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In this chapter we set out a possible explanation for the divergence between theoretically opti-
mal competence allocation and actual competence allocation in the EU ETS based on political 
economy theories. Competence allocation with respect to the EU ETS has gone through substan-
tial changes in the period between 2005 and 2013.595 With respect to norm setting we witness 
decentralization from the global to the regional level, whereas implementation and enforcement 
are increasingly centralized from the national to the regional level. Neither the Phase I and II, 
nor the Phase III allocation model reflects the theoretical optimum, which we developed on the 
basis of economic theory of federalism considerations, combined with the welfare implications 
of interactions between agencies given certain types of competences and forms of authority.596 As 
a consequence, we witness several inefficiencies with respect to implementation through norm 
distribution (cap division among industries), and its enforcement (particularly, fraudulent activities 
and market abuse).597

In our discussion of potential interactions between different competence holders we already 
referred to some agencies as benevolent, or as rent seeking. For instance, in the context of our 
theoretical framework and the resulting optimal competence allocation, we assume that the 
global norm setter is a benevolent agency that, with full information, ‘designs and implements 
social programs for environmental protection with the sole objective of promoting the well-being 
of the polity as a whole’.598 In practice, policies typically do not reflect the social optimum in 
terms of shape and/or content, which is confirmed in our experiences with the EU ETS. Political 
economy provides one possible explanation for this divergence between theory and practice.599 
Very broadly we can describe political economy as ‘the study of the collective or political pro-
cesses through which public economic decisions are made.’600 Competence allocation is not the 
primary focus of political economy; however, in its analysis of the relationship between interest 
groups — e.g. voters or non-governmental organizations (NGOs) — and policy makers — e.g. 
elected officials or bureaucrats — the level of governance at which these actors operate plays an 
important role.

Political economy is a rich field of study with applications to many types of regulation and 
policy making. The first part of this chapter will set out the main streams of thought within political 
economy, focusing on their application to environmental policy making (section I). In section 
II, we first consider the main interest groups involved in the EU ETS, their respective goals with 
respect to the EU ETS, and their relationship with each other. We then reflect on how these factors 
may explain the competence allocation in Phases I, II and III of the EU ETS. Through the analysis 
of the political economy of the EU ETS, we can trace back these changes to the different needs 
and preferences of certain groups at different stages of the development of the EU ETS. Section 
III concludes.

595. See chapters 4 and 5.

596. See chapters 2 and 3.

597. Chapter 4 and 5.

598. Oates & Portney (2003), at 328.

599. During the nineteenth and early twentieth century, the term ‘political economy’ was synonymous to 
‘economics’, see Groenewegen (1987).

600. Oates & Portney (2003), at 327.
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i. The poliTiCal eConoMy of environMenTal poliCy

Thus far, this dissertation has used the economic theory of federalism, legal perspectives 
and social welfare considerations to develop a normative theoretical framework for the 
allocation of competences across different levels of governance. In this framework, the 
capture of externalities was of paramount importance due to the nature of climate change: 
through the internalization of the external costs of greenhouse gas emitting activities, the 
tendency towards excessive levels of emission could be reduced. Our considerations re-
garding ‘independent’ competence allocation — capture of externalities, accommodation 
of heterogeneity and maximization of economies of scale/scope — do not take account 
of possible interactions. We therefore added a dimension of interactions between agents 
once competences had been assigned (ex-post). Political economy provides positive 
theories that speak to the role of different societal interest groups in the creation of (envi-
ronmental) programs (ex-ante), which is an important tool in explaining the gap between 
our theoretical optimum and the practice of competence allocation and policy design.601

In this section we highlight those contributions to the vast literature on political 
economy that have explanatory power for the development of environmental pro-
grams.602 In particular, we focus on models that explain (and try to predict) the interac-
tion between different societal interest groups and the regulatory process.603 Section A 
gives a condensed overview of the main streams of thought within positive theories of 
regulation, focusing on the demand- and supply-side of regulation. Section B consid-
ers the implications for instrument choice within environmental policy. With respect 
to our focus on competence allocation, it is important to stress that political economy 
explicitly takes note of the institutional setting in which regulation is developed and 
applied, which will be an important part of our discussion.604 Under the header of 
‘federalism’, section C will discuss the insights of political economy theory regarding 
the implications of fragmentation for the regulatory process.

A. Positive Theories of Regulation

Positive theories of (environmental) regulation are characterized by their focus on 
how the political process results in certain types of policies. In this setting, the ‘po-

601. An early example of explaining this gap is the paper by Buchanan and Tullock (1975), which shows that 
firms will prefer emission standards to taxes, even though the latter are considered more efficient, since 
standards result in higher profits due to their ability to serve as a barrier for entry for other firms.

602. See generally Magat, Krupnick and Harrington (1986), Congleton (1996), Dijkstra (1999), Svendsen (1998), 
and Wallart (1999). See also Schroeder (2009) for an extensive literature review.

603. Oates and Portney (2003), at 330 (‘It seems to us that approaches that explicitly recognize this interaction 
of different interest groups are the most promising for an understanding of environmental policy.)

604. Oates and Portney (2003), at 331.
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litical process’ refers to all interactions between societal actors that are of interest for 
a particular policy initiative. As this field developed, the explanatory and predictive 
power of these models and theories increased as they incorporated greater detail as 
to specific characteristics of a given policy. The literature on these topics is vast and it 
is useful, following Keohane et al., to distinguish between three strands: demand-side 
explanations, supply-side explanations, and those focusing on the equilibrium caused 
by the interaction between the two.605

The demand-side explanations consider regulation to be a product of pressure by 
(industrial) interest groups, rather than something that is imposed on them. This body 
of scholarship was initiated by Stigler who argued that ‘regulation is acquired by the 
industry and is designed and operated primarily for its benefit’.606 Measures adopted 
by ‘captured’ agencies will, directly or indirectly, benefit the incumbents, for instance 
through subsidies or foreclosure of the market.607 Regulatory capture of the lawmaking 
process is considered a mostly negative by-product since it diminishes the probability 
that rules achieve the goal of social welfare maximization, or in other words, resource 
allocation efficiency.608 This view of regulation as a form of wealth transfers has led to 
much discussion with respect to environmental regulation. Some have taken issue with 
Stigler’s finding of the industry as a beneficiary of regulation, arguing that there is no 
systematic proof of regulation in favor of strong interest groups, such as producers.609 
Oates and Portney go as far as to say that ‘[I]t seems misleading at best to describe en-
vironmental measures as instigated by regulatees — that is by polluting industries. We 
surely find certain cases where such measures have been manipulated into a form that 
provides specific benefits to at least some regulatees, but to argue that environmental 
policy has its basic impetus in the designs of polluting industries seems misplaced.’610

Conversely, Elliot, Ackermann and Millian show that the Clean Air Amendments in 
1970 resulted from pressure from industry for federal standards as a means for inhibit-

605. Keohan et al. (1998), at 319.

606. Stigler (1971), at 3.

607. See also Posner (1974), Peltzman (1976), and Becker (1983). As suggested by Keohane et al. (1998), at 320, 
the capture theory of regulation was already well developed in political science. Stigler’s main contribu-
tion was the application of this theory to economic scholarship and the application of economic models 
of behavior to explain policy formulation.

608. Komesar (1994), at 14. It is however difficult to ascertain the actual effects of regulatory capture on regula-
tory outcomes. One way of approximating the effects of regulatory is through reference to nationwide 
measures of corruption, which may be correlated to regulatory capture. Another way of analysing the 
connection between capture and outcomes is looking at whether influence in the form of campaign 
contributions to politicians matter. If one accepts that the costs and presence of corruption are a valid 
proxy to the existence of regulatory capture, the effects of capture are very detrimental and its effects 
should be curbed. On the costs of corruption, see Dal Bo (2006), at 221.

