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Chapter 5

Regulatory Competence Allocation  
in the European Union Emissions Trading 
Scheme [2013 onwards]
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The first two trading phases of the European Union Emissions Trading Scheme (EU ETS), running 
from 2005 to 2012, were aimed at implementing the reduction targets set under the Kyoto Pro-
tocol (KP) by establishing a functioning carbon market. The first commitment period under the 
Kyoto Protocol runs from 2008 to 2012, at the end of which the commitments of the Annex I Par-
ties must be fulfilled. At the time of writing, new (legally binding) reduction targets have not been 
agreed, which leaves the future of global policy-making, with binding goals or targets, unsure.455 
At the European level, however, norm setting with respect to the post-2012 EU ETS regime has 
continued, building on the experiences of the first two trading phases.456 These developments at 
the global and European level give rise to substantial changes in competence allocation for the 
post-2012 period, with a concentration of norm setting and implementation competences at the 
European level. Aside from these changes in competence allocation, the overall design of the EU 
ETS will also change compared to the first two trading phases. There is an increased emphasis on 
the auctioning of allowances and the addition of several industrial sectors to the ETS system, such 
as aviation.

This chapter starts by setting out the division of norm setting, implementation and enforce-
ment competences from 2013 onwards (section I). With respect to norm setting, the stalemate 
at the global level will be contrasted with the developments at the European level, which 
were meant to run parallel to the international system but have in fact taken its place in lieu of 
international action.457 As such, the norm setting in the post-2012 regime corresponds with our 
second-best scenario.458 This expanding role for the European level is also reflected in the re-
allocation of implementation competences to the European level. The allocation of enforcement 
competences has remained relatively stable at the decentralized Member State level but some 
lessons have been learned regarding the nature of enforcement needed regarding the ETS market, 
as compared to the prior, almost exclusive, focus on the verification of allowances by individual 
installations. Section II will consider the effects of this alternative competence allocation on 
regulatory functioning, and section III concludes.

455. At the moment, Parties — importantly including the United States and China — have only been willing 
to commit to pledges, which are not legally binding. See Copenhagen Accord (Dec. 18, 2009); Cancun 
Agreements (2010); Conference of the Parties 17 (Durban) (November/December 2011), and section I.A. 
below.

456. See European Commission. (2008a) and especially European Council (2009a).

457. As phrased by Cole (2011), at 409 (‘[T]he EU-ETS is not simply a Kyoto compliance mechanism for the 
European Union but a possibly preferable institutional alternative to Kyoto’s trading mechanisms, from 
which the UNFCCC parties might learn valuable lessons for a post-Kyoto treaty.’)

458. See chapter 3.
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i. regulaTory CoMpeTenCe alloCaTion in The eu eTs

A. Norm Setting

1. (In)Action at the Global Level

The Kyoto Protocol’s first commitment period expires in 2012, and the negotiations 
regarding a binding climate change agreement for 2013 onwards have been strained. 
At the 2007 Conference of the Parties (COP) under the United Nations Framework 
Convention on Climate Change (UNFCCC) meeting, the so-called Bali Road Map 
was adopted which sets out a two-year negotiation process that should have led to 
the conclusion of a new agreement on the UNFCCC and KP’s future. The Bali Road 
Map, which included the Bali Action Plan, set out the main issues that were to be 
agreed upon for a successful future agreement to take shape, including: a long-term 
global goal for emission reductions, action on mitigation, technology development 
and transfer for mitigation and adaptation, and financing.459 The negotiations on each 
of this issue would be exceedingly complex and to address all of them concurrently 
was considered highly ambitious.460 However, the mood was optimistic: the United 
States had returned to the negotiations for the first time since 2001, the Adaptation 
Fund provided for in the Kyoto Protocol was made operational, and parties appeared 
to be willing to move away from the Annex I/ non-Annex I divide that had before 
determined much of the negotiations.461 The work on the Bali Road Map was set to 
proceed through a ‘two-track’ process with work on the UNFCCC taking place through 
the Conference of the Parties (COP), the subsidiary bodies and the Ad Hoc Working 
Group on Long-Term Cooperative Action, and work on the KP through the CMP, the 
subsidiary bodies and the Ad Hoc Working Group on Further Commitments for Annex 
I Parties.462

Despite the extensive guidance provided by the Road Map, reaching a consensus 
proved difficult and many considered the agreement reached at the 2009 Copenha-
gen conference — the Copenhagen Accord — a disappointment, or even an outright 
failure.463 The Accord is not a legally binding agreement in the same way as the Kyoto 

459. Ott, Sterk, and Watanabe (2008).

460. Ott, Sterk, and Watanabe (2008), at 93.

461. See extensively Ott, Sterk, and Watanabe (2008), at 93.

462. Kyoto Protocol (2005), Article 3.9.

463. See BBC News. (19 December 2009) (quoting Jose Manuel Barroso, EU Commission President “I will not 
hide my disappointment regarding the non-binding nature of the agreement here. In that respect the 
document falls far short of our expectations”; Xie Zhenhua, Head of China’s Delegation, “The meeting has 
had a positive result, everyone should be happy. After negotiations both sides have managed to preserve 
their bottom line. For the Chinese this was our sovereignty and our national interest.”; Lumumba Stan-
islaus Di-Aping, Head of the G-77 Group, “[The draft text] asks Africa to sign a suicide pact, an incineration 
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Protocol is, and as such does not contain any binding emission reduction targets for 
the parties;464 rather, the Copenhagen Accord left open the reduction commitments 
of the Annex I parties and the developing country parties.465 These commitments were 
to be communicated by the parties before 31 January 2010, a soft deadline which has 
been met by most parties.466 Regardless, these targets do not represent legally binding 
commitments, as do the Kyoto Protocol commitments. Even more worryingly with 
respect to the development of global climate change policy, however, is the fact that 
the mandate to createa legally binding negotiation outcome has been deleted from the 
Copenhagen Accord, which means that although negotiations continue, their aim and 
scope is limited.467 The failure to come to an international agreement on the mitigation 
of and adaptation to climate change has strengthened existing claims regarding the 
inadequacies of the KP,468 and the call for a different vehicle for combating climate 
change.469 The COP-17 meeting held in Durban in December 2011 has provided secu-
rity regarding the continuation of a second commitment period for the Kyoto Protocol 
without a gap, which ensures the continuation of the CDM and JI mechanisms.470 
Moreover, a commitment has been made to ‘clarifying the developed country Parties’ 
quantified economy-wide emission reduction targets’.471 Considering the approaching 
end of the first Kyoto Protocol commitment period, the failure to reach agreement on 
reduction commitments for the post-2012 period, specifically with respect to climate 
change mitigation through the setting of emission reduction targets, has meant that 
(binding) norm setting can no longer be considered to take place exclusively, or even 
primarily, at the central level.472 In our analysis of the post-2012 period, we witness a 
shift to norm setting at the European level.

pact in order to maintain the economic dominance of a few countries. It is a solution based on values, the 
very same values in our opinion that funneled six million people in Europe into furnaces.”); see also Vidal 
(19 December 2009).

464. Officially, the Copenhagen conference was a joint meeting of the Fifteenth Session of the UNFCCC Con-
ference of the Parties (COP 15) and the Fifth Session of the Kyoto Protocol Meeting of the Parties (CMP 5).

