions have been monitored in accordance with the guidelines 
and that reliable and correct emission data will be reported.370 Verification is a multi-
segmented process, which includes strategic analysis, risk analysis, verification, inter-
nal verification and a verification report.371 This process may moreover include on-site 
visits in order to inspect the operation of meters and monitor systems.372Verification 
cannot be carried out by the national authorities involved in the issuing of allowances; 
Article 15 stipulates that ‘Member States shall ensure that the reports submitted by 
operators [..] are verified in accordance with the criteria set out in Annex V, and that 
the competent authority is informed thereof.’373 The Directive does not set any specific 
standards as to the nature or person of the verifier, meaning that the verifier may be 
either a private or public body, provided that it is independent from the operator.374 
If the verifier finds that the reported facts do not contain any ‘material misstatements’, 
i.e. any misstatements that lead to an aggregate error or omission in the total emissions 
figure greater than 5 percent, the report can be validated as reliable.375In case of non-
satisfactory verification, the Member States can bar the operator from making further 
transfers of allowances until a report has been verified as satisfactory.376

In terms of penalties, most of the discretion has been left in the hand of the Mem-
ber States. In case of a failure to surrender sufficient allowances, Member States must 
publish the names of operators in breach,377 and hold operators liable for the payment 
of an excess emissions penalty.378 The latter penalty does not release the operator 

369. This technology was also used in the US sulfur allowances program. See Tietenberg (2006), at 257 (“Ac-
cording to Kruget et al. (1999), the development of this technology has increased administrative efficiency, 
lowered transaction costs and provided greater environmental accountability.”)

370. European Council (2003d), Annex I, section 10.4.1.

371. European Commission (2004c), Annex I, section 10.4.2.

372. European Council (2003d), Annex I, section 10.4.2(c).

373. European Council (2003d), Article 15 (emphasis added).

374. European Council (2003d), Annex V.

375. European Council (2003d), Annex V, sub. 3; European Commission (2004c), at 19.

376. European Council (2003d), Article 15(2).

377. European Council (2003d), Article 16(2). See also Badrinath and Bolster (1996) (Empirical study showing 
that stock market reactions to EPA judicial actions on publicly traded firms appear to reinforce the intent 
of EPA enforcement efforts through a significant decline of 0.43% in firm value and is more pronounced 
for citations under the Clean Air Act, as well as repeat violators and more recent EPA actions).

378. European Council (2003d), Article 16(3).
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from the obligation to surrender the excess allowances the next calendar year.379 The 
penalty for failure to surrender sufficient allowances has been harmonized in both 
trading phases, and the penalty increased from EUR 40 per tonne/CO2 equivalent in 
the first trading phase to EUR 100 in the second trading phase.380 The Member States 
furthermore retain full discretion regarding penalties applicable to infringements of 
national provisions adopted pursuant to Revised Directive 2003/87, but the penalties 
must be notified to the Commission.381

Due to the focus on the verification and enforcement of the installations and their 
respective emissions, the supervision of the EU ETS market itself — the integrity of the 
market in terms of the quality and nature of the allowances traded — has been arguably 
considered secondary to the check of the installations since initially no specific provi-
sions regarding fraud, insider trading and manipulation were adopted.382 This appar-
ent regulatory gap in terms of oversight and enforcement have led to a number of high 
profile cases involving VAT fraud,383 and allowances theft.384 The later case resulted 
in the temporary closure of several of the European registries, which meant a com-
plete stop in trading for several days.385 In December 2010, the Commission released 
a statement, together with a Communication,386 in which it was acknowledged that 
the EU ETS market had become ‘a potential target of fraudulent practices’ and that as 
such ‘it is critical that it continues to be subject to appropriate and effective regulatory 
oversight.’387 The accompanying Communication is set to start work on a legislative 
proposal, which is expected to be proposed in 2011 and will take effect for the third 
trading phase.388

379. European Council (2003d), Article 16(3). See Tietenberg (2006) (Tietenberg argues that penalties should 
be commensurate with the danger posed by noncompliance. This does not imply that penalties have to 
be unrealistically high but rather that efficient penalties incorporate a financial penalty for noncompliance 
as well as the forfeiture of a number of future allowances to compensate.)

380. European Council (2003d), Article 16(3) and (4).

381. European Council (2003d), Article 16(1).

382. The Community Independent Transaction Log (CITL) does provide annual data on the independently 
verified emissions of all installations covered by the EU ETS, see European Commission (2004b), Annex 
XVI point 4(a). European Council (2003d), art. Article 12(1a) (provides that the Commission shall examine 
whether the market for emission allowances is sufficiently protected from insider dealing and market 
manipulation and, if appropriate, shall bring forward proposals to ensure such protection.) European 
Commission (2010b) is the first effort in this examination.

383. See European Commission (2010b), at 6. See also Euractiv (01 October 2009); Euractiv (18 February 2010).

384. This ‘theft’ occurred through so-called ‘phishing attacks’, see European Commission (2010b). See also 
Euractiv (21 January 2011), Euractiv (31 January 2011). Another problem has been the ‘recycling’ of CERs, see 
European Commission (2010b), at 6.

385. European Commission (25 January 2011); European Commission (18 April 2011); see also e.g. European 
Commission (22 February 2011); European Commission (14 February 2011).