609. Rolph (1983).

610. Oates & Portney (2003), at 330.
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ing states from setting yet more stringent (and non-uniform) standards.611 Other work 
has found coalition forming between environmentalist and coal producers on the issue 
of scrubber installation for power plants, which resulted in very expensive regulation 
with little environmental results.612 A more serious objection to the demand-side theo-
ries might be that they essentially ignore the role of the supply-side, i.e. the political 
process. Buchanan and Tullock’s seminal paper on industrial preferences for standards 
over taxes simply assumes that these preferences will prevail.613

The model designed by Stigler, and expanded by Peltzman, represents the policy-
maker as economic agents that are interested only in collecting political contributions, 
ignoring pressure of the electorate, variation between policymakers inter se and poli-
cymakers and bureaucrats, and other characteristics of the suppliers of regulation.614 
Supply-side explanations move away from these assumptions and focus on the voting 
behavior and institutional structure of legislation. This body of scholarship focuses on 
the incentives for legislators to vote for certain types of policy, and how institutional 
factors, such as agenda setting and methods of voting can influence the outcome of 
these votes.615 The predictions of the work in this area are very context specific since 
the institutional setting will differ from jurisdiction to jurisdiction.616 Variations in voting 
styles and representation, i.e. the manner in which legislators are elected, will also 
have bearing on the outcome.617 Most theories assume that the regulating agencies, as 
the interest groups, seek to maximize their own interests, for instance through budget 
maximization, re-election through ‘buying’ of votes, increased political influence, but 
also some altruistic incentives such as the contribution to social welfare.618

611. Elliot, Ackermann and Millian (1985)

612. Ackerman and Hassler (1981).

613. Buchanan and Tullock (1975). See also Becker (1983).

614. See generally Hahn (1990), at 26; Tullock (1975); Fiorina (1982); Peltzman (1976). See also Campos (1989), at 
341 (‘The theory of economic regulation situates lobbying by special interest groups as the fundamental 
stimuli to generating a regulatory policy). Keohane et al. (1998), at 320, describe the Stigler-Peltzman 
model as a ‘policy auction’.

615. See Keohane et al. (1998), at 321-2.

616. See also Keohan et al. (1998), at 323, on the market for votes within a legislature: the exchange of votes 
between legislature, or similar agreements where several legislators agree to vote for each other’s bills.

617. See e.g. literature on the median-voter model. Under this model, it is assumed that social choices that are 
made directly by voters or through their elected representatives reflect the median of the most preferred 
outcomes of the individuals in the relevant social group (Oates and Portney (2003), at 328-9. See also 
Black (1948) is first modern treatment of median-voter theorem, and Mueller (1989) for survey on recent 
literature on median-voter model). When this model is extended to include several political parties 
competing for votes, the policy outcomes also converge to the preferred outcome of the median voter 
(Downs (1957). In some cases, the outcome of this median-voter model is in line with the social choices 
recommended by the normative economic theories, based on efficiency. See e.g. Bergstrom (1979) who 
shows that under certain conditions, the median-voter model satisfies the first-order conditions for 
Pareto-efficiency.

618. Aidt (1998).
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A final set of explanations focuses on the interaction between the supply and de-
mand for regulation; the so-called equilibria analyses. Public choice literature has been 
particularly important with respect to these analyses, providing a method of describ-
ing the political competition between interest groups, based on the central premise 
that policy is determined through political and economic self-interest.619 Early work on 
this topic shows that groups will compete in order to obtain distributions, which are 
most favorable to them. Put differently, there are winner and losers of regulation and 
politicians act as ‘brokers’ between these two groups.620 This competition may result 
in a political equilibrium that is economically efficient.621 When the outcome is an 
inefficient distribution, this body of scholarships explains it as being the most efficient 
distribution possible, given the presence and pressure of the interest groups.622

Another model that is increasingly used to depict the dynamics of interest groups 
is the common agency model, which considers different types of policy instruments.623 
Aidt applies this model to formalize his hypothesis that environmental policy is a 
product of self-interest and that competition between interest groups is an important 
source for internalization of economic externalities.624 The underlying idea is that 
the presence of different lobby groups make sure that all aspects of a policy are 
considered and incorporated into the eventual policy: a ‘political internalization of 
externalities’.625 In a common agency model with perfect information, we can find an 
efficient equilibrium for all the active players; in this case the lobby groups and the 
government.626 If all agents are represented in this model by lobby groups, the equi-
librium is socially efficient and there is compete internalization of the externality.627 
However, some citizens will not have organized lobby groups, which means that this 
equilibrium is incomplete, and will favor groups that have organized themselves in 
terms of the distributional effects of the policy.628

In the next section, we will discuss the implications of political economy scholar-
ship regarding the choice of instrument in environmental policy in more detail.

619. See also Buchanan and Tullock (1975).

620. Rowley (1993), at xviii.

621. Becker (1983).

622. Hahn (1990), at 23-4.

623. Grossman and Helpman (1994).

624. Aidt (1998), at 2.

625. Aidt (1998), at 2. He furthermore argues that this approach of self-interest ‘bridges the Coasian and Pigou-
vian approach to environmental policy.’

626. Bernheim and Whinston (1986).

627. Aidt (1998), at 4.

628. The reason why some parties do not organize themselves into lobby groups can be explained through 
free-riding and organization costs. See generally Olsen (1965) (arguing that potential beneficiaries of poli-
cies will be more likely to form a lobbying group than potential losers).
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B. Instrument Choice

Economists have advocated the use of market-based instruments in environmental 
policy for decades.629 Despite some experimentation with emission trading in the late 
eighties in the United States and recent renewed interest through the EU ETS and other 
regional schemes, command and control instruments still make up the bulk of en-
vironmental regulation.630 Moreover, when market-based instruments are employed, 
their implementation is often very different from the way economist envisaged.631 In 
1975, Buchanan and Tullock argue that the widespread use of source-specific stan-
dards rather than a fee can be explained by looking at the potential profitability of 
the affected industry under the two regimes: firms will prefer emission standards to 
emission taxes since standards result in higher profits due to their ability to act as a bar-
rier to entry to new firms.632 Dewees extended the work of Buchanan and Tullock and 
found that industrial interest groups would be especially in favor of tradable permits 
if the permits were distributed free of charge to existing sources (i.e. grandfathered); 
a practice which was used extensively within the European Union Emissions Trading 
Scheme.633

We can distill several factors that determine industrial interest groups’ incentives to 
push for certain policy instruments. Firms will typically prefer instruments, which pres-
ent: the lowest aggregate costs to the industry as a whole; increased profits through 
the generation of rents or erection of trade barriers; or that can keep its individual 
compliance costs under the industry average.634 These considerations cumulate into 
the following ranking of instruments for industries: (i) command-and-control or sub-
sidies; (ii) licenses grandfathering to incumbents;635 (iii) auctioned licenses; and then 
(iv) taxes.636 The cost-effectiveness of market-based instruments is typically higher than 
that of traditional command-and-control regulation, however the distribution of costs 
between society as a whole and industry is different under command-and-control 
regulation and market-based instruments. More precisely, industry has to pay for its 
residual emissions under taxes or tradable permits with auctioning,637 while it does not 

629. For an overview of the argument see Hahn (1989). For an overview of the literature, see Keohane et al. 
(1998), at 316, fn 19.