465. See Copenhagen Accord (Dec. 18, 2009), Appendix I and II.

466. For the reduction targets, see Copenhagen Accord (Dec. 18, 2009), Appendix I; see also Rogelj (et al.) 
(2010); Stern and Jotzo (2010), at 6776-6783 (finding that China is likely to need to adopt ambitious car-
bon mitigation policies in order to achieve its stated target, and that its targeted reductions in emissions 
intensity are on par with those implicit in the US and EU targets. India’s target is less ambitious and might 
be met with only limited or even no dedicated mitigation policies).

467. See Dimitrov (2010), at 22. See also Bodansky (2010b).

468. Victor (2001); Cole (2008).

469. See e.g. Dimitrov (2010), at 22; Oberthur and Pallemaerts (2010); Selin and VanDeveer (2009).

470. KPMG (2011).

471. COP 17 (Durban) (2012), at 2.

472. See e.g. Ostrom (2009); Ostrom (2010); Bodansky (2010a), at 240 (stating that ‘the Copenhagen Accord 
may well represent the high-water mark of the climate change regime for some time to come’).
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2. EU Action

From 2005 onwards, the growing prominence of the European Union’s Emissions 
Trading Scheme helped to cement the leadership position that the European Union 
and its Member States had adopted in lieu of action by the United States, which has 
given rise to increased policymaking on climate change and energy policy at the 
European level. Policymaking in these areas has always been an important internal is-
sue for the European Union, but has increasingly become part of the Union’s external 
policies through attempts to influence international norm setting on climate change.473 
In March 2007, the Spring European Council under the German Presidency agreed 
on what would later be called the ’20 20 by 2020’ climate and energy package.474 In 
this package, tabled by the Commission in January 2008, the EU heads of state and 
government agreed to:

•	 Achieve	(at	least)	a	20	percent	reduction	of	GHG	emissions	from	the	1990	level	
by 2020;

•	 Increase	the	share	of	renewable	energy	sources	to	20	percent	in	2020	(includ-
ing a minimum target of 10 percent biofuel share);

•	 A	saving	of	20	percent	on	the	EU’s	projected	energy	consumption	for	2020.

The Commission was tasked with the operationalization of these goals, which led to 
the 2008 Commission communication ‘20 20 by 2020 — Europe’s climate change 
opportunity’.475

The package was adopted by the Council and the Parliament on 17 December 
2008, and became law in June 2009. It introduces four key pieces of legislation focus-
ing on different elements of the EU’s climate change and energy policy, all aimed at 
climate change mitigation through reduced greenhouse gas emissions. Aside from a 
large-scale revision of the EU ETS,476 the package included (i) the Effort Sharing Agree-
ment (ESA), setting out national emission targets for non-ETS sectors;477 (ii) binding 

473. See also Dupont, Oberthür and Pallemaerts. (2010), at 14 (‘In this context, three factors that have sup-
ported the EU’s motivation for continued international leadership on climate change deserve particular 
highlighting. First, climate policy is an important driver of European integration in general. [..] The ur-
gency and importance of the issue of climate change was increasing with the IPCC Fourth Assessment 
Report and public opinion polls showed high support for European-level action in this field. [..] Second, 
intensifying discussions on the security of energy supplies to Europe have leant strong support to the 
development of stringent climate policies. [..] Third, the position of the EU in the international system and 
its established strong support for multilateralism also reinforce EU leadership on climate change.’)/ at 13 
(‘Since the early 1990s, the EU has established itself as the most prominent leader in international climate 
policy by pushing for stringent international commitments.’)

474. See also Dupont, Oberthür and Pallemaerts (2010), 45 onwards.

475. European Commission (2008a).

476. European Council (2009a).

477. European Council (2009d).
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national renewable energy targets;478 and (iii) a legal framework for the development 
and use of carbon capture and storage (CCS).479 The Commission itself also adopted a 
set of amended guidelines on state aid for the environment.480

Aside from setting out the internal climate change and energy policy, the 2020 
package moreover gave an important signal to the international community regarding 
the European position for the ongoing UNFCCC and KP negotiations. The European 
climate change and energy package may be considered as much a reaction to inter-
national norm setting efforts, as an attempt to influence these efforts.481 In a memo of 
November 2009, the position of the EU and its Member States for the Copenhagen 
climate negotiations is summarized as follows: ‘The EU is pressing for a ‘global, ambi-
tious, comprehensive and legally binding international treaty [so that] global warming 
average temperature [is] kept below 2 degrees Celsius above the pre-industrial level.’482 
To achieve this goal, the European position was further specified as aiming for a peak 
in global greenhouse gas emissions in 2020, after which emissions should be halved 
from 1990 by 2050 and continue to decline thereafter. Industrialized countries should 
contribute to this goal with a 30% reduction below 1990 levels by 2020, and devel-
oping countries should aim for a 15-30% deviation below business-as-usual levels.483 
Aside for mitigation through GHG emission reduction, an international agreement 
should also include incentives to slow and stop tropical deforestation; reduce aviation 
and maritime transport emissions; include a Framework for Action on Adaptation; 
provide financing for research; and further develop financial flows through the carbon 
markets, the Clean Development Mechanism, and Joint Implementation.484

Both the revised Directive 2003/87/EC governing the ETS and the Effort Sharing 
Agreement refer explicitly to the consequences of a possible international agreement 
for EU emission reduction targets: the 20 percent reduction target would increased 
to 30 percent, provided that other developed countries ‘commit themselves to com-
parable emission reductions and economically more advanced developing coun-
tries commit themselves to contribute adequately.’485 Article 28 of revised Directive 
2003/87/EC and Article 8 of the ESA furthermore provide a mandate for the Commis-
sion to report on a possible set of adjustments that would be applicable in the event of 

478. European Council (2009b).

479. European Council (2009c).

480. European Commission (2008d).

481. Skjærseth and Wettestad (2010), at 86.

482. European Council (2009f).

483. European Council (2009f), at paragraph 8.

484. European Council (2009f), at paragraph 28, 19, 22, 25, and 41, respectively.

485. European Council (2003d), Preamble 3, and Article 1; European Commission (2009b), Preamble 3, 
Articles 1 and 8.
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the approval of an international agreement on climate change by the EU.486 The failure 
of the Copenhagen COP has meant that the conditions for the EU to move towards 
a 30% reduction target were not met.487 Given the lack of action at the international 
level and by comparable economies, a move to the 30% level was not considered 
feasible,488 which means that the target of a 20 percent reduction of GHG emission 
below 1990 levels remains in force for the period from 2013 to 2020.

In the absence of an international agreement with legally binding reduction targets, 
such as the KP for the 2008-2012 period, this 20 percent reduction target constitutes 
the policy goal underlying our analysis. The European goal of a 20 percent reduc-
tion below 1990 levels encompasses the whole of the European economy, divided 
between the ETS sectors and the non-ETS sectors. Since 2005 was the first year for 
which reliable Member State level emissions data for the ETS and the non-ETS sectors 
were available, the ETS and non-ETS targets take 2005 as the base year, despite the 
reference to 1990 in many of the earlier policy documents.489 A 20 percent reduction 
target compared to 1990 translates to a 14 percent reduction compared to 2005, with 

486. European Council (2003d), Article 28; European Commission (2009b), Article 8(6).

487. Nevertheless, the Commission published a communication regarding the risks of carbon leakage in the 
event the EU would move beyond the 20 per cent reduction target, also taking into consideration the 
changed (global) economic circumstances since the creation of EU policy in 2008, see European Com-
mission (2010a).