386. European Commission (2010b).

387. European Commission (21 December 2010).

388. See chapter 5.
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D. EU ETS Competence Allocation – Phase I and II

Stepping away from the theory of competence allocation and market-based instru-
ments towards the reality of the EU ETS, the dividing lines between norm setting, 
implementation and enforcement are less easily drawn. At times, the distinction 
between norm setting and implementation seems rather pedantic, and the de facto 
division of powers with respect to certain competences appears to differ from the de 
jure situation. The latter is particularly true for the implementation and enforcement 
competences allocated between the European institutions and the Member States. 
Through the BSA, the Member States placed some of the cap-division competences 
in the hands of the European regulator, rather than fulfilling their country targets 
individually. Also the fact that the founding legislation for the EU ETS — Directive 
2003/87/EC — is a European instrument, created and adopted by European institu-
tions, points towards a European-based implementation.389 However, despite the fact 
that the European Member States have agreed to combine their reduction targets and 
other commitments under the Kyoto Protocol and UNFCCC respectively, the most 
important implementation and enforcement competences remain in the hands of the 
individual Member States with the European institutions playing at best a coordinating 
and facilitating role without substantial means for correction of national implementa-
tion and enforcement strategies.390

This complex situation of EU ETS competence allocation can on balance be 
reduced to the schematic representation in Figure 1 below. As this figure shows, the 
competence allocation in Phases I and II of the EU ETS can be described as consisting 
of global norm setting, combined with national implementation and enforcement, 
with a limited role for the European Union in the implementation stage — mostly 
through oversight activities.

389. European Council (2003d).

390. See section II.A.2 below.
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Figure 4.1: Competence allocation in phases I and II of the EU ETS
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Section II considers this allocation in terms of the allocation of the individual com-
petences, and welfare implications of potential interactions.

ii. regulaTory funCTioning

The allocation of norm setting competences during Phases I and II of the EU ETS fol-
lows our first-best regulatory scenario (global norm setting). However, the combina-
tion of this global norm setting with national implementation and enforcement does 
not mimic the optimum, which we distilled in chapter 3. In this section we assess 
competence allocation in the EU ETS in terms of the allocation of individual com-
petences (section A), and the extent to which (potential) interactions between these 
competences are welfare improving or reducing (section B).

A. Competence Allocation

1. Norm setting

The regulatory competence allocation in the EU ETS is best assessed at the hand of 
our three competence allocation considerations: the first order consideration of the 
allocation’s ability to capture externalities; and the second order considerations of the 
accommodation of heterogeneity, and the achievement of economies of scale/scope.

In our theoretically optimal competence allocation scenario, norm setting at the 
global level is considered the first best allocation, since this is the only allocation, 
which ensures the capture of all externalities caused by climate change. The global, dis-
proportionate and dispersed causes and effects of greenhouse gas emitting activities 
call for the centralization of norm setting as a means to capture the positive and nega-
tive externalities of these activities.Through this allocation, possibilities to externalize 
the costs of climate change are reduced. However, despite its inclusive membership, 
the UNFCCC and KP system has thus far not been successful in committing the most 
important contributors to climate change to concrete reduction goals. Key examples 
of this include a failure to include the United States in the Kyoto Protocol, and the 
choice of Canada to leave the Kyoto Protocol in 2011 after having made clear that it had 
no intention to fulfill its commitments under the Protocol.391

In terms of our second order considerations, global norm setting also renders cer-
tain benefits. Since we focus particularly on the mitigation of climate change through 
emissions trading, the instrument choice itself addresses some of the heterogeneity 

391. Kyoto Protocol. (15 December 2011).



Regulatory Competence Allocation in the European Union Emissions Trading Scheme [2005-2012] 127

concerns. More generally, the different set of options provided by the UNFCCC and 
KP, and the differentiated approach with respect to regional and national commit-
ments under these two instruments reflects an awareness of the different interests 
and circumstances of the Parties. The two most important examples of this include 
the ‘common but differentiated responsibilities’ approach of the UNFCCC,392 and the 
country specific reduction goals of Annex I of the KP.393

With respect to economies of scale and scope, we see that large economies of scale 
and scope have been achieved through the centralization of information gathering 
through the Intergovernmental Panel on Climate Change (IPCC). This is not to say that 
the creation and maintenance of the IPCC is without cost, but the synergies that can 
be created by the collection of information and the ability of the IPCC to relay infor-
mation back to regional or local bodies is crucial. Moreover, many of the countries 
affected by climate change belong to the group of Least Developed Countries, which 
would not be able to perform such research independently. In terms of economies 
of scope, there have been attempts by the COPs to link measures for climate change 
mitigation and adaptation with those of poverty reduction and sustainable develop-
ment.394 Some argue that this reduces the efficiency and effectiveness of the measures 
in respect of mitigating climate change.395 Even so, the UNFCCC’s location within the 
UN framework offers a lot of potential for the more effective combination of policies.