630. Hahn (1989). See generally Kirchgassner and Schneider (2003).

631. Hahn (1989), at 96.

632. Buchanan and Tullock (1975).

633. Dewees (1983).

634. Keohane et al. (1998), at 347.

635. As will be discussed in more detail with respect to the EU ETS, grandfathering has been the predominant 
form of permit allocation in most trading schemes. For observations regarding the U.S. Clean Air Act, see 
Bailey (1996) (finding that auctions involved less than three percent of the total allocation) and Joskow et 
al. (1996) (stating that auctions have proven to be a trivial part of the overall program).

636. Hepburn (2006), at 236.

637. Dewees (183), at 59.
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have to do so under command and control.638 From the point of view of aggregate costs 
therefore, it is clear to see how command-and-control regulation and grandfathered 
permits (i.e. permits that are allocated for free) are preferable over auctioned permits 
and taxes. Some authors have even showed that incumbents may prefer regulation 
over no regulation, provided they are more strict for new than for old plants.639

With respect to entry barriers and extractable rents, standards that impose stricter 
command-and-control benchmarks for new pollution sources — a common phe-
nomenon in environmental regulation — are often advocated by incumbents due to 
their ability to create barriers to entry on the respective markets.640 Grandfathered 
permits also create barriers to entry since the incumbents will receive permits based 
on past emissions whereas newcomers in the market will likely be charged for some 
or all of their emissions.641 This was for instance the case for sulfur dioxide allowance 
trading under the United States Clean Air, where essentially all of the allowances were 
allocated ‘free’ to existing sources.642 Finally, with respect to individual compliance 
costs, firms will focus on the competitive advantage they may receive from a particular 
instrument design choice. Depending on the benchmarks set for the grandfathering of 
allowances, firms may be affected differently: a benchmark that is based on the best 
available technology favors firms, which already invested in abatement prior to regula-
tion, whereas benchmarks based on historic emissions favor more heavily polluting or 
emission producing firms.643

The other main set of interest groups, which we consider with respect to the po-
litical economy of environmental regulation, is formed by the environmental interest 
groups.644 These groups have traditionally also advocated in favor of command and 
control type regulation rather than market-based approaches such as taxes or tradable 
permits. A large part of this may be explained by the symbolic meaning attributed to 
market based instruments, namely the idea that people are given a ‘license to pollute’, 
or that the ‘environment is put on sale’. Supporting this type of instrument may cause 
environmental groups to alienate their members,645 which in turn may endanger the 
group’s own budget and continued existence.646 There have been some exceptions 

638. Kirchgassner and Schneider (2003), at 378.

639. Deweest (1983).

640. Buchanan and Tullock (1975).

641. Kirchgassner and Schneider (2003), at 378. See also Hahn and McGartland (1989) (showing that a rent-
seeking model explains the positions of large producers that support grandfathered permits over other 
implementation schemes, including auctions).

642. Joskow, Schmalensee, and Bailey (1998), at 671.

643. Hahn and Noll (1990), at 359.

644. One could also consider labor groups or other societal interests, see Keohane et al. (1998).

645. Oates and Portney (2003), at 338.

646. Keohane et al. (1998), at 350.
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to this situation, for instance the Environmental Defense Fund’s support of the sulfur-
trading scheme in the United States.647 The perception of environmental interest group 
members of market based instruments as ‘licenses to pollute’ is flawed, especially 
since standards under command-and-control give a comparable license for free. This 
perception is slow to change, although environmental interest groups are increasingly 
supportive towards quantity-based economic instruments, such as permits, since they 
confer a certain environmental benefit, as opposed to price instruments such as taxes 
where the environmental result is unclear.648 Other contributing factors is the idea 
that it might be harder to alter market based instruments once they have been put 
in place — the market is supposed to run itself — and the concern that practice will 
diverge from theory, which can result e.g. in the presence of hotspots under trading 
schemes.649 Generally environmental interest groups are considered far less successful 
in their lobbying efforts than industry groups due to the dispersed character of the 
interests and the relatively small individual payoffs.650

The perceptions of the voters, some of which may unite under environmental 
interest groups, regarding the costs of regulation is also an important driver for the in-
strument choice among policymakers. Since it is easier to ‘hide’ the costs of regulation 
through command-and-control mechanisms, policymakers may opt for this type of 
regulation in order to secure more votes.651 Moreover, the distributional effects of mar-
ket-based instruments are more uncertain, which may cause risk-averse policymakers 
to prefer standards.652 Another barrier to the development of market based regulation 
can be found in the training of the policymakers which is predominantly legal, which 
may make them predisposed in favor of command-and-control regulation since the 
economic implications of these instruments appears more clear-cut.653 Also most 
regulators have extensive experience with command-and-control instruments, which 
means they can use the existing human capital in their development and application, 
whereas the development of market-based instruments calls for additional investment 
in human capital. The position of the policymaker must be nuanced in so far that we 
have thus far referred to elected officials, rather than career bureaucrats, which are 

647. See Keohane et al. (1998), at 354.

648. Oates and Portney (2003), at 338.

649. Keohane et al (1998).

650. Buchanan and Tullock (1975), at 142 (‘[A] small concentrated identifiable and intensely interested pressure 
group may exert more influence on political choice making than the much larger majority of persons, 
each of whom might expect to secure benefits in the second order of smalls [..].’). See also Kirchgassner 
and Schneider (2003), at 375 (‘Thus voters might be (partly) held responsible for the undersupply of 
environmental policies, but they can hardly be held responsible for the lack of market oriented measures 
in this policy.’).

651. Keohane et al. (1998) at 359.

652. Keohane et al. (1998), at 359.

653. Keohane et al. (1998), at 357.
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very influential in the context of the European Union. The latter group may have dif-
ferent backgrounds and different goals in the development of policy. Moreover, the 
awareness regarding market-based instruments appears to be increasing among poli-
cymakers in the field of environmental policy, particularly within the European Union 
due to the development of the EU ETS.654

C. Institutional Settings

Most political economy scholarship focuses on the interaction between interest 
groups and policymakers with respect to the creation of (environmental) policy and 
the consequent instrument design choices. These analyses center on the initial poli-
cymaking and norm setting phase and are limited to the interaction between interest 
groups and the policymaker. However, in practice many environmental policies, espe-
cially those related to climate change, involve multiple levels of governance in various 
jurisdictions. For transboundary environmental policies, this fragmentation already 
takes place at the norm setting stage: treaty negotiations, which are the predominant 
means to creating transboundary policy, can be modeled as two-level games in which 
nation-state’s positions at the global level that determine treaty outcomes are in turn 
a product of national-level politics.655 In essence this means that there will be two sets 
of interactions between the interest groups and the policymakers, one at the national 
level and one at the international level. Due to the different composition of industrial 
and environmental interest groups, the most visible groups with respect to environ-
mental policy, their relative success at different governance levels varies.

Industrial interest groups are typically smaller and all members have significant and 
identifiable economic interests which diminishes the risk of free riding. Traditionally, 
the diffuse nature of public environmental interests has meant that environmental 
interest groups were considered likely to succumb to free rider problems and thus un-
able to effectively influence the creation of regulation.656 However, the large increase 
in global, regional and national environmental regulation suggests that environmental 
interest groups have overcome some of the free-riding problems associated with them. 
It has been suggested that environmental NGOs may now be ‘potent enough to acts as 
global regulatory entrepreneurs’.657 Conversely, the need to lobby at many decentral-

654. Cf. Kirchgassner and Schneider (2003), at 380, claims that ‘many members of the public environmental 
bureaucracy are in strong opposition against the application of market based instruments of environmen-
tal policy’, especially within Europe. However, the history of the development of the EU ETS indicates the 
opposite trend, at least at the European level.