488. European Commission (2010a), at 11, 13 (The Commission found that the economic crisis reduced the 
absolute costs of achieving the 20 percent target, but so is the potential of the target to provide incentives 
for technological change).

489. Lacasta, Oberthür, Santos and Barata (2011), at 103.

Target: 
-20% compared to 1990 

-14% compared to 2005 

non-ETS sectors 
-10% compared to 2005 

EU ETS sectors 
-21% compared to 2005 

27 Member State targets, 
stretching from -20% to +20% 

Figure 5.1: Norms under the revised EU ETS Directive and the Effort Sharing Agreement
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the ETS sectors having to reduce 21 percent compared to 2005,490 and the non-ETS 10 
percent compared to 2005, as illustrated in Figure 1.

Between the revised ETS directive and the new ESA, there are some important 
changes from the existing regulatory system for GHG reductions, such as the inclusion 
of all EU Member States in the ESA, as opposed to the EU15 in the comparable BSA, 
and the emphasis on per capita GDP in the setting of ESA emission reduction targets. 
With respect to the ETS, Article 9 of Directive 2009/29/EC introduces a EU wide cap 
based on the 21 percent reduction target (compared to 2005). This cap translates to a 
1.74 percent reduction per year from 2013 onwards, compared to the average annual 
total quantity issued by Member States in their NAPs for the period 2008 to 2012.491

In the absence of international norm setting with corresponding legally binding 
GHG reduction targets, the cap-setting by the EU under the ’20 20 by 2020’ program 
may be considered a decentralization of norm setting competences from the global 
to the regional level. At the same time, however, through the translation of these 
norms to specific caps for the ETS and non-ETS sectors, which effectively abolishes the 
need for National Allocation Plans with respect to the ETS-sectors, implementation 
competences (cap distribution) are also moved to the European level. The latter will 
be discussed in more detail in section B, for now, it suffices to point at the fact that 
increased interaction between these two competences through their concentration at 
the European level is self-evident.

B. Implementation

As in the first two trading phases, we can distinguish between cap substantive and 
procedural rules, relating to cap division and allowance allocation respectively. With 
respect to both sets of rules, substantive changes are foreseen for the post-2012 period. 
Aside from the abolition of the National Allocation Plans, the shift from grandfathering 
emission allowances to auctioning will have a considerable impact.

490. The ETS sectors now also include the aviation sector from 2012 onwards. See European Council (2008b). 
The 2012 cap was set at 97 percent of average 2004-2006 airline emissions, and 85 percent of allow-
ances would be allocated for free. From 2013 onwards, the cap would be set at 95 percent of average 
2004/2006 emissions.

491. See extensively European Council (2003d), Article 9. For installations which are unilaterally included by 
Member States as an addition to the European scheme under article 24(1) and installations carrying out 
activities under Annex I, which are only included from 2013 onwards, the Member States are under the 
obligation to submit additional data before 30 April 2010. European Council (2003d), infra, Article 9a (1) 
and (2).
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1. Substantive Rules: Cap-Division

The process of cap-division has been much simplified through the abolition of the Na-
tional Allocation Plans and the adoption of a yearly diminishing cap (1.74 percent/year 
from 2013 onwards).492 The competences to administer this cap has moved completely 
to the European level, taking an important implementation competence out of the 
hands of the Member States. In addition, the practice of grandfathering is to be phased 
out and replaced by auctioning. This means that all allowances not allocated free of 
charge must be auctioned from 2013 onwards. However, the move to auctioning will 
be gradual and full auctioning is not reached for the non-carbon leakage sensitive 
areas until 2027.493 In 2013, roughly half of the EU allowances for installations (EUAs) 
and 15% of the EU aviation allowances (EUAAs) will be auctioned.494

The allowances that Member States will be able to auction off will depend on the 
division of the Community-wide cap by the Commission pursuant to Article 9, which 
has been subject to intense discussion and received much attention in the Proposal 
for the Directive and the accompanying Impact Assessment.495 The final division at-
tempts to reconcile two policies: (i) prevent differentiation between ETS sectors in 
different Member States since this could lead to distortions of the internal market and 
lessen economic efficiency,496 and (ii) ensure solidarity with the so-called ‘low GDP 
per capita’ Member States which may be inequitably affected by the introduction of 
auctioning.497 In the end, a compromise was found between these goals in the deci-
sion to subdivide the total of the Community-wide allowances into three parts:498 (i) 
88% of the total quantity of allowances is to be divided among the Member States 
in shares identical to the share of verified emissions under the ETS for 2005, or the 
average of 2005-2007; (ii) 10% of the total quantity will be distributed among the ‘low 

492. European Council (2003d), Article 9.

493. European Council (2009a), Article 9 (‘The level of auctioning of allowances for non-exposed industry will 
increase in a linear manner as proposed by the Commission, but rather than reaching 100% by 2020 it will 
reach 70%, with a view to reaching 100% by 2027’).

494. European Commission. (16 July 2010), para. 5. More generally, it should be noted that from 2013, the 
scope of the ETS will be extended to include other sectors and greenhouse gases. Inter alia, more CO2 
emissions from installations producing bulk organic chemicals, hydrogen, ammonia and aluminum will 
be included, as will nitrous oxide (N2O) emissions from the production of nitric, adipic and glyocalic acid 
production and perfluorocarbons from the aluminium sector. Installations performing activities, which 
result in these emissions will be included in the EU ETS as from 2013.

495. European Commission (2008b).

496. European Commission (2008c), preamble 17.

497. The Commission used several models to graph the different (auctioning) scenarios and consider the 
impacts on the different countries, see European Commission (2008b), at 32-70. For the GDP data used 
for the purposes of revision of Directive 2003/87/EC, see European Commission (2008b), at 42-45.

498. See European Commission. (2008c), Article 10(2). The division of the total number of allowances can be 
found in European Council. (2009a), Article 10.
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GDP per capita’ Member States for the purpose of solidarity and growth, and;499 (iii) 
2% of the total quantity will be distributed among Member States whose greenhouse 
gas emissions in 2005 were at least 20% below their respective Kyoto levels (the 
‘Kyoto-bonus’).500 With the division of the cap made at the Commission level and the 
corresponding abolition of the National Allocation Plans, substantive implementation 
competences have been centralized at the European level.

2. Procedural Rules: Allowance Allocation

The allocation of allowances during the first two trading phases primarily took place 
through grandfathering, with only 5 to 10 percent of allowances eligible for auction-
ing.501 This has changed for the post-2012 period where the emphasis shifts to auction-
ing. In terms of competence allocation, the substantive rules regarding auctioning are 
contained in the revised Directive 2003/87/EC. The procedural rules regarding the 
actual auctioning of allowances are a different matter since Directive 2009/29/EC’s 
initial guidance regarding the auctioning of allowances was limited, suggesting that the 
Member States would retain a large amount of discretion in respect of the auctions.502

However, Regulation 1031/2010 on the timing, administration and other aspects 
of auctioning (the Auctioning Regulation) proved to be rather prescriptive in setting 
out the structure of the auction system.503 The Regulation details the nature of the 
auctioned products,504 the method of bidding,505 the auction calendar,506 access to the 
auctions,507 and the appointments of the auctioneer and auction monitor.508 In the 
Impact Assessment preceding the Regulation,509 the Commission set out three formats 
for the auctioning process: a centralized approach where auctions are conducted on 
behalf of all Member States through a single EU-wide auction process;510 a coordinated 

499. The division between the low GDP Member States can be found in European Commission (2008c), An-
nex IIa.

500. This distribution can be found in European Commission (2008c), Annex IIb.

501. European Council (2003d), Article 10 and 11.

502. European Council (2009a), Article 10(4) (auctions are to be conducted in in an ‘open, transparent, harmo-
nized and non-discriminatory manner’, will be open to participants of all nationalities — also from outside 
the European Community, and small emitters must be guaranteed access. Moreover, auctions need to be 
cost-efficient and the same information must be given to all participants.)