It is difficult to give a precise estimate of the economies of scale achieved in terms 
of the administrative costs of obtaining consensus at the global level, compared to the 
national or regional level since there are few reports on these specific types of costs.396 
For the UNFCCC’s COP in Copenhagen in 2009, the estimated costs for the host 
country of Denmark were $62 million and $2 million for the UNFCCC secretariat.397 
These numbers do not cover the (travel) costs of the tens of thousands of delegates 
and representatives that attended the COP. Nevertheless, it is unlikely that the alter-
native of decentralized norm setting would be less costly in terms of administration. 
This type of policymaking would require several regional meetings and coordination 
between these meetings, which most likely would lead to more complex coordination 
problems in terms of policy substance and norm setting since there may not be a pre-
existing institutional structure such as the United Nations (UN) on which parties can 
rely. This option would moreover ignore any pre-existing knowledge of UN bodies 

392. UNFCCC (1994), Article 4 (1) and (2).

393. Kyoto Protocol (2005), Article 17 and Annex I.

394. See e.g. European Commission (2006).

395. Beg et al. (2002).

396. Most estimates focus on the complete cost of mitigating and/or adapting to climate change as percent-
age of GDP (global or national), see e.g. Stern (2006); Ackerman and Stanton (Eds.) (2008).

397. These figures were estimates and are based on UNFCCC (2009).
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such as the United Nations Environmental Program (UNEP) and the United Nations 
Development Program (UNDP), and more generally the experience of the UN system 
in providing a platform for comparable international efforts.

2. Implementation

Prima facie, the EU ETS appeared to have elements of implementation at both the 
regional and the national level: the implementation decisions regarding cap-division 
and allowance allocation took place predominantly at the Member State level with 
only limited opportunity for the regional European level to influence these decisions. 
Given that the ultimate locus of discretion remained with the national level, we have 
labeled implementation as national. At the hand of our allocation considerations, this 
allocation may have detrimental effects in terms of externalities caused by the sub-
optimal distribution of the norm among industries. As opposed to the externalities 
dimension involved with norm setting, these externalities do not (necessarily) result 
in under- or over abatement of greenhouse gas emissions, but rather reduce the 
cost-effectiveness of the regulation through a sub-optimal distribution of the norm. 
National implementers may consider this distribution as a method of giving effect 
to the heterogeneity between national economies in terms of their reliance on ETS 
sectors, and the relative costs of emission reductions in these sectors. However, this 
heterogeneity is supposed to be internalized at the industry level, facilitated through 
the possibility of emissions trading. Taking this heterogeneity into account at the cap-
division stage of implementation is likely to result in protectionist distributions, which 
undermine the cost-effectiveness of the EU ETS.

As expected, the decentralization of cap-division competences, especially during 
Phase I and II, led to attempts by Member States to protect their industries from the 
costs involved with emission reduction. The differentiation in policy between the 
ETS- and non-ETS sectors fed into the possibility for national implementers to choose 
sub-optimal distributions. Since the marginal abatement costs are typically higher for 
non-ETS sectors, these sectors were initially excluded from the ETS system in favor of 
sectors, which could reduce pollution more efficiently.398 But the rise in costs of ser-
vices provided by the ETS sectors, which importantly included the energy sectors, also 
meant an increase in consumer prices and potential losses in competitiveness of Mem-
ber State industries. This created additional incentives for Member States to shelter 

398. The marginal abatement costs are the costs of preventing or reducing the polluting effect of a product or 
an activity per unit produced or activity performed. These costs can differ substantially per activity, per 
greenhouse gas and per production method. It is considered economically efficient for the abatement to 
take place at minimum cost, which means that those sectors that can reduce most cheaply should do so 
before other more cost-intensive actions are taken.
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their ETS sectors by shifting part of the reduction burden to the non-ETS sectors, which 
undermines the cost-effectiveness of the EU ETS.399 This would increase the overall 
reduction costs of that Member State and lead to a distortion of the European internal 
market since the competitive position of those ETS sectors would be disproportion-
ately strong as compared to other Member States.400 This competitive position would 
not only be strengthened by the fact that these industries would not have to abate as 
much as others but in extreme cases also due to the fact that the excess of allowances 
would be sold, making an industry net sellers of emissions on the European market.401

Consequently, many Member States allocated very generously to their ETS sectors, 
creating a situation of over-allocation in the first trading phase.402 The Commission 
recognized that Member States have a national interest to maximize their national 
cap despite the collective interest in setting restrictive caps for optimal reductions in 
the EU,403 and that the resulting over-allocation had meant that Phase I was a failure 
in respect of actual emissions reductions despite its success in creating an emission 
allowances market, officially attributing the over-allocation to the limited availability 
of verified data.404 Early analyses of the approved Phase II NAPs indicate that these 
NAPs would again result in an excess of allowances that would lead to a low(er) carbon 
price and little investment in low-carbon technology.405 The European Commission 
tried to address the issue of over-allocation through a stricter review of the NAPs for 
the second trading phase.406 The division of competences with respect to cap-division 

399. European Commission (2008b), at 90. See also Clò (2009), at 238 (‘By definition, over-allocation implies 
that the ETS sectors have to bear an emissions reduction burden less than proportional to their percent-
age of produced emissions. Therefore, MS where over-allocation has been detected will reach their 
emissions reduction targets only if another agent — usually non-ETS sectors — reduces the emissions that 
the ETS sectors are not legally required to abate. In this case, the main side-effect of the over-allocation of 
allocations is a shift of the reduction burden from ETS to non-ETS sectors; this form of cross-subsidization 
is not cost-effective.’)

400. See also European Commission (2008b), at 90.

401. Criterion five of European Council (2003d), Annex III did allow the Commission to reject NAPs in breach 
of Articles 87 and 88 EC on State aid but the information necessary to determine such a breach may will 
have been out of reach of the Commission, letting less manifest breaches go unnoticed.