655. Wiener (1999), at 751; Putnam (1993), at 431.

656. Wiener (1999), at 752.

657. Brenton (!994), at 356-7.
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ized levels makes it difficult for environmental interest groups to mobilize the public 
in multiple jurisdictions and to reach critical mass.658  Since industrial interest groups 
are often already successfully represented at the local level, this scale advantage is 
relatively smaller for these groups.659 The activities of environmental NGOs are gener-
ally more focused at the global level than industry groups.660  Aside from the relative 
increase in influence of environmental interest groups at the international level, it is 
not unlikely that industry groups support transnational environmental policy-making 
regardless, since this may be in their private self-interest.661

As on the national level, the creation of barriers to entry through regulation will mo-
tivate certain industrial interest groups to act in support of international environmental 
standards since this could foreclose their relevant market to rivals or generally create a 
competitive advantage.662 Industrial groups are also considered to have an informational 
advantage at the national or sub-national level. When dealing with a technically com-
plex regulatory problem which requires a large amount of information in order to set 
correct standards, the likelihood of capture is increased since the regulator’s resources 
will seldom be sufficient to gather all information independently from the regulated 
industry.663 Even if they do, efficiency considerations may still persuade the regulator to 
rely on information provided by the regulated, increasing the risk of capture.664

In the setting of international policies, political actors are moreover held account-
able by several different constituencies, which may have heterogeneous preferences 
as to the properties of the negotiated policy. An illustration of this can be found in the 
processes surrounding the Copenhagen Accord, where the international community 
was under tremendous pressure of international civil society to come to an agree-
ment on the post-Kyoto regime. These national representatives had to balance the 
pressure of the international community with their domestic mandates, based on the 
preferences of their national electorate, which may not be in favor of an international 
agreement, especially not one with binding reduction targets.665 Depending on the 

658. Stewart (1977) and Esty (1996), at 649-651.

659. Stewart (1977), at 1213-14. See Olsen (1965), 5-65 (arguing that the scale economies of functioning on a 
central federal level can aid public interest groups).

660. Wiener (1999), at 763.

661. See generally Tullock (1967), Krueger (1974).

662. See Scalop and Scheffman (1983); Macey (1990), at 273.

663. See e.g Dal Bo (2006) 214-215 (discussing the effects of the ‘revolving door’ phenomenon where regulators 
may come from, or are later employed by, the industry that they have to regulate).

664. This is especially true for regulatory regimes that involve some type of private enforcement, for instance in 
situations where private parties may instigate regulatory action by filling a claim or providing certain types 
of information since people are more likely to be invested in the political process when it is ‘closer’ to 
them. See Inman and Rubinfeld (2000), at 611.

665. Yang (2006), Benvenisti (2002). See also Wiener (1999), at 788, who offers an additional explanation for 
the counter-intuitive expansion of international environmental regulation (given the collective action 
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nature of domestic politics, one may therefore envisage scenarios where international 
agreements are either explicitly broken — e.g. Canada renouncing its commitments 
under the Kyoto Protocol666 — or, where the implementation and enforcement of 
these agreements effectively voids them of any practical meaning. With respect to 
the latter, it is not unlikely that some policies at the international level are agreed to 
exactly because parties know that their non-compliance at the national level will likely 
go either unnoticed or unpunished.667 This risk is increased by the fact that the lack 
of effective oversight at the international level.668 The combination of international 
norm setting or policymaking with decentralized implementation and enforcement is 
exceedingly common in environmental policy and its relative success in overcoming 
the initial collective action problem must be balanced against the likelihood of failure 
in the domestic implementation and enforcement. Aside from effective oversight, this 
failure may be caused by e.g. the failure of governments or agencies to agree on spe-
cific primary or secondary norms; diverging interpretation of these norms by domestic 
courts; lacking administrative capacity.669

For local or national environmental problems, norm setting is usually confined to 
the jurisdiction of one particular legislator but also in these cases, the implementa-
tion and enforcement of policies represents a second arena for interest groups to 
compete. The outcome of this second interaction may either weaken or strengthen 
the effectiveness of the earlier determined environmental policy.670 The decision to 

problem it presents): the civic republican theory, which encompasses high-minded altruism.

666. Kyoto Protocol. (15 December 2011).

667. See e.g Benvenisti (2002); Stewart (2011), at 6 (‘Second governments or agencies may decide for a variety 
of political and policy reasons not to carry out their undertakings. They may wish to avoid imposing regu-
latory burdens on, or otherwise favor, domestic producers and prefer to free ride on other states’ efforts.’). 
See generally on international treaties Hillman and Ursprung (1994); Congelton (1995); Michaelowa (1998) 
and Endres and Finus (2000).

668. An important exception is the Montreal Protocol on Ozone Depleting Substances 1989, which effects 
have now become clear. See e.g. Benedick (1998); Raustiala (2000), at 419–20; See generally Yoshida, 
(1999); Wiener (1999), at 757 (argues that thus far, much theoretical work in this area ‘has been done 
with only casual reference to observation.’) This task is complicated by the lack of data regarding this 
phenomenon and the relative youth of most transnational environmental regimes, which means that 
most references to practice are anecdotally.

669. Stewart (2011), at 6 (‘First, governments or agencies may fail to agree on specific primary or secondary 
norms, either because of disagreement or uncertainty over norms, bargaining failures, or the need for 
flexibility to deal with future changes in political and economic circumstances and information. Subse-
quently, different domestic agencies and courts in different jurisdictions may interpret the agreed but 
general or ambiguous norms in different ways. [..] Third, states or agencies may lack legal and administra-
tive capacity to effectively implement the agreed norms. Fourth, the agreed regulatory instruments and 
strategies may have intrinsic efficacy limitations.’)

670. Oates and Portney (2003), at 331 (Environmentalists, business trade organization, and other interest 
groups interact first in the determination of environmental legislation. But this is not the end of the story. 
The implementation of such legislation by environmental agencies provides another arena in which 
divergent interests must be reconciled in the actual design, administration, and enforcement of policy. 
Through the selective enforcement of specific environmental measures, regulatory agencies may either 
weaken the measures or expand their scope and effectiveness.’)
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allocate implementation or enforcement competences to different levels of gover-
nance usually also involves regulation by a different type of agent than the political 
appointee that may have been in charge of the initial norm setting;671 it is common for 
implementation and enforcement to be in the hands of bureaucratic institutions that 
are not politically appointed, or for the judiciary to play an important role in certain 
enforcement activities.672 The self-interest of these bodies will not be served through 
the accumulation of votes, but rather through budget-maximization or through the 
consolidation of its own position within the regulatory system by creation a position 
of expertise or authority.673

ii. The poliTiCal eConoMy of The eu eTs

The case made by political economy scholarship is that any (environmental) policy 
passes through a political decision making process. In order to do so successfully, its 
design has to accommodate the interests of the most important interest groups and 
the government.674 In this section, we set out to explain the differences between our 
normatively optimal allocation, and the allocation with respect to the EU ETS, at the 
hand of a political economy analysis of the EU ETS. Our political economy analysis 
will focus on the intra-European aspects of the EU ETS, where we can demonstrate 
a link between competence allocation, the implementation practices, especially the 
instrument design choices, and the EU ETS’ enforcement. The role of the interaction 
between the European Union (Member States) and the bodies under the United Na-
tions framework is also discussed when relevant for the functioning of the EU ETS.