503. European Commission (2010e).

504. European Commission (2010e), Article 4.

505. European Commission (2010e), Article 5-7.

506. European Commission (2010e), Article 8-14.

507. European Commission (2010e), Article 15-21.

508. European Commission (2010e), Article 22-23 and 24-25 respectively.

509. European Commission (2010c).

510. European Commission (2010c), at 10.
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approach consisting of a limited number of auction processes set up by Member States 
either individually or jointly;511 and a hybrid approach, which would divide the auction 
process in two by collecting bids through individual trading places in pre-determined 
timeslots after which a clearing price would be determined. Consequent payment and 
delivery would then be completed through the individual trading places and revenues 
would automatically flow to the Member States.512

In the Impact Assessment, the Commission expresses a strong preference for the 
centralized approach based on the efficiency of this option.513 Most Member States 
also expressed their support to a centralized process, with exception of some of the 
large emitters Member States — United Kingdom, Poland, Germany,514 and Spain — 
who prefer to control their own auctions.515 The Auctioning Regulation reflects this 
lack of consensus regarding the centralized approach by providing for one auction 
platform to be created through a joint procurement procedure between the Commis-
sion and the Member States,516and for alternative platforms to be created through opt-
outs by Member States.517 The United Kingdom, Germany and Poland have notably 
opted out of the common platform.518 They will nevertheless have to submit detailed 
documentation regarding the identity and operating rules of the auction platform to 
the Commission, which may review the notifications to a certain extent.519 It is unclear 
what the nature of the Commission’s review power is but there is mention of ‘modified 
notifications’.520 This suggests that the Commission’s power of review is comparable to 
that of the National Allocation Plans of Phases I and II, rather than ‘complete’ central-
ization that the Commission preferred as witnessed by the Impact Assessment.

511. European Commission (2010c), at 10.

512. European Commission (2010c), at 10.

513. See European Commission (2010c), at 23. See also section (b) below for full discussion.

514. Germany also raises several subsidiarity concerns regarding the centralized approach.

515. European Commission (2010c), at 37. Other Member States are in favor of centralization but are pes-
simistic about the feasibility of this approach. Member States in favor of centralization include Sweden, 
Finland, Denmark, Austria, France, Italy and the Netherlands. The Netherlands proposed a hybrid out-
come in case of a failure to agree on the centralized approach. See European Commission, infra, at 37. 
The United Kingdom proposed an opt-out system for the initial stage with eventual convergence to the 
centralized approach. See European Commission, infra, at 37.

516. European Commission (2010e), Article 26-29.

517. European Commission (2010e), Article 30-32. See also European Commission (2010e), recitals 6-8 (adding 
that any remaining risk of reduced competition in the carbon market through a common auction platform 
will be mitigated through an opt-out possibility for Member States).

518. European Commission (21 February 2011).

519. European Commission (2010e), Article 30(6).

520. European Commission (2010e), Article 30(6).
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3. Execution: Institutions

The execution of the implementation of the EU ETS was always foreseen to take place 
at the Member State level. Article 18 of Directive 2003/87/EC provides that Member 
States shall make the ‘appropriate administrative arrangements, including the designa-
tion of the appropriate competent authority or authorities, for the implementation of 
the rules of this Directive.’521 This provision remains essentially unchanged after the 
adoption of Directive 2009/29/EC, only supplemented by additional provisions 
regarding Member States’ responsibilities regarding the administration of aviation 
activities, which are included in the EU ETS from 2012 onwards.522 Member States 
are also required to put in place registries that oversee the accounting of allowance 
trades.523 In respect to the later, there has been some centralization through the adop-
tion of standardized electronic databases provided by the Commission.524 Moreover, 
Member States are allowed to maintain their registries together with one or more 
other Member States.525 Alongside the decentralized registries and authorities put in 
place by the Member States, the Commission is responsible for designating a Central 
Administrator ‘to maintain an independent transaction log recording the issue, transfer 
and cancellation of allowances.’526 This Central Administrator conducts automated 
checks on transactions are report irregularities to the relevant Member State, who is 
then responsible for following up on the matter.527

The shift to increased auctioning also has some institutional implications. Once the 
legislation regarding the auctioning platforms is put in place, Member States or groups 
of Member State will administer the auctions. Here, a certain level of harmonization 
is foreseen with respect to the manner of auctioning, in contrast with the auctioning 
revenues, which are considered to be at the discretion of the Member States. The 
Auctioning Regulation stipulates that each Member State will appoint an auctioneer 
who shall receive and distribute the auction proceeds to each Member State.528 This 
confirms the provisions contained in Article 10(3) of Directive 2009/29/EC, which 
states that Member States shall determine the use of revenues generated from the 
auctioning of allowances. However, Article 10(3) also state that at least 50% of the rev-
enues made by auctioning the allowances of the 88% share referred to in Article 10(2)
(a) and the total amount of revenues made by auctioning the ‘solidarity’ ten percent 

521. European Council (2003d), Article 18.

522. European Council (2008b).

523. European Commission (2010f), Article 19(1).

524. European Commission (2010f), Article 19(1).

525. European Commission (2010f), Article 19(1).

526. European Commission (2010f), Article 20 (1).

527. European Commission (2010f), Article 20(2)

528. European Commission (2010e), Article 23(b) and (c).
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stipulated in Article 10(2)(b), should be used for certain specific aims.529 There has been 
some discussion as to whether this use of revenues constituted a binding requirement 
on the side of the Member States after the adoption of Directive 2009/29/EC.530 Al-
though there is no mention of the use of revenues in the Regulation aside from the role 
of the auctioneer in transferring them, the preamble of the Regulation stresses that 
Member States determine the use of revenues, as provided by Article 10(3) of Direc-
tive 2003/87/EC.531 The extent to which the Commission will be able to influence the 
earmarking (and spending) of auctioning revenues for certain aims remains to be seen 
but is likely to be (very) limited.532

C. Enforcement

The enforcement processes covered by Articles 14 to 16 of Directive 2003/87/EC for 
the first and second trading phase were modified only slightly by Directive 2009/29/
EC. The changes between phase II and III were relatively limited and related primarily 
to the expansion of the EU ETS into additional sectors of the economy, specifically 
aviation. As such, the decentralization of enforcement competences appears to be a 
constant factor within the overall division of competences within the EU ETS.533

529. European Council (2003d), Article 10 (3) (These aims include: (a) to reduce greenhouse gas emissions; 
(b) to develop renewable energies to meet the commitment of the Community to using 20 % renewable 
energies by 2020; (c) measures to avoid deforestation and increase afforestation and reforestation in 
developing countries that have ratified the international agreement on climate change; (e) the environ-
mentally safe capture and geological storage of CO2, in particular from solid fossil fuel power stations 
and a range of industrial sectors and subsectors, including in third countries; (f ) to encourage a shift to 
low-emission and public forms of transport; (g) to finance research and development in energy efficiency 
and clean technologies in the sectors covered by this Directive; (h) measures intended to increase energy 
efficiency and insulation or to provide financial support in order to address social aspects in lower and 
middle income households; (i) to cover administrative expenses of the management of the Community 
scheme.