402. See e.g. Ellerman and Buchner (2007). Ellerman and Buchner use the level of 2005 Business as Usual (BAU) 
emissions as a benchmark; for an analysis using economic efficiency, proportionality and the polluter pays 
principle as benchmarks in order to test cap stringency, see Clò (2008). The subsequent confirmation of 
the suspected over-allocation through the release of verified emissions data caused a dramatic price drop 
for European Union Allowances (EUAs) at the end of the first trading phase. For more information regard-
ing the price developments within the EU ETS, see the report by Point Carbon (2007). Analysis of 2005-06 
emissions data suggests that there has also been abatement of emissions during Phase I, which could 
be explained by decisions of affected facility managers to incorporate CO2 prices into their production 
decisions. See Ellerman and Buchner (2008), at 474.

403. European Commission (2008b), at 90.

404. European Commission (2008c), at 2.

405. See primarily: Neuhoff (et al.) (2006a), at 395 and 403; Neuhoff (et al.) (2006b), at 411.

406. Reductions imposed by the Commission represented 11.8% of the allowances on the EU ETS market. See 
Dari-Mattiacci and van Zeben (forthcoming).
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does provide a role for the European Commission in the review of National Allocation 
Plans, but already during the first Phase, the Member States raised numerous objec-
tions before the European Courts regarding the extent of this review power.407 Many of 
the Phase I cases concern the design of the NAPs and the procedural steps involved in 
their creation: regardless of the subject, the Courts held consistently that the Commis-
sion exceeded their power of review or applied the criteria incorrectly, which suggests 
that the Member States’ discretion with respect to the NAPs was rather broad, which 
was to the detriment of cost-effective norm distribution.408

In our theoretical framework, we recognize the danger of sub-optimal norm dis-
tribution in case of national implementation. However, the extent to which this might 
occur and how it relates to other advantages of national allocation, such as lower costs 
of information for benchmarking and allocation decisions cannot be determined 
without knowledge of the specific regulatory context. Arguably, the initial creation of 
NAPs required a high level of expertise regarding local industries in order to create 
benchmarks and compose overviews of the relevant installations, which strengthens 
the case for national implementation. Also the relationship between ETS- and non-ETS 
sectors at the national level constitutes information, which would be more readily 
available at the national level. Nevertheless, recent evaluations of the system show 
that there continue to be high administrative costs on the level of the Member States, 
the Commission and the installations covered by the system.409 Arguably, some Mem-
ber States are more capable of carrying these costs than others.410 In sum, we find that 
the over-allocation in Phases I and II was so severe, and the consequences for the EU 
ETS market so extreme,411 that the second order considerations of economies of scale/
scope cannot compensate for this inefficiency, which makes national implementation 
sub-optimal to regional implementation since the latter would have been better able 
to overcome most of the externality related problems of norm distribution.

407. See generally van Zeben (2009b).

408. See section II.B.

409. European Commission (2008b), at 91.

410. Poland’s registry did not go on line until eighteen months after the start of the EU ETS; and Romania and 
Bulgaria, who became participants in the trial period in its last year, did not have everything in place in time 
to participate effectively in trading in 2007 (Ellerman (2008), at 6). Moreover, several EU member states 
(Bulgaria, Greece) were found to be in non-compliance with the national system requirements under the 
Kyoto Protocol and were temporarily suspended from trading under the three market mechanisms (JI, 
CDM and emissions trading). Two other participating Member States — Romania and Lithuania — are cur-
rently in the process of submitting reports to show their adherence to the implementation requirements 
following earlier findings on non-compliance. New reports are to be submitted to the Kyoto Protocol 
Compliance Committee by February 1, 2012. See full reports on Eighteenth meeting of KP Compliance 
Committee Enforcement Branch (2012).

411. See Dari-Mattiacci and van Zeben (forthcoming).
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3. Enforcement

In our first-best competence allocation scenario, the market oversight element of en-
forcement was underlined as being the potentially problematic due to the possibility 
to externalize the costs of faulty oversight onto other jurisdictions when the geographic 
scope of the market is greater than that of the enforcer.412 Within the EU ETS, there have 
indeed been instances of VAT fraud,413 and allowances theft, which have had implica-
tions for the entire EU ETS market, such as the closure of several national registries and 
the suspension of trading.414

With respect to enforcement related to the surrendering of allowances, i.e. ensur-
ing that installations have enough allowances to cover their emissions, and other more 
‘traditional’ enforcement duties, the variance between the technical ability of Member 
States to detect violations may also result in different outcomes between Member 
States. This ability differs among the different Member States, which the Commission 
has tried to resolve through forums and best practices.415 Moreover, there was no 
initial harmonization for the accreditation standards for verifiers,416 which potentially 
increases the heterogeneity in the quality and reliability of verified reports in different 
Member States.