This section is sub-divided in two parts, each discussing a particular step in the 
development of the EU ETS. We focus on how the positions of the main actors — EU 
institutions, Member States and industry groups — were reflected in the eventual 
shape of the EU ETS. There have been several analyses on the emergence and shape of 
the EU ETS, which highlight different aspects of the process.675 For example, Markussen 
and Svendsen consider whether the shape of the EU ETS directive can be explained 
by the potential industrial winners and losers involved in the policy-making process.676 

671. Macey (1990), at 267 (arguing that in the United States, the federal government is only willing to delegate 
competences to the states when the political support it obtains from deferring to the states is greater than 
the political support it obtains from regulating itself ).

672. See also Oates and Portney (2003), at 331.

673. Kirchgassner and Schneider (2003), at 380.

674. Markussen and Svendsen (2005), at 245.

675. See in particular Skjærseth and Wettestad (2008a), (2008b), and (2010); Markussen and Svendsen (2005).

676. Markussen and Svendsen (2005), at 246.
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The analysis in this chapter takes the difference between ‘market creation’ and ‘market 
consolidation’ as the main explanatory value between the changes in position of the 
different actors, and the consequent design changes between Phase I and II on the 
one hand, and Phase III on the other.677

In the first two phases, the European institutions had to push for the introduction of 
a market-based instrument with respect to an issue that previously had not been sub-
ject to European level regulation in any comparable way.678 The changes for the third 
trading period could be based on experiences with emissions trading thus far, which, 
as we will show, also altered the position of Member States and industries towards 
the system and facilitated the evidence-based alteration of the system. Moreover, 
by Phase III, the majority of included industries had been ‘locked in’ by the EU ETS 
system, which means their preferences for its further development are based on their 
own position within the system, in contrast with the initial period where no investment 
in the system had yet been made.

A. Creation of the EU ETS: Phase I and II

In phases I and II, the most important stakeholders in the debate regarding the EU ETS 
directive were the European Commission and Parliament, the Member States (also in 
the form of the Council), and the industry groups.679 In general terms, the interests 
of the European Commission and Parliament can said to be aligned in the first two 
phases, with both institutions favoring a centralized EU ETS with auctioning as the main 
method of allocation and limited scope for the import of credits through the linking 
with CDM and JI initiatives. Conversely, the Member States wanted a decentralized 
system with grandfathering based on historic emissions and full access to external 

677. See also Stavins (2011), at 100 (‘Cap and trade leaves distributional issues up to politicians, and thereby 
provides a straightforward means to compensate burdened sectors. Of course, this political advantage is 
also an economic disadvantage in that it invites rent-seeking behavior. [..] A cap-and-trade system leads 
to battles over the allowance allocation, but these do not raise the overall cost of the program nor affect 
its climate impacts.’)

678. In the run-up to the 1992 Earth Summit, the Commission attempted to have a system of Community-wide 
carbon taxation (The Greenhouse Effect and the Community: Commission work program concerning the 
evaluation of policy options to deal with the ‘greenhouse effect’). However, the unanimity requirement 
for tax-related measures meant that the tax proposal failed, together with the related legislative agenda on 
GHG-reduction measures. As a consequence, the European Union lacked any internal policy for GHG-
reduction at the time of ratification of the UNFCCC.

679. The role of environmental NGOs was rather limited in the run-up to the first trading phases since their 
position was mainly one of opposition towards emissions trading as a mechanism. Moreover, there is 
empirical work suggesting that their lobbying success during this period was limited at the European level. 
See Daugberg and Svendsen (2001) and See generally Woll (2006) (setting out the general theoretic argu-
ments regarding European lobbying based on several empirical studies).



The Political Economy of Competence Allocation in the European Union Emissions Trading Scheme  183

credits.680 Industry lobbies supported a voluntary system.681 At the hand of the political 
decision making process with respect to the EU ETS directive — starting with the 2000 
Green Paper,682 the 2001 Directive proposal,683 the 2002 Draft Report of the Parliament 
(the first reading),684 the 2002 Council Common position,685 the second reading in 
2003,686 and the final directive687 — we will discuss the relative success of these differ-
ent groups in ensuring that the directive reflects their interests.

1. The Political Decision Making Process

Initially, the European institutions and Member States had been skeptical,688 and even 
opposed, to the flexible mechanisms as initially supported by the United States in 
the UNFCCC context. One commentator explained this by stating that ‘the EU was [..] 
against the [global] trading of pollution credits because such measures diluted its own 
unique advantage. Having enjoyed nothing like America’s heady economic growths 
since 1990, and being less reliant on coal, making cutbacks in emission levels was al-
ways going to be easier for the Europeans.’689 Accordingly, the pre-1998 position of the 
EU had supported the use of technology standards and other command-and-control 
type regulation.690 Once flexible mechanisms did become an integral part of the Kyoto 
Protocol, the European Commission decided to embrace this development. The 
first mention of emissions trading was made in the 1998 Communication where the 
Commission noted that ‘[a]n EC-wide approach to emissions trading could … facilitate 
the administrative implementation of the system and prevent new barriers to trade.’691 
The Commission also submitted that this would be the most cost-effective method for 
achieving the reduction targets set by the Kyoto Protocol.692

680. See Skjærseth and Wettestad (2010), at 79.

681. Markussen and Svendsen (2005), at 253. On the position of industry generally with respect to climate 
change strategies, see Kolk and Pinkse (2004) (showing the changes in corporate response since the mid-
1990s to the early 2000s). See also Levy and Kolk (2002) for a typology of responses by oil multinationals.

682. European Commission (2000).

683. European Commission (2001b).

684. European Parliament (2002).

685. European Council (2003b).

686. European Parliament (2003).

687. European Council (2003d).

688. Skjærseth and Wettestad (2008a).

689. Wiener (1999), at 779

690. Skjærseth and Wettestad (2010), at 67.

691. European Commission (1998), at 2.

692. European Commission (1998), at 18. The consequent Communication on the ‘Implementation of the 
Kyoto Protocol’ (European Commission (1999)) led to the launch of the first European Climate Change 
Program.
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In the 2000 Green Paper on ‘GHG Emissions Trading within the European Union’, 
the Commission proposed an emissions trading scheme that was clearly reminiscent 
of the relatively centralized US Clean Air Program aimed at SO2.693 Based on the Green 
Paper, the European Climate Change Program (ECCP) working groups were launched, 
which provided important input for the 2001 directive proposal.694 The working 
groups included representatives from the Commission, member states, the private 
sectors and NGOs. As a result of the ECCP feedback, the 2001 Proposal no longer 
included auctioning for Phase I, and its introduction in Phase II was made dependent 
on the experiences in the first phase.695 Also the allocation would be in the hands of 
the Member States with limited oversight by the Commission.696 Finally, some impor-
tant industries were taken out of the scope of the EU ETS, aluminum and chemical 
industries, and CO2 was the only GHG included.697 Overall the proposal advocated a 
centralized EU ETS with auctioning and limited scope for the use of CDM and JI cred-
its.698 The main concern of the Commission was that decentralized emissions trading 
could lead to state aid violations, if Member States strategically allocated allowances 
to favored industries, or possible distortions to the level playing field in the internal 
market.699

The first reading of the Parliament included over 80 amendments.700 With respect 
to the scope of the EU ETS, the Parliament reverted back to the inclusion of all six GHG 
gasses suggested in the Green Paper, and to the original set of industries, including alu-
minum and chemicals. Auctioning was foreseen at 15% in both phases, with allocation 
by the Member States in line with the provisions of the Burden Sharing Agreement. 
With these amendments, the Parliament approved the Directive 448 to 24, after which 
the Council of Environmental Ministers (CEM or Council) had to approve the directive. 
The Council agreed to only a third of the proposed amendments by the Parliament, 
reducing the scope of the Directive back to one GHG (CO2) and introducing a tem-
porary opt-out for aluminum and chemical plants. Other important changes included 
the provisions regarding initial allocation: 100 % grandfathering in Phase I, followed by 
an optional 10% auctioning in Phase II. The Council also altered the penalty provisions 
under the directive. Thus far, the penalties had been set at 50 EUR (Phase I) or 100 EUR 

693. Ellerman et al. (2000).

694. European Commission (2000).

695. European Commission (2001), at 11 (‘By 30 June 2006 the Commission will review the experience gained 
during the allocation of allowances for the period 2005-2007 with a view to ascertaining which harmon-
ised method would be most appropriate in future.’)