530. See Zeben (2009a), at 353 (‘This provision is not legally binding for the Member States; the use of the 
words ‘should be’ makes it clear that it is a non-legally binding suggestion, which the Commission will 
not be able to enforce. That said, Article 10(3) also states that Member States ‘shall be deemed to have 
fulfilled the[se] provisions [..] if they have in place and implemented fiscal or financial support policies[..]. 
Member States shall inform the Commission as to the use of revenues and actions taken pursuant to this 
paragraph in their reports’. The obligations to report is real and the words ‘shall be deemed to have ful-
filled’ suggests that there is a more binding character to Article 10(3) than one would prima facie expect.’)

531. European Commission (2010e), recital 37. Italics inserted by author. The choice of words for the preamble 
seems to indicate a clarification of the original wording of Article 10(3) (though not having any legal force).

532. See also European Commission (23 November 2011), which refers to the ‘put[ting] in place operational 
rules for Member States to report on their use of revenues from the auctioning of allowances in the EU 
emissions trading system (EU ETS). Member States have committed to spend at least half of the revenue 
from such auctions to flight climate change in the EU and third countries.’

533. Combined with the highly technical and complex nature of the provisions, this may explain why most of 
the literature on the EU ETS has thus far focused on the policy side of the EU ETS. Monitoring, reporting, 
verification and penalties are seldom mentioned in academic discussions about the EU ETS and if so, only 
as complementary to an analysis of lawmaking within the EU ETS. Contributions focusing solely on the 
enforcement processes are predominantly found as policy documents by institutions such as the OECD, 
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1. Monitoring & Reporting

One of the main changes regarding monitoring and reporting as mentioned in the 
Revised Directive 2003/87 are the additional provisions relating to the inclusion of the 
aviation section in the EU ETS.534 From 2012 onwards, aviation emissions are covered 
by the EU ETS,535 which requires additional monitoring and reporting by the airline 
operators, supervised by the Member States.536 Aside from the provisions in Revised 
Directive 2003/87, specific guidelines are set out in Decision 2009/339/EC which 
amends Decision 2007/589/EC.537 Except for the changes in terms of scope, there is 
little difference in the provisions for monitoring and reporting themselves. The main 
responsibility remains with the operators while the Member States are responsible for 
making sure that monitoring and verification obligations are met.

In line with the described shared responsibility for monitoring and reporting, 
Member States must ensure that reports submitted by (aircraft) operators are verified 
in accordance with criteria set out in Annex V to the Revised Directive 2003/87.538 
The Commission shall adopt a regulation specifying the verification process of reports 
based on the Annex V criteria by 31 December 2011.539 If such verification proves to be 
unsatisfactory, the (aircraft) operator in question shall be barred from making further 
allowance transfers.540 In light of the inclusion of aviation, Member States are now 
also obliged to publish the names of both operators and aircraft operators that fail 
to surrender sufficient allowances. Directive 2009/29/EC moreover provides that the 
penalty shall increase in accordance with the European index of consumer prices.541For 
the aviation sector, specific additional penalties are available, allowing Member States 
to request an operating ban on an aircraft operator from the Commission.542

see for instance, Peterson (2008). See cf. Peeters (2006), Stranlund et al (2002). This is in sharp contrast 
with the increasing critique on the UNFCCC system as lacking reliable enforcement mechanisms and 
the importance of good monitoring and enforcement for the success of environmental regulation, and 
climate change regulation, generally. See e.g. Stewart and Wiener (2007), at 60; Victor (2007), at 142.

534. European Council. (2008b).

535. The aviation emissions covered by the scheme include emissions from all European Member States plus 
Iceland, Liechtenstein and Norway, the EEA Member States also covered by the EU ETS (see EEA Joint 
Committee (2007).

536. European Council (2003d), Article 14(3) (‘Member States shall ensure that each operator of an installation 
or an aircraft operator monitors and reports the emissions from that installation during each calendar year, 
or, from 1 January 2010, the aircraft which it operates, to the competent authority after the end of that year 
in accordance with the regulation referred to in paragraph 1.’)

537. European Commission (2009e).

538. European Council (2003d), Article 15.

539. European Council (2003d), Article 15.

540. European Council (2003d), Article 15.

541. European Council (2003d), Article 16(4).

542. European Council (2003d), Article 16(5)-(10). Detailed provisions regarding the procedure surrounding 
this penalty have not yet developed but may be established through comitology. Whether this will in fact 
happen remains unclear. See European Council (2003d), Article 16(12).
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2. Verification & Penalties

The practices regarding verification and penalties have not gone through any sig-
nificant changes between the second and third trading phase. The most note-worthy 
development in this area has been the increased awareness of the need for market 
oversight in addition to individual verification. Incidents involving VAT fraud and 
allowance theft during the second trading phase led to increased salience of these 
issues and the publication of Communication ‘Towards an enhanced market oversight 
framework for the EU Emissions Trading Scheme’.543 This Communication covers all 
behavior as defined in the Market Abuse Directive (MAD) as ‘market abuse’, namely 
insider dealing and market manipulation.544 In addition, the Communication refers 
to some other types of manipulation such as money laundering, terrorist financing 
and other criminal activities.545 Also the lack of harmonized accounting standards is 
considered harmful for the transparency and overall efficiency of the market and is 
set to be addressed through cooperation with the International Accounting Standards 
Board and the Financial Accounting Standards Board.546

Before the Communication and the Commission’s efforts to regulate in this area, 
trading on the EU ETS market was already subject to financial markets regulation under 
MAD by virtue of emission allowances qualifying as a financial instrument on a regulated 
market.547 Similarly, emission allowance derivatives are also subject to regulation under 
the Markets in Financial Instruments Directive (MiFID) when traded on a regulated mar-
ket or a ‘multilateral trading facility’.548 These two instruments already impose a number 
of operational and reporting requirements, yet due to the differences between the na-
tional provisions for allowance trading, not all emission allowances are covered by the 
same regime.549 Overall, the Commission concludes that the liquidity of the ETS market 
is satisfactory and that a major part of the market is already subject to market regulation 
through the financial markets regulation.550 Some blind-sports remain however, includ-
ing, spot trading, which is currently regulated at the Member State level, if at all, and the 
future primary auctioning market which will be covered by the Auctioning Regulation.551 
With respect to verification and penalties, the Member States will continue to hold most 
executory powers and responsibilities, which explains the existing differences in national 

543. European Commission (2010b).

544. European Council (2003c).

545. European Commission (2010b), at 6.

546. European Commission (2010b), at 6.

547. European Commission (2010b), at 7.

548. European Council (2003e).

549. European Commission (2010b), at 8.

550. European Commission (2010b), at 9.

551. European Commission (2010b), at 10.
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regimes, but there will be increased guidance from the European level particularly with 
respect to market regulation (as opposed to the monitoring of individual installations).