The allocation of monitoring and reporting duties at the national level may further-
more overlook possible economies of scale at the European level. In terms of economies 
of scope, the explicit references made to the IPPC Directive and the opportunity for 
Member States to use authorities established under this Directive, show that use could 
be made of pre-existing European arrangements.417 At the moment, these economies 

412. There was some initial discussion about establishing a European-wide market rather than a national one 
in the preparatory documents for the EU ETS. The Commission stressed that a Community approach 
would prevent the distortion of competition, could take into account existing (environmental) policies, 
and lead to important costs-savings. See European Commission (2000), at 4 (‘[A] coherent and coordi-
nated framework for implementing emissions trading covering all Member States would provide the best 
guarantee for a smooth functioning internal emissions market as compared to a set of uncoordinated 
national emissions trading schemes.’); European Commission. (2001b), at 6. Moreover, the Commission’s 
economic analysis, developed as part of the Green Paper of 2000, shows that if there would only be 
trading at the national level, but no trading between Member States, the total cost for the EU to reach the 
Kyoto targets would be around € 9.0bn in 2010. With EU-wide trading among the energy producers and 
energy intensive industries, these costs would be reduced to € 6.9bn in 2010. See European Commission 
(2000), Annex I, at 27 (since the models used to estimate these figures assume that Member States would 
be able to allocate reduction costs at least-cost between their sectors, the real costs are expected to be 
even higher, up to € 20bn/year).

413. See European Commission (2010b), at 6. See also Euractiv (01 October 2009); Euractiv (18 February 2010).

414. European Commission (25 January 2011); European Commission (18 April 2011); see also European Com-
mission (22 February 2011); European Commission (14 February 2011).

415. See e.g. information regarding the Verification Forum of 19 November 2008, available on http://
ec.europa.eu/clima/documentation/ets/monitoring_monitoring_en.htm

416. See Peeters (2006), at 187 (stating that some progress has been made in this regard). See also European 
Commission (2011e).

417. European Commission (2001b), at 8.
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of scope have not materialized in all Member States. In the Netherlands for example, 
the implementation and enforcement of the EU ETS directive, especially the permit-
ting and oversight elements, have been assigned to the national government, whereas 
similar European-based programs, such as under the IPCC, are in the hands of the 
municipalities.418 This anecdotal evidence suggests that additional efficiency gains may 
be achieved.

Overall, the potential for the externalization of enforcement failure suggests that 
the capture of externalities remains important at the enforcement stage and that the 
allocation of enforcement competences at a governance level with a geographical 
scope equal to that of the market is preferable. Heterogeneity in administrative capac-
ity and conditions strengthens our case for European enforcement since lack of capac-
ity may result in sub-optimal enforcement. It is moreover unclear whether economies 
of scale or scope are being achieved at the national level when available. In practice, 
it is difficult to verify information regarding actual national enforcement activities. For 
example, the Dutch Emissions Authority (NEA), which is the Dutch authorized body 
that deals with most issues EU ETS related matters, has extensive data on its website 
regarding its enforcement policies,419 together with publicly accessible data regarding 
the compliance behavior of all permitted installations in The Netherlands.420 This data 
suggests a 100% compliance rate among Dutch installations, which means there are 
yet to be any enforcement procedures in The Netherlands. The UK Environmental 
Agency, another competent authority, has also published guidelines on civil penalties 
for non-compliance, but no compliance data of individual installations.421 In Poland, 
penalty provisions are included in the Polish Act on the greenhouse gas emissions 
trading scheme, but no additional guidance is offered.422

Interestingly, in Poland, the competence to fine for excessive emissions,423 failure 
to submit an annual report,424 and emitting without a permit,425 lies with the so-called 
‘Institutes for Environmental Protection’, which are active at the provincial level. These 
Institutes in turn have to report to the national center for environmental protection, 
which reports to the Environmental minister.426 In The Netherlands, the NEA has the 
competence to issue permits, as well as to impose penalties. Also in the United King-

418. Peeters (2006), at 191-2.

419. See Dutch Emissions Authority (2008).

420. See Dutch Emissions Authority (2011).

421. See Environmental Agency (2009).

422. Polish Parliament (2008), chapter 11, Articles 70-77.

423. Polish Parliament (2008), Article 73.

424. Polish Parliament (2008), Article 70, paragraph 1.

425. Polish Parliament (2008), Article 72.

426. Polish Parliament (2008), Articles 76-77.
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dom, these competences are both located at the same authority (the Environmental 
Agency). The division of competences at the national level is beyond the scope of our 
analysis but for future research, the effects of these sub-national competence divisions 
may shed further light on enforcement behavior.

B. Interactions

The primary concern with respect to independent competence allocation is the pres-
ence of different types of externalities with respect to each regulatory competence. 
Based on the experiences regarding these different externalities during the first two 
trading phases, we can reflect on the types of ‘agencies’ we are dealing with at the na-
tional and European level. Based on these categorizations, we can consider whether 
the interaction between these agencies could be altered in a way that would be 
welfare improving. Most of our discussion will focus on the interaction between norm 
setting and implementation since most of the information available concerns imple-
mentation practices. Moreover, due to the over-allocation during the first phase, and 
the financial crisis during the second phase, there has not been a situation of scarcity 
on the market, which makes non-compliance through over-use less likely. In addition, 
this type of non-compliance is not the one that poses the most significant problems 
with respect to enforcement; externalities are mostly problematic concerning market 
oversight, a topic on which we do have information. This sub-section will first discuss 
how the experiences during the first two phases may inform us of agency types at the 
European and national level (1), followed by several suggestions regarding possible 
changes to the allocation of implementation and enforcement competences, given 
their interaction with norm setting and each other, respectively (2).