696. European Commission (2001), at 11.

697. Markussen and Svendsen (2005), at 254.

698. Skjærseth and Wettestad (2010), at 81.

699. European Commission (2000), at 19.

700. Skjærseth and Wettestad (2008a), at 4.
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(Phase II), or twice the market price (Phase I and II).701 Under the Council’s position, the 
penalties were reduced to a flat rate of 40 EUR and 100 EUR respectively for phases 
I and II. If the market prices would even exceed these penalties, this would have led 
installations to choose to pay the penalty rather than adhere to the quotas.702

The second reading by the Parliament was under intense pressure since major 
amendments to the directive would have meant the delay of the implementation of 
the directive beyond 2005.703 An agreement was brokered between the Council and 
the Parliament by Jorge Moreira da Silva, which saw several compromises.704 Firstly, 
the scope of the EU ETS would be limited to CO2 and six industrial sectors,705 exclud-
ing aluminum and chemicals. Second, Member states would decide on competence 
allocation through National Allocation Plans, following the Burden Sharing Agreement 
and in line with the criteria set out in the directive.706 Thirdly, auctioning would be 
allowed (not mandatory) up to 5% in Phase I and 10 % in Phase II.707 Member States 
were moreover allowed to exclude specific installations, but not entire industries, up 
to December 31, 2007.708 Finally, penalties were set at a flat rate of 40 EUR (Phase I) and 
100 EUR (Phase II), rather than be linked at the market price. After this ‘coordinated’ 
second reading by the Parliament, which endorsed the directive on July 2, 2003, the 
Council approved the final directive three weeks later without any further amend-
ments.

2. Winner and Losers

Most European ETS sectors consider the ETS a threat to their competitiveness, both 
with other European industries as with extra-European competitors, and had strong 
incentives to block or undermine the implementation and enforcement of the EU 
ETS within their respective Member States.709 Put differently, the industries earmarked 
under the directive can be divided into buyers and sellers of allowances. According to 
Markussen and Svendsen’s analysis, all industries included under the EU ETS, except 
for the large and renewable electricity producers and small-scale CHP, look to be net 

701. European Commission (2001), at 14 and 27, and European Parliament (2002).

702. Cole (forthcoming), at 11.

703. Skjærseth and Wettestad (2008a), at 5.

704. Parliament (2003).

705. Energy production, ferrous metals production and processing (iron and steel), cement, pulp and paper 
plants, and the mineral industry.

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

707. European Council (2003d), Article 10.

708. European Council (2003d), Article 27.

709. See generally Demailly et al. (2007); Klepper and Peterson (2004); Grubb and Neuhoff (2006); Demailly 
and Quirion (2008); Smale et Al. (2006); Oberndorfer and Rennings (2007).
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buyers of allowances.710 This means that for all but a few industries, any form of manda-
tory emissions trading reflects a loss with respect to their interests. However, this loss 
can be mitigated by the design of the trading scheme adopted.711 The initial allocation 
rules (grandfathering), the flat rate penalties, and the exclusion of the aluminum and 
chemical industry, together with the possibility to exclude certain specific installations, 
plays into the relevant industrial interests, especially regarding the mitigation of private 
reduction costs. Particularly, the free initial allocation favors industry interests since it 
minimizes private costs and creates a barrier to entry for new entrants which are forced 
to buy all their permits from incumbents.712

Given that these provisions were the result of amendments suggested by the Coun-
cil, it may be assumed that the Member State and industry interests with respect to the 
EU ETS were closely aligned with respect to the first two trading phases.713 Going back 
to the developments that led to the Green Paper, we are reminded that many of the 
EU Member States were strongly opposed to the development of an emissions trading 
scheme as a means to fulfilling their emission reduction commitments.714 Conversely, 
the European Commission and Parliament strongly supported a centralized system of 
trading with limited linking and auctioning as initial allocation method.715 Their posi-
tion received little support from environmental interest groups, some of which were 
markedly hostile towards emissions trading.716 Significantly, consumer interest groups 
played virtually no part in the debates surrounding the EU ETS but would later emerge 
as significant ‘losers’. Despite the free allocation of allowances, many industries did 

710. Markussen and Svendsen (2005), at 248.

711. Driesen (1998), at 4 (‘No economic reason exists for a polluter to agree to an allowance trading program 
absent a credible government ability to impose a traditional regulatory program. Allowance trading only 
reduces costs; it does not eliminate them.’)

712. See e.g. Nash (2000) and cf Woerdman et al. (2008). See generally Buchanan and Tullock (1975).

713. Oates & Portney (2003), at 339 (‘Systems of tradeable permits with a free initial distribution can thus 
achieve support from various interest groups that may not be forthcoming for other forms of incentive-
based instruments.)

714. See e.g. Skjærseth and Wettestad (2008b), at 282 (‘In the negotiations leading up to the Kyoto Protocol, 
Germany was one of the leading skeptics within the EU to the use of the flexibility mechanisms.’) Even 
Member States which were considered relative frontrunners only had experience with voluntary trading 
schemes. This experience was limited to Denmark and the United Kingdom.

715. The Members of the European Parliament are elected through national elections, but once in Parliament 
they are grouped with party-counter parts of different Member States rather than with their countrymen. 
This means that national interests are fragmented by party policy not by national interest — a practice 
referred to as Party Grouping. The Parliament therefore has a different constituency to consider than the 
national representatives in the Council. See Attina (1990) (analyzing data from roll-call votes in order to 
test Party Group cohesion and voting line-ups of Party Groups.); Hix, Noury and Roland (2005).

716. Skjærseth and Wettestad (2010), at 81. See e.g. Sandbag (2009) (finding that permits and offsets that can 
be bought before 2012 can be banked and used to cover nearly 40% of the effort required to cover 2020 
caps, without further cuts to domestic emissions taking place).
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pass on ‘higher’ costs to the consumer, which resulted in higher electricity bills and 
other elevated prices.717

The Commission and the Parliament were unsuccessful in securing their prefer-
ences in the final EU ETS directive. However, they did manage to get concessions re-
garding the review of the EU ETS for the third trading phase, particularly with respect to 
the inclusion of additional industries and greenhouse gasses,718 as well as the method 
of allocation.719 Moreover, the directive was successful in creating an emissions trading 
scheme, which is now the largest in the world. In this market creation phase, the con-
cessions made to the Council (and indirectly the industries) may have been necessary 
to overcome the political opposition to the EU ETS.720

3. Explaining Competence Allocation

The most notable divergence between the theoretically optimal competence alloca-
tion and the actual competence allocation strategy in the first and second phase of 
the EU ETS was the decentralization of implementation at the national level. As pre-
dicted by the Commission, the Member State-level implementation resulted in over-
allocation to most sectors; the first verified emission figures (for 2005) showed that 
seventeen countries were ‘long’ (meaning that more permits were given than needed), 
and only five countries were short.721 In the preparation for the second trading phase, 
this situation did not improve significantly and only the UK’s NAP was uncondition-
ally accepted.722 Although the expected results of national implementation in terms 
of over-allocation have now been confirmed, the Commission predictions were not 
sufficient counter-weight for the Council’s position in the political decision making 
process to secure European level implementation. In addition, the lack of reliable 
information regarding emissions prior to 2005 also made the system more dependent 
on industry, which had to provide the first sets of data for verification.