The Commission has propose two new regulations regarding the monitoring, 
reporting and verification of greenhouse gas emissions, in December 2011.552 This 
regulation set out new provisions with respect to verification, in order to ensure that 
the criteria for competent verifiers are the same in all Member States, and verifiable, 
objective, and transparent.553 This regulation effectively harmonizes the criteria for 
verification in all Member States from January 2013 onwards. The proposed Regula-
tion on monitoring and enforcement builds on the 2007 Commission Decision es-
tablishing guidelines on monitoring and reporting and sets out future harmonization 
in this area.554 Significantly, the Regulation speaks to the allocation of monitoring and 
enforcement competences among Member State competent authorities in so far as 
Member States with more than one competent authority are required to coordinate 
the work of these authorities in order to prevent duplication.555

D. EU ETS Competence Allocation – Phase III

Despite its shortcomings, the UNFCCC and Kyoto Protocol were able to capture an 
international consensus with legally binding emission reduction commitments, which 
formed the basis for the first two trading periods of the EU ETS. The international ne-
gotiations that were meant to secure similar, or even more extensive, commitments 
for the post-2012 period have failed in secure legally binding targets so far. As a result, 
the competence allocation for the third trading phase of the EU ETS moves away from 
our first-best scenario of global norm setting to our second-best scenario with regional 
norm setting. For implementation and enforcement, the allocation situation has be-
come increasingly complex. With respect to implementation, we see that discretion 
regarding substantive rules has also shifted to the European level with the abolition 
of the NAPs. The procedural rules and execution remain primarily in the hands of the 
Member States. Since these elements are both crucial for the successful implementa-
tion, we must speak of a shared allocation at the European and Member State level. 
Similarly, European institutions enforcement exercise increased control over market 
oversight enforcement, while the enforcement competences with respect to insuf-
ficient allowances remain with the Member States, as reflected in Figure 2 below.

552. European Commission (2011c), and European Commission (2011d).

553. European Commission (2011c), preamble 16.

554. The proposed Regulation represents the first binding document on monitoring and enforcement aside 
for the provisions in Directive 2003/87 and warrants further discussion. However, given the scope of this 
dissertation, we focus only on those aspects that pertain to competence allocation.

555. European Commission (2011d), at preamble 4 and Article 10.
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ii. regulaTory funCTioning

The shift of norm setting competences to the European level during Phase III of the 
EU ETS corresponds with our second-best scenario (regional norm setting).556 We also 
witness a shift in the substantial implementation competences regarding norm distri-
bution to the European level, leading to an overall convergence of competences at 
this level. Also with respect to enforcement, market oversight encompasses a greater 
role for the European institutions. The Member States retain control over several pro-
cedural aspects of implementation and the oversight elements that relate directly to 
installation compliance. In this section we analyze whether these changes are more 
in line with our independent competence allocation considerations (section A), and 
consider the changes in interactions and their welfare implications (section B).

A. Competence Allocation

1. Norm setting

For the period between 2013 and 2020, norm setting competences have moved from 
the global to the regional European level, and depending on international develop-
ments, very possibly also thereafter.557 With respect to our first-order consideration as 
to the ability of the allocation to capture externalities, this regional norm represents a 
second-best allocation: the desirability of an international agreement with legally bind-

556. See chapter 3.

557. The ’20 20 by 2020’ package runs until 2020 but some policy goals have already been expressed until 
2050, see European Commission (2011a). Moreover, the next trading period for the EU ETS runs from 2013 
to 2020 but is foreseen to continue indefinitely there after, see European Commission (2011f).

Norm Setting Implementation Enforcement 

      Global 

   Regional 

   National 

       EU 

MS  MS 

EU EU 

Figure 5.2: Competence allocation in phase III of the EU ETS



158 Chapter 5

ing cap-setting and reduction targets is inherent to the problem of climate change.558 
This situation was recognized by the European Union in its preparatory documents 
during the international negotiations under the UNFCCC and KP.559 The conditionality 
of the tightening of the European target from 20 to 30 percent conditional on such 
an international agreement further emphasizes how, in this classic collective action 
problem,560 the willingness of individual, or groups, of countries to act depends on 
the action of others. The failure of the international community to reach such a bind-
ing agreement leads to a second best scenario where there is coordinated regional 
action, through e.g. the European Union under the ’20 20 by 2020’ policy. The ability 
of this decentralized norm setting process to capture the externalities of greenhouse 
gas emitting activities taking place in the European Union is undermined by (i) the 
ability for European companies to move (part of) their activities outside of the EU to 
other countries that do not impose similar restriction (i.e. carbon leakage), and (ii) the 
possibility of European countries to overburden non-ETS sectors, which are harder to 
supervise by the European level. The latter situation can moreover lead to sub-optimal 
distribution with respect to the distribution of abatement costs between sectors.

The extent to which carbon leakage will prove problematic for the European policy 
is partly dependent on the developments in other countries and regions during 2012. 
At the moment, international norm setting appears to have come to a halt in as far as 
legally binding standards are concerned but this does not preclude other (groups of) 
countries to adopt climate change policies with greenhouse gas emission targets.561 
The uncertainty regarding the development of climate change mitigation policies in 
other regions may complicate industries’ policies with respect to production levels 
and emission reduction investment decisions, which are typically made with long time 
horizons. Apart from policies in third countries, industries must also consider the pos-
sibility of additional European policies that would tax the import of goods produced in 
third countries with lower environmental standards.562 If these policies would become 
a reality, the move of production to third countries would be relatively fruitless. The 
European Commission has produced extensive carbon leakage reports, which should 
allow for the creation of benchmarks for free allocation for certain industries that are 
marked as carbon leakage sensitive.563

558. There are increasing authors that consider the regulation of climate change through an international 
agreement unfeasible and advocate alternative methods of regulation, see e.g. Cole (2011), Stewart (insert 
recent work).

559. European Council (2009f).

560. See Parisi and Ghei (2003), Cole (2008), Ostrom (2010), and Paavola (2011).

561. COP 17 (Durban) (2012).

562. European Commission (2011a), at 7. See also Anuradha (2011); Dhar and Das (2009); Fisher and Fox (2009).

563. See e.g. European Commission (2007b); European Commission (2009c); European Commission (2011b);
See also Article 10, European Council (2009a).
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Within the EU, the European cap combined with European level distribution deci-
sions, may have a positive effect on externalization of costs between the ETS and non-
ETS sectors. The combination of European level norms for the ETS and non-ETS sectors 
through the Effort Sharing Agreement presents several advantages over the pre-2013 
situation. The national plans remain in force only for the non-ETS sectors, where there 
is less room for Member States to overburden their non-ETS sectors due to the addi-
tional enforcement procedures in Article 7 of Decision 406/2009/EC. With respect to 
the ETS sectors, the move away from the NAP system is a marked improvement since 
there is less possibility to undercut country targets.564 Moreover, the greater availability 
of reliable data makes the monitoring and verification of Member State efforts gener-
ally more effective, limiting the scope for undermining the European caps.565

Under global norm setting, the heterogeneity of conditions in different regions and 
countries was taken into account through the differentiation of norms for these regions 
and countries. This was done mostly on the basis of historic and current emission lev-
els. At the European level, norms can taken specific account of the individual Member 
State’s economic situation, beyond that which was possible at the international level, 
where benchmarks were set based on industry emissions without further regard of 
the country’s economic circumstances.566 Although the Burden Sharing Agreement of 
1998 was an attempt to address some of the inequities and inefficiencies of the Kyoto 
reduction targets, this was only partly successful. Marginal abatement costs among 
Member States were not fully equalized since this should have resulted in (even) higher 
emissions allowances for relatively poorer Member States.567 For the post-2013 period, 
the marginal abatement costs have been equalized of across all Member States and 
all sectors, both for GHG emission reductions as well as for the deployment of renew-
able energy.568 The Effort Sharing Decision was part of this effort and the consequent 
possibility for Member States to trade allowances inter se for the non-ETS sectors can 

564. European Commission (2008c), at 2 (stating that the 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). The 
Commission’s official position regarding its cause was that the limited availability of verified data made it 
difficult to estimate the number of allowances correctly (European Commission, infra, at 2), but analyses 
of the approved NAPs for Phase II indicate that, based on several models of emission projections, these 
NAPs would also result in an excess of allowances which would lead to a low carbon price and low 
investment in low-carbon technology despite improved information availability. See primarily Neuhoff et 
al. (2006a); Neuhoff et al. (2006b).