1. Experience-based Typology of European Actors

With respect to implementation, the divergence in types between the European Com-
mission and the Member States was made explicit through the Commission’s review 
of the Member States’ National Allocation Plans. Many of the Commission’s attempts 
to alter NAP provisions were challenged by the Member States on the basis of the 
Commission’s lack of competence to prescribe certain changes. For instance, in United 
Kingdom v. Commission, the CFI had to decide whether the Commission was entitled 
to reject amendments to a National Allocation Plan, if these amendments had not 
previously been included in the provisional NAP that was submitted by a Member 
State earlier.427 The Court felt compelled to examine the exact roles and powers of 

427. Case T-178/05 (2005).
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the Commission and the Member States under the Directive, and found that with 
respect to amendments to NAPs, the Commission cannot restrict a Member States’ 
right to propose amendmentsbut that any proposed amendment must be adopted 
by the Commission in order to become effective.428United Kingdom v. Commission is 
one of the few cases between the Commission and a Member State, which does not 
concern the issue of cap distribution.429 Despite the Court’s continuous confirmation 
of the division of powers in favor of the Member States, the Commission persisted in 
its review, and rejection, of NAPs whenever over-allocation was suspected, also with 
respect to Phase II. Member States responded to these rejections by bring actions to 
the General Court requesting an annulment of the Commission decisions.430

In September 2009, the landmark cases of Poland v Commission and Estonia v 
Commission were decided in favor of the Member States.431 In these cases, Poland 
and Estonia requested an annulment of the Commission’s decisions regarding their 
National Allocation Plans. In these decisions, Poland and Estonia were instructed 
to reduce the amount of allocated emissions by 26.7% and 47.8% respectively. The 
Member States submitted that the Commission had exceeded (the limits of) its powers 
under Article 9(3) of Directive 2003/87. Specifically, Poland submitted that the Com-
mission had overstepped its powers under the Directive by replacing the data and 
economic model used by Poland by its own and consequently, used its own data and 
economic assessment to conclude that the NAP was incompatible with the Directive 
and imposed a ceiling for the total quantity of allowances that could be allocated in 

428. The Commission may test the amendments in light of the criteria of Annex III of the Directive and Article 
10 of the EC Treaty. Also with respect to public consultation duties, the Court confirmed that there were 
two mandatory rounds of public consultation: one before the NAP was completed and one after the 
Commission has authorized the allocation but before the national decision of allocation, Case T-178/05 
(2005).

429. One of the first cases on this issue was Germany v. Commission (Case T-374/04 (2007)), in which the Com-
mission questioned Germany’s decision to include an ex-post adjustment mechanism in its NAP, which 
would allow the German government to take back allowances from installations under five different 
scenarios and to place them in the new entrants reserve. According to the Court of First Instance (‘CFI’, 
now General Court), the Commission did not prove that the German ex-post adjustment mechanism 
was incompatible with criteria 5 and 10 of Annex III to Directive 2003/87/EC. Specifically, the CFI held 
that the arguments of the Commission were neither ‘factually substantiated nor legally well founded’. 
See Case T-374/04 (2007), at para. 151-164. Regarding the incompatibility with criterion 10 of Annex III, 
the Court applied a four-part analysis (previously applied in Case T-251/00 (2002)) consisting of a literal 
interpretation; a historical interpretation; a contextual interpretation; and a teleological interpretation 
(Case T-374/04 (2007), para. 92-150). The mere fact that ‘the practice of ex-post adjustments are liable 
to deter operators from reducing their production volume and, therefore, their emission rates is not suf-
ficient to call into question the adjustments’ legality in light of the directive’s objectives as a whole’ (Case 
T-374/04 (2007), at para. 148).

430. Case T-499/07 (2008); Case T-500/07 (2008); Case T-483/07 (2008); Case T-484/07 (2008); Case 
T-369/07 (2007).

431. Case T-183/07 (2009) and Case T-263/07 (2009).
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the NAPs.432 A similar claim was made by Estonia.433 The cases were decided in favor of 
the Member States with the Court confirming that it was for the Member States and not 
the Commission to decide on the total quantity of allowances.434

As the Court annulled the decisions,435 the Commission was forced to take a 
new decision on each National Allocation Plan. In the consequent political struggle 
between the Commission and the Member States, the Commission initially rejected 
both NAPs again, stating a number of different legal grounds.436 After a revision of the 
NAPs by Poland and Estonia, the Commission approved the new NAPs on 19 April 
2010 — two years into the second trading phase.437 The new Polish National Allocation 
Plan maintains the total amount of allowances at 208.5 Mt per year, the amount that 
the Commission had previously contested. Alongside this political process, the Com-
mission has also launched an appeal with the Court of Justice.438 Thus far, however, the 
Member States have successfully resisted attempts by the Commission to indirectly 
tighten the caps for their national ETS sectors during the first two trading phases. This 
has come at the costs of increased uncertainty regarding the number of allowances on 
the market and thus a more instable carbon price.439

There have also been attempts by private parties to influence implementation, 
particularly allowance allocation decisions, through actions before the European 
Courts but this has been largely unsuccessful. A large number of cases concerned the 
Commission decisions regarding Member States’ NAPs, private parties would object 
to a reduction of the number of allocatable allowances.440 These cases have all failed 
based on the lack of standing of these parties to appeal a Commission Decision. The 
Court held that since it is the allocation decision taken by the Member States once the 
NAP has been approved, and not the actual NAP which impacts on the companies 
rights, these companies are not considered ‘individually concerned’ with respect to 
the Commission Decisions.441

In terms of allowance allocation to specific installations, the practice of grand-
fathering in the first and second phase combined with the BAU standard and the 

432. Case T-183/07 (2009), para. 120-121.

433. Case T-263/07 (2009), para 41.

434. See Order in C-503/07 P (2008), para. 75 as referred to in Case T-183/07 (2009), para. 126.

435. Case T-183/07 (2009), para. 163 and Case T-263/07 (2009), para. 114.

436. European Commission (Dec. 11, 2009).

437. See European Commission (19 April 2010).

438. Cases lodged and pending under number C-504/09P (2009).

439. See Dari-Mattiacci and van Zeben (2011). The Commission also recognized that the legal and political 
disagreement regarding NAPs created elements of uncertainty and lack of predictability negatively affect-
ing the market price and its stability, see Impact assessment, European Commission (2008b), at 91.