Some Member States, specifically Denmark and the United Kingdom, already 
had national registries in place, which facilitated the implementation of the EU ETS 

717. See Sijm et al. (2008), 12-13.

718. European Council (2003d), Article 30(1).

719. European Council (2003d), Article 30(2).

720. Gunningham (2005), at 75-77 (“Thus a phased approach has the potential to overcome, or at least re-
duce, much of the political opposition likely to eventuate if negative incentives were adopted in the first 
instance.”)

721. Skjærseth and Wettestad (2008b), at 279. Large variety existed between the countries that were ‘short’. 
Germany was short only 0.2%, whereas Ireland and the United Kingdom were short 16.4 and 17.7% 
respectively.

722. Skjærseth and Wettestad (2008b), at 280.
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in these countries.723 However, the vast majority of Member States did not have such 
prior experience, which made them more dependent on, potentially unreliable, 
information supplied by the industries. In some Member States, not only the informa-
tion itself was lacking but also the legal provisions to obtain this information, which 
meant that Member States were dependent on information voluntarily submitted.724 
Most industries did cooperate with this data gathering but the benchmark of historic 
emissions heightened the chance of over-estimated past emissions.725 Other avenues 
through which industry groups attempted to influence the process was through the 
allocation between the ETS sectors and the non-ETS sectors. In Germany, which 
had been a leading skeptic of the EU ETS in the negotiations leading up to the Kyoto 
Protocol and whose industries were strongly opposed to mandatory trading,726 the al-
location mechanisms included 52 different factors, which led to ‘a largely incalculable 
allocation resultand to a hazy situation for many plant operators.’727The Commission’s 
success in limiting the abuse of the NAPs was limited; with respect to the first trading 
phase, 4.5% of the total allocation was shaved off, for the Phase II NAPs this increased 
to an average of 9.5%.728

These experiences have confirmed the Commission’s reservations regarding Mem-
ber State implementation, but in part they also explain the competence allocation 
during the first two trading phases. Both the NAPs (distribution at the Member State 
rather than European level) and the concession to grandfathering based on historic 
emissions (allocation) represent wealth transfers to national industries, which were 
now included in the EU ETS.729 Without these side-payments, the acceptance of the 
EU ETS by industry and Member States would have been unlikely. Moreover, these 
concessions had a clear expiration date: after the review provided for in Article 30 of 
the Directive, large scale alteration of the EU ETS were foreseen.730

723. Skjærseth and Wettestad (2008b), at 282.

724. Cole (forthcoming), at 21.

725. Cole (forthcoming), at 21.

726. See Skjærseth and Wettestad (2008b), at 282.

727. Matthes and Schafhausen (2007), at 102, at quoted in Cole (forthcoming), fn 80. Cf, at 101 (‘Neverthe-
less, some observers considered Germany’s first NAP a remarkable achievement in light of that country’s 
‘strong corporatist policy style and … diversity of diverging interests,’ as well as the limited ability of Ger-
many’s political system to ‘manage complex political processes of this kind, on the basis of very uncertain 
and incomplete information….’).

728. Skjærseth and Wettestad (2008b), at 285 and 280. See also Cole (forthcoming), at 22 (‘It is difficult to 
imagine how the Commission possibly concluded that these allocations put member states on a ‘path 
towards achieving’ their Kyoto/Burden-sharing Agreement targets.’)

729. The incorporation of the polluter pays principle through auctioning was an important aspect for the 
Parliament, which they were not able to incorporate in the final directive. See Markussen and Svendsen 
(2005), at 253. See also Woerdman, Couwenberg and Nentjes (2009).

730. European Council (2003d), Article 30.
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As far as enforcement is concerned, there was not as much emphasis on this issue 
during the political process running up to the directive. Some have gone as far as to 
observe that ‘most member states paid very little attention to the crucial importance 
of a well developed and implemented system of monitoring, reporting, verification, 
inspection, and enforcement [..] [T]hese elements of the compliance chain were 
generally underestimated and undervalued by practically all parties.’731 This may be 
explained by the focus on the political rather than practical aspects of the EU ETS, and 
possibly also the prevalent perception of emissions trading as requiring less monitor-
ing.732 However, for the Commission compliance monitoring and enforcement was a 
salient issue, as is evidenced by the guidelines on the monitoring and reporting of 
greenhouse gasses a few months after the adoption of the directive.733 Our optimal 
allocation suggests that enforcement competences are best shared between the na-
tional and regional levels in case of an emissions trading scheme with regional scope 
(such as the EU ETS), with installation specific compliance monitoring placed at the 
national level and market oversight at the regional level. There are no clear indications 
that such an allocation would have been unacceptable for the parties involved in the 
political decision making process surrounding the EU ETS. Rather, enforcement was 
only a very minor element in the discussions between the Commission, Parliament 
and Council. Moreover, the market oversight problems that transpired through the 
VAT fraud cases and double-selling of credits were arguably part and parcel of the 
‘learning by doing’ nature of especially the first trading phase.734

Our hypothesis that classifies Phase I and II as market creation phases appears to 
be supported by the positions of the Commission, Parliament, Council and industry 
groups regarding the original EU ETS directive. Both the division of competences as 
well as the substantive implementation provisions (especially the provisions pertain-
ing to the scope of the EU ETS, the initial allocation provisions, and linking) reflect a 
compromise between the ideal structure of the EU ETS as envisaged by the Commis-
sion and the Parliament in the Green Paper, Proposal and parliamentary reports, and 
the relative hostility of the Member States and the industries towards a market-based 
mechanism. Importantly, of those Member States that supported the introduction 
of emissions trading, and thus represented important allies to the Commission, only 
one was in favor of centralization (Denmark), while the others (United Kingdom, the 

731. Dekkers and Oudenes (2007), at 189, as quoted in Cole (forthcoming), at 28.

732. See Stranlund, Chavez and Field (2002).

733. European Commission (2004c).

734. More generally, national enforcement allows for some experimentation with an instrument, which is very 
new to the administrations. See Gunningham (2005), at 76 (‘A further benefit of a phased approach is that 
by sequencing the introduction of policy instruments, we can enjoy the benefits of regulatory pluralism 
without degenerating into a smorgasbord approach, or worse, counterproductive instrument clashes.’).
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Netherlands and Ireland) clearly preferred a decentralized system.735 This compromise 
has been described as crucial in the creation of the EU ETS; Carbon Trust stated that 
‘the most fundamental political deal that enabled the EU ETS to be launched as a 
European-wide venture was that the Member States would retain the right to allocate 
allowances’.736 The windfall profits and barriers to entry created by the free initial 
allocation represent important rents for the industries, and politically, the discretion 
provided by the NAPs strengthened the Member States’ domestic positions.