565. One of the key points of contestation in the Poland/Estonia v. Commission cases was the use of data. The 
Commission argued that their data regarding the emissions of these countries was more reliable than that 
used by the respective Member States. See Case T-183/07 (2009) and Case T-263/07 (2009).

566. For the benchmarking system used in the UNFCCC process, see Bruce, Lee and Haites (1995), at 32-33.

567. Lacasta, Oberthür, Santos and Barata (2011), at 97.

568. Lacasta, Oberthür, Santos and Barata (2011), at 99.
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be considered an improvement to the BSA available under the global norm-setting 
regime.569

In terms of economies of scope, the simultaneous shift of cap distribution com-
petences at the implementation stage to the European level has blurred the divide 
between norm setting (cap-setting) and implementation (cap distribution). This has 
meant the improved coordination between the norm and its distribution through the 
Effort Sharing Decision, and more generally the ability to integrate the EU ETS further 
into the climate change and energy policy of the European Union.570

2. Implementation

Under national implementation through National Allocation Plans, the ability of the 
system to capture externalities was limited. During the first two trading phases, the 
NAPs resulted in over-allocation to national industries by Member States and a sub-
optimal distribution between ETS and non-ETS sectors, aided by a lack of transparency 
regarding non-ETS emissions. The reallocation of cap distribution competences to the 
European level is expected to improve the ability of the system to capture external-
izing behavior. The interest of the European regulator in cap distribution is to maintain 
a successful internal market and to ensure the cost-effective achievement of emission 
reduction goals, which means that there is no incentive for the European agencies to 
shield one specific national economy or industry. The harmonization of free allocation 
rules will aid these efforts since Member States may have used these rules to protect one 
of more industries in lieu of the National Allocation Plans. In respect of the revenues of 
auctioning, it is not unthinkable that Member States may use some of these revenues 
to soften the effects of the introduction of auctioning for their national industries and 
consumers. These measures will be subject to European state-aid conditions,571 but the 
redistribution of auctioning profits may also aid those industries or consumers that are 
disproportionately affected by the internalization of costs due to budget constraints.

The procedural implementation of auctioning from Phase III onwards remains 
with the Member States. The design of auctions has however been mostly centralized 

569. Article 3(4) of European Council (2009d).

570. See generally European integration principles: TFEU (2008), Article 11, Article 13 (animal welfare) and 
Article 194(2) (energy policy). See Dhondt (2003).

571. TFEU (2008), Articles 107-108 concern the EC provisions on state aid and its relation with anti-competitive 
behavior. In principle any aid granted by a Member State, which (threatens to) distort(s) competition 
within the internal market is incompatible with the Treaty provision on the common market. There are 
certain exceptions to this rule (found in TFEU (2008) Article 107(2) and (3)) and all aid systems of the 
Member States will be subject to constant control by the Commission, in cooperation with the Member 
States (TFEU (2008), Article 108(1)). European Council (2003d), Article 10a (6). These measures shall be 
based on ex-ante benchmarks, which will be adopted by the Commission by 31 December 2010, see 
European Commission (2008b), at 1.
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through the Auctioning Regulation which prescribes a system of closer bid auctions.572 
This method of auctions allows bidders to enter only one bid, and requires bidders to 
all pay the same clearing price.573 This type of uniform price auction prevents bidders 
to react ex post to the bids of their rivals and mitigates the risk over over-paying for a 
good, but its format also means that there is no allocative efficiency in so far that the 
bidder with the highest valuation of the good does not necessarily receive it.574 This 
format of auctioning furthermore prevents the occurrence of in-auction cartel forma-
tion or intimidation.575 It has been suggested that there could be manipulation through 
demand reduction by, for instance, energy companies, which hold the vast majority 
of allowances in several Member States and operate in oligopolistic markets.576 Given 
the prescriptive nature of the Auction Regulation with respect to the format of the 
auctions, there appears to be little room for disruptive heterogeneity between the 
Member States, while the option for Member States to create their national Platform 
accommodates national preferences.577 Moreover, a race-to-the-top scenario may 
occur where Member States will try to create an auctioning climate, which will attract 
desirable market players.578 Overall, this system appears to create an optimal combi-
nation of local expertise (-building) and mutual learning for the Member States.

In terms of economies of scale and scope, and more general administrative costs, 
the fragmentation of the procedural elements of implementation through auctioning 
can cause certain inefficiencies. The Commission considered a centralized approach 
to auctioning as offering a clear cost-efficiency advantage,579 stressing that this ap-
proach would minimize the combined costs to public authorities and bidders.580 One 

572. European Commission (2010e).

573. See Weishaar, Woerdman and Couwenberg (2011). (2011) for a general outline of some of the different 
types of auctions that would have been available to the European legislator.

574. See Weishaar, Woerdman and Couwenberg (2011), at 4.

575. Weishaar, Woerdman and Couwenberg (2011), at 4.

576. Zwingmann (2007), 308 (referring to the case of Germany) as quoted in Weishaar, Woerdman and Cou-
wenberg (2011), at 5.

577. European Commission (2010e).

578. It may of course depend on the Member States what they consider to be ‘desirable parties’ in their 
respective auctions. These players need not be the biggest European players in terms of market shares or 
revenues. For instance, Member States with relatively small numbers of allowances to auction could also 
specialize in attracting small to medium businesses. In this respect, the local preferences for auctions are 
local only to certain types of businesses or size of businesses.

579. See European Commission (2008b), at 122. References to the consultation documents are contained 
within the Impact Assessment and available on https://quickplace.icfconsulting.com/QuickPlace/eu-
ets-auctions-consultation/Main.nsf/h_Toc/8D02319760086AD086257635004F5913/?OpenDocume
nt. Impact Assessment, infra, at 16 – 23 (criteria for the format of auctions included: cost-efficiency, risk 
of market abuse, non-discrimination, openness and effects on the secondary market). Concerning the 
central role of cost-effectiveness in the context of the EU ETS generally, see European Council (2003d), 
Article 1, para 1.

580. European Commission (2008b), at 16.
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of the key costs involves the selection of auction platforms through public procure-
ment, a process that would only have to be completed once under a European ap-
proach compared to at least eight times under a coordinated approach, which would 
also involve a higher workload for the Commission in verifying these procurement 
procedures.581 The centralized approach also provides other economies, through 
increased transparency and simplicity, sustained competition between trading places 
in the carbon market and the international aspects of the trading scheme.582 However, 
the choice of the United Kingdom, Germany and Poland, some of the largest emitters, 
to create their own Platform causes a further fragmentation of competences between 
these national Platforms, the other European Platform, the Auction Monitor,583 the 
national competent bodies that supervise the financial sectors,584 and the European 
Commission. Depending on the success of the Commission’s efforts to streamline 
these processes, this may lead to inefficient duplication of actions.585

3. Enforcement

The competence allocation situation remains largely unaltered with respect to en-
forcement. The most significant change comes from the increased activity regarding 
market oversight, especially through European harmonization in this area. The market 
abuses that took place during the second phase originated in those national markets 
where enforcement capacity may be considered limited relative to other Member 
States.586 The Commission has proposed to extend the coverage of the Directive on 
financial instruments (the MiFID Directive) to include emission allowances, as well 
as derivatives.587 Although this appears to be a prima facie improvement, it has been 

581. European Commission (2008b), at 16-7. See also Impact Assessment, infra, at 17 (Considering the hybrid 
approach as it would allow reliance on pre-existing exchanges as established during Phases I and II.)