440. See for instance: Case T-387/04, (2007) and Case T-27/07 (2007).

441. TFEU (2008), Article 263.
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continued reliance on historic emission data for Member States’ allowance allocation 
decisions gave perverse incentives to installation owners to increase emissions in the 
base years.442 Moreover, the use of grandfathering as method of allocation provided 
firms with windfall profits due to their ability to raise consumer prices without having 
to pay for (most of) their allowances: put differently, the costs of abatement were ex-
ternalized on the consumer, which is arguably in line with the polluter-pays-principle 
but also lowers the firms incentives to innovate and/or abate.443 The Commission 
recognized this obvious danger of the ‘historical emissions’ allocation method as early 
as 2006 and moreover stressed that many of the NAPs fell short of setting standards 
that would ensure compliance with the Kyoto commitments.444

Overall, these experiences show that the interests advocated by the European 
Commission are closely aligned to the norms set at the global level, i.e. of the COPs 
under the UNFCCC and KP. The Member States’ protested the Commission’s attempts 
to correct what it considered sub-optimal distributions in the NAPs. Given that the 
consequent claims against the Commission before the European Courts were mir-
rored in the cases brought by private parties suggests that the Member States’ interests 
are more aligned with private interest groups than with the norms set at the global 
level — which we consider to reflect the global social optimum (or as close as possible 
considering imperfect information and the need to reach consensus among 193 coun-
tries). This points towards the Member States acting as rent-seeking agencies, whereas 
the European Commission’s actions are closer to that of a benevolent agency. In the 
next sub-section, we will consider the implications of this typology and how we could 
improve this allocation.

2. Welfare Enhancing Allocations

The authority invested in the agencies (i.e. the European institutions and the Member 
States) under the EU ETS’ implementation and enforcement is a positive one: they 
authorize an activity (emissions of greenhouse gasses), which would otherwise be 
forbidden, through the issuing of permits. In the case of greenhouse gas emission 
reduction through emissions trading, the relationship between the norm setter and 
the implementer is concurrent: both actions (cap setting and cap distribution) are 
needed to give effect to the positive authority installed with the agencies, and the act 
of cap setting leaves exploitable rents for the implementer during norm distribution. 

442. Neuhoff (et al.) (2006b).

443. See for instance Nash (2000). For a critique of this paper and other literature on the polluter-pays-principle, 
see Woerdman, Arcuri and Cló (2008).

444. European Commission (2006).
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In terms of the enforcement, one may expect similar practices of under-enforcement 
to arise when there is the possibility to externalize costs of non-compliance on other 
parties, especially with respect to market oversight. Implementation and enforcement 
competences are imperfectly concurrent since the extent of the rents available to the 
enforcer depends on the cap division of the implementer. In essence, therefore, the 
welfare implications are the same for both enforcement and implementation.

The combination of positive authority, (imperfectly) concurrent competences, and 
the fact that the agency can be categorized as rent seeking, as we found to be the 
case for the Member States in the implementation stage, compounds into the least 
favorable situation from a welfare perspective.445 Since the positive regulatory author-
ity of the Member State is in no way tempered by the actions of the norm setter, the 
Member States are compelled to act in an inefficient manner.446 Altering the relation-
ship between the competences to alternative, rather than concurrent, would signify 
a great welfare improvement. However, the complementary nature is inherent to the 
competences and impossible to change.

The only other welfare improving option is to create a system of unified regulatory 
powers. Hypothetically, a system of unified regulatory powers would represent a slight 
improvement over concurrent competences under positive authority in the hands 
of a rent-seeking agency but this would mean either: the setting of national norms, 
followed by national implementation, which drastically alters our premise of climate 
change mitigation through multi-level action; or, moving implementation to the global 
level, which is not feasible for political reasons.

iii. ConClusions

The application of a theoretical framework to a real-life situation is challenging since no 
model can capture all nuances of reality. In this chapter, we set out to translate the im-
plications of the competence allocation framework to norm setting under the UNFCCC 
and KP, and its implementation and enforcement under the European Union Emissions 
Trading Scheme. Despite its flaws — such as the failure to commit some of the major GHG 
emitters — the UNFCCC and KP mirror our first-best scenario of global norm setting. 
However, the national approach taken to implementation and enforcement in the EU ETS 
causes several problems with respect to different types of externalities associated with 
the implementation and enforcement processes, such as the sub-optimal distribution of 
the cap, and failure to put in place sufficient market oversight provisions resulting in trans-

445. See chapter 3, section II.B (Wa > W0 > Wc)

446. See also Parisi et al (2006), at 64.
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boundary damages. Several suggestions were made to improve this sub-optimal situation 
of competence allocation, most of which involved the re-allocation of implementation 
and enforcement competences to the European level, given the evident difference in 
interests and type between the European Commission and the Member States.