582. See European Commission (2008b), at 20-22. The Commission also stressed possible future advantages of 
the centralized system in case of future linkage with other systems, see Impact Assessment, infra, at 22.

583. European Commission (2010e).

584. These are the competent national authorities charged with the tasks under Directive 2004/39/EC on 
financial instruments (European Council (2003e)), Directive 2003/6/EC on insider dealing and market 
manipulation (market abuse) (European Council (2003c)), and Directive 2005/60/EC on the prevention 
of the use of the financial system for the purpose of money laundering and terrorist financing (European 
Council (2005))

585. See Weishaar, Woerdman and Couwenberg (2011) for a complete analysis of this concurrence.

586. Bulgaria and Greece have been found to be in non-compliance with the national system requirements 
under the Kyoto Protocol. Two other Member States — Romania and Lithuania — are currently 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).

587. European Commission (2011c), Annex I, section C, point 4 (to include not only derivatives but also emis-
sion allowances under the MiFID Directive).
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argued that the continuing fragmentation of enforcement competences makes it dif-
ficult to assess the market-wide implementations of transactions.588 Although much 
will depend on the use made of these rules by the respective national and European 
institutions, overall the harmonization of market oversight rules at the European level 
should create a more level playing field and increased certainty in the market regarding 
the standards throughout the European Union. This should lead to less vulnerability of 
certain Member States and thus the system as a whole. It also reduces the possibility 
of Member States to externalize their oversight problems onto other Member States.

The inclusion of market oversight into existing European policies on financial over-
sight bears potential for economies of scale and scope but the continuing fragmenta-
tion of their application counterbalances these possible economies. The December 
2011 Regulations proposed by the Commission provide guidance for achieving further 
economies through the streamlining of procedures and reduce duplicate institutions 
and/or improve coordination. The reduced flexibility through regulations — which are 
prescriptive for the Member States both in method and result — may limit some of the 
system’s ability to deal with heterogeneity between them.

B. Interactions

In chapter 4, we identified the Member States as rent-seeking agencies and the Euro-
pean institutions, particularly the Commission, as predominantly benevolent, based 
on their policy choices.589 This typology has not changed substantially going into the 
third trading phase; the European Union continues to the engine behind most of the 
climate change policy making and the further development of the EU ETS. The fact that 
the EU has also situated itself as a frontrunner at the international level mitigates the 
move from our first-best situation of global norm setting to the second best regional 
norm setting since the EU clearly strives to maintain the norms that would have been 
imposed on it under a global regime.590

However, it continues to be difficult for the Commission to convince all Member 
States to act in line with its ambitious policies. Interestingly, we witness relatively little 
objection with respect to this centralization of competences in the run-up to the third 
trading phase. In 2005, a majority of the EU15 preferred ‘a decentralized system with 
respect to the cap (i.e. cap division), free allocation of allowances based on historic 

588. See Engsig Sørensen and Clausen (forthcoming) as quoted by Weishaar, Woerdman and Couwenberg 
(2011).

589. See chapter 4, section II.B.

590. European Council (2009f), at paragraph 8.
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emissions and full access to external credits’.591 Most of these positions changed in the 
period leading up to the proposal for a revised Directive in 2008.592 Rather than point 
towards a change in type of agency for most of the Member States, this lack of protest 
may be explained by the fact that Member States would have faced more stringent 
reductions in their non-ETS sectors in case of a continuation of the NAP system, which 
would have been very costly, politically and economically, for most States.593

Given the types of agencies and the combination of positive authority and (imper-
fectly concurrent) competences, our conclusion in chapter 4 was that the allocation 
of competences between the global norm setting, and the national implementer/
enforcer, cumulated into the least favorable situation from a welfare perspective.594 
In order to improve this situation from a welfare perspective, the creation of a system 
of unified regulatory powers would be the best solutions, apart from changing the 
nature of the competence from concurrent to alternative, which is impossible given 
the inherent concurrent nature of the competences. With the shift from norm setting 
to the regional European level and the further shift in substantive implementation 
competences to that same level, these suggestions are combined into the creation of 
a unified allocation at the European level. Similarly, some enforcement competences, 
with respect to market oversight have also converged. Some elements such as the 
procedural aspects of implementation have not converged in the same way. Here our 
recommendations remain valid although the disadvantages of sub-optimal allocation 
with respect to procedural elements are expected to be less severe than in the case of 
substantive elements such as norm distribution.

iii. ConClusions

Phase III of the European Union Emissions Trading Scheme encompasses significant 
changes with respect to competence allocation. Some of these changes are the re-
sult of exogenous factors, such as the failure to reach international consensus with 
respect to legally binding norms for the post-Kyoto period. Others are based on the 

591. Skjærseth and Wettestad. (2010), at 78-9.

592. Ibid. See also European Commission (2008c) This Proposal was published as part of the Article 30 re-
view process. Article 30 sets out the review process of the EU ETS, including timelines and report dates. 
Specifically, Article 30(2) stipulates that review of the ETS should culminate in a report drafted by the 
Commission and be submitted to the European Council and Parliament by 30 June 2006. Together with 
this proposal an impact assessment was published. See European Commission. (2008b).

593. Skjærseth and Wettestad. (2010), at 79 (“Brussels’ insiders refer to the cap as the firewall in the ETS. It is 
likely that lack of attention reflects the strong call for more harmonization and the already settled overall 
20 percent target. If Member States really had questioned this part of the reform, they would likely have 
faced demands for further emission reductions from non-ETS sectors instead.”)

594. See chapter 4, section II.B.2 (Wa > W0 > Wc).
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experiences of the first two trading phases, such as the difficulties with the National 
Allocation Plans. Based on our allocation considerations, the shift to regional norm 
setting falls short of satisfying our first order consideration with respect to externali-
ties capture. However, the fact that the European institutions can be categorized as 
benevolent agencies and the combination with European level norm distribution 
(substantive implementation) means that this second-best norm setting scenario does 
represent a welfare improvement as compared to the situation in Phase I and II. The 
same conclusions may be drawn for the market oversight elements of enforcement, 
which have also been increasingly moving to the European level. Even if their execu-
tion remains in the hands of the Member States, increased harmonization through the 
adoption of regulations signifies a de facto shift to the European level.

Thus far, our analysis has focused on the implications of competence allocation 
for the functioning of a regulatory system in terms of its ability to capture of externali-
ties, accommodate heterogeneity, and achieve economies of scale/scope. We also 
considered the welfare implications of divergences from the optimum as distilled in 
our theoretical framework. Having studied all three trading phases of the EU ETS, we 
are moreover able to consider changes in competences and their possible effects — al-
though our intuitions regarding the effects of these changes for Phase III cannot yet be 
confirmed. The missing link in this theoretical framework for competences allocation 
is an explanation for the divergences between the theoretically optimal competence 
allocation and our observed competence allocation strategy under the EU ETS. In the 
final part of this dissertation, we will offer a possible explanation for this divergence 
based on political economy theory.