This chapter highlighted several ways in which the European Commission has 
tried to overcome the limitations of this allocation of competence through oversight-
related methods, none of which were particularly successful. The jurisprudence of the 
Court of Justice is witness to the (unsuccessful) attempts of the European Commission 
to gain greater control over the implementation and enforcement process of the EU 
ETS. Another expression of the Commission’s efforts to maintain greater influence 
of the implementation and enforcement of the EU ETS, has been through the role 
of European institutions with respect to the collection of data and other monitoring 
activities connected with enforcement.447 Under the UNFCCC, Annex I parties, such as 
the European Member States, have been required to submit national greenhouse gas 
inventories since 1996.448 The European Environment Agency (EEA) assists the Com-
mission in this area, especially with regards to the Community inventory system.449 
Based on the European Community’s annual greenhouse gas inventory, the Commis-
sion moreover prepares a short communication for the European Parliament and the 
Council, the so-called Progress Report.450 However, these reports are based on infor-
mation supplied by the national registries, rather than on independent data.451 Despite 
the importance of these measures, these endeavors to create additional oversight over 

447. It does so in line with the principle of subsidiarity, as stressed in European Council (2004c), preamble 19 
(‘Since the objectives of the proposed action, namely to comply with the Community’s commitments 
under the Kyoto Protocol, in particular the monitoring and reporting requirements laid down therein, 
cannot, by their very nature, be sufficiently achieved by the Member States and can therefore be better 
achieved at Community level, the Community may adopt measures, in accordance with the principle of 
subsidiarity as set out in Article 5 of the Treaty.’)

448. UNFCCC (1992), Articles 4 and 12.

449. The European Environment Agency was established in 1993 (the regulation establishing the EEA was ad-
opted in 1990) and its mandate is the support countries to make informed decisions about environmental 
policy and to coordinate the European environment information and observation network (Eionet), see 
European Council (2009e).

450. These Progress Report assess the actual and projected progress of Member States and the Community 
towards fulfilling their emission reduction commitments under the UNFCCC and the Kyoto Protocol. It 
also summarizes any progress on Community policies and measures resulting from the European Climate 
Change Program (ECCP). See European Council (2004c). Full reports are available on http://ec.europa.
eu/clima/documentation/eccp/index_en.htm

451. In addition, although the Member States have a responsibility to record the emission transactions in their 
registries, they are not required to track the emissions of the different installations, which means they have 
to rely on the work of third party verifiers (European Council. (2003d), Annex V, para. 12). Considering 
the cost of this verification, estimated at € 4,000-6,000 for small sites and € 10,000 to 17,000 for more 
complex sites, this looks to become a significant industry. Until 2008, Member States were able to set 
relatively independent standards regarding the person of the verifier but the situation has changed with 
the new guidelines on monitoring and reporting of 2007. See European Commission (2007a), see also 
European Commission (2011e).
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national practices cannot be equated with the re-allocation of competences to the 
European level, as it evidenced by the Commission’s failure to adjust the NAPs.

With respect to norm setting, the future of the UN-based framework beyond 2012 
remains unclear. The refusal to sign or ratify by the United States — at the time, the larg-
est emitter of greenhouse gasses; the disappointing results of the Kyoto commitments in 
terms of actual emission reductions in the Annex I countries; and current difficulties in 
securing a ‘post-Kyoto’ commitment from again the United States, China and other large 
developed ‘developing’ countries, complicate the process of coordinated global action. 
The Bali Roadmap established a timeframe for the development of commitments beyond 
the Kyoto Protocol.452 The latest meetings of the Conference of the Parties under the 
UNFCCC in Copenhagen and Cancun have failed to secure binding targets for the ‘post-
Kyoto’ period from 2012 onwards. Rather than signing an agreement with binding com-
mitments to follow up on the Kyoto Protocol, COP 15 in Copenhagen resulted only in an 
‘accord’ without any legally binding targets.453 This has led many to wonder whether future 
action on climate change can, and should, be based around the UNFCCC framework.454 
As a result, we expect to see a shift from our first-best scenario of global norm setting to a 
second-best regional norm setting scenario with respect to the EU ETS from 2013 onwards. 
Moreover, as may be expected from the interactions between the European Commission 
and the Member States in Phase I and II, several changes will also be made to the alloca-
tion of implementation and enforcement competences, as will be discussed in chapter 5.

452. See Bali Action Plan (2007, December 15).

453. Copenhagen Accord (2009).

454. For critiques of the UNFCCC format, see e.g. Prins et al. (2010); Falkner, Stephan, and Vogler (2010). For 
regional incentives, see for instance The United Nations Collaborative Program on Reducing Emissions 
from Deforestation and Forest Degradation in Developing Countries, see http://www.un-redd.org/; 
Australia’s Carbon Pollution Reduction Scheme; the New Zealand Emissions Trading Scheme; Regional 
Emission Trading Initiatives in the United States include the Midwest Greenhouse Gas Reduction Accord, 
the Energy Security and Climate Stewardship Platform for the Midwest, the Western Climate Initiative, 
and the Regional Greenhouse Gas Initiative (RGGI); See also Abate (2006); Holtkamp (2007).