Another strong argument on the side of the Member States and industries could 
have been the principle of subsidiarity. The Green Paper does not make explicit men-
tion of the role of subsidiarity, stating that the fact that ‘the Community has a role in the 
protection of the internal market and in respecting international commitments that it 
has entered into is not in question. The debate on the Community’s role should rather 
be focused on what form this role should take.737 In the proposal for the Directive, 
this subject is discussed in more detail, with an explicit recognition that ‘a balance 
has been struck [with respect to allowance allocation] between the benefits of having 
a European-wide market, and the principle of subsidiarity.738 However, according to 
the Proposal, the interpretation of the principle continues to tip the scales towards 
Community action since ‘the real economic benefit of emissions trading will only 
be obtained if allowances are fully tradable and accepted across the Community.’739 
However, it is also recognized that appropriate decisions on implementation should 
be left to the competence authorities of the Member States.740 We shall see that the ex-
periences with the first two trading phases allow for action that is far more centralized 
under the principle of subsidiarity since there is now ‘proof’ of the disruptive effect of 
the decentralized implementation.

For the third phase, we expect a power shift away from the Member States and 
industries in favor of the Commission and the Parliament for several reasons. Firstly, 
the industries are now locked-in to the system and are thus benefitted by its contin-
ued existence, the investments in CDM and JI projects plays an important role in this 
respect. Secondly, the availability of verified information and the increased visibility 
of the EU ETS strengthens the position of the Commission and the Parliament since 
this confirms earlier predictions of over-allocation, and harnesses the pressure of 
environmental and consumer interest groups, which demand a more equitable EU 
ETS, particularly with regard to free allocation.

735. Wettestad (2009), at 318.

736. Carbon Trust (2008), at 21.

737. European Commission (2000), at 12.

738. European Commission (2001b), at 5.

739. European Commission (2001b), at 17.

740. European Commission (2001b), at 17.
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B. Consolidating the EU ETS: Phase III onwards

In order to understand the complete political process under which Directive 2009/29/
EC was developed and adopted, it is important to note that the political climate in 
which the revisions to the EU ETS took place was different from that in which it was de-
veloped. Since 2005, the European Union’s influence over energy and climate policy 
had increased significantly and the issue had become increasingly salient for Euro-
pean citizens.741 This increased awareness provided a counterbalance for the industrial 
pressure for a more lenient EU ETS. Moreover, the EU ETS has become known as the 
centerpiece of the European climate change policy, and its success was key to main-
taining the frontrunner status that the EU had appropriated for itself with respect to the 
international climate change negotiations under the UNFCCC. Furthermore, Directive 
2009/29/EC was developed as part of a broader energy and climate change pack-
age which created a possibility for compromises between different (Member State) 
interests beyond the scope of the directive itself, for instance relating to renewable 
energy commitments or commitments for the non-ETS sectors. The resulting political 
decision making process surrounding the revision of the EU ETS was highly complex 
and moreover under significant time pressure due to the impending UNFCCC COP 
meeting in December of 2009.

1. The Political Decision Making Process

The EU ETS is currently the largest trading scheme in existence, and acquired this status 
incredibly soon after its creation.742 Article 30 of the original EU ETS directive provided 
that a review of the EU ETS was to be drawn up by the Commission by 30 June 2006. In 
this review process, it was confirmed that the choice for decentralized implementation 
through NAPs coupled with free initial allocation, and several other design flaws, was 
undermining the credibility and functioning of the system.743 Initial consultations were 
made through a web survey in the fall of 2005, and the Commission published several 
policy documents regarding the further development of the EU ETS. The Communica-
tion ‘Building a Global Carbon Market’ of November 2006 showed the international 

741. Skjærseth and Wettestad (2010), at 71 (showing that the percentage of Eurobarmeter respondents who 
listed climate change as their main worry increased from 39% in 2003 to 57% in 2007). The most recent 
report from October 2011 shows that 89% of respondents considers climate change to be a serious 
problem with 68% considering it a very serious problem, see DG Communication (2011), at 4.

742. Already from 2005 to 2006 trading volumes and value more than doubled. See Skjærseth and Wettestad 
(2008b), at 280.

743. Egenhofer et al. (2010), at v (‘There were numerous weaknesses in the initial pilot phase (2005-07) as well 
as the second phase (2008-12). Most of these have been addressed to be ready for the third phase starting 
in 2013. However, the perception of inefficiency and ineffectiveness continues to exist because most of 
the analysis in the literature is based on phases 1 and 2.’)
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ambition of the Commission with respect to the exemplary function of the EU ETS.744 
The consequent Communication on the integrated energy and climate package (’20 
20 by 2020’) was adopted by the Council in March 2007, confirming the central place 
of the EU ETS within a broader energy and climate package of the EU.745

In 2007, four consultation rounds were held within the second European Climate 
Change Program working group on emissions trading on the review of the EU ETS.746 
These consultation rounds involved the main stakeholders in the EU ETS (governmental 
and non-governmental) and focused on four specific themes within the EU ETS review: 
the scope of the directive (industries and gasses); compliance and enforcement; pos-
sible further harmonization of the EU ETS (potentially through a centralized cap); and 
the linkage to other emissions trading schemes of third countries, CDM and JI proj-
ects.747 With respect to competence allocation, the debates regarding harmonization, 
both of the cap and of enforcement and monitoring activities, are most relevant. In the 
second meeting under the ECCP II, there seemed to be a relatively easy agreement on 
the need for further harmonization in the areas of enforcement and compliance.748 At 
the third meeting, the issue of harmonization regarding other aspects of the EU ETS 
was discussed, particularly cap-setting and allowance allocation.

This third meeting can be considered a turning point for the review of the EU ETS 
since it became clear in this meeting that most Member States would not necessarily 
oppose a centralized cap. The official report speaks of a ‘unanimous call for improved 
cap setting […] a general, very strong message calling for more harmonization, if not 
a centralized cap’.749 Power generators, carbon traders and NGOs supported this 
point of view, stating explicitly that harmonization would ‘take away the discretion 
of Member States resulting in adverse and distorting effects’ and ‘underpin the po-
litical leadership of the EU’ to the outside world.750 However, some (new) Member 
States had reservations, which may be linked to the discussion regarding increased 
use of auctioning within the EU ETS and the relative development of their industries. 
The official report states that ‘albeit not against more harmonization, some Member 
States consider it important to take into account specific national circumstances, such 

744. European Commission (2006b)

745. European Commission (2007), European Council (2007), European Commission (2008a).

746. Consultations available on http://ec.europa.eu/clima/consultations/consultations_archives_
en.htm#ETS

747. Skjærseth and Wettestad (2010), at 71-2.

748. Skjærseth and Wettestad (2010), at 71.

749. European Commission (2007d), at 3.

750. European Commission (2007d), at 3.
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as level of economic development, impact on economic growth, but also how the 
energy intensive or export dependent industry would be affected.’751

Allocation issues proved more controversial with strong opposition of the 
industries with respect to the introduction of auctioning and the weakening of 
benchmarks.752 Several Member States indicated that they were open to supporting 
benchmarks, but also acknowledged their complexity and the risk of over-allocation 
to efficient installations.753 Much of the debate on benchmarking was directly linked to 
the parallel discussion on auctioning. As was to be expected, industry representatives 
were strongly opposed to any auctioning before the completion of a global agree-
ment, citing impacts on competitiveness due to less investment in R&D as compared 
to the United States and Japan, and likening the auctioning to the imposition of a ‘vari-
able and unpredictable tax’.754 From the perspective of the Member States, autonomy 
with respect to auction revenues appeared to be non-negotiable, although the option 
of reserving part of the proceeds for environmental projects was left open.755 In his 
conclusions, the chairman (Mr. Jos Delbeke from the European Commission) finds that 
‘[t]here is a lot of support for auctioning because of its merits in terms of transparency, 
delivering a clear price signal, avoiding windfall profits and others. The merits have to 
be balanced against the concerns relating to international competitiveness, however, 
this would not apply to all sectors, but only those which can adequately demonstrate 
that they are exposed to international competition or which cannot pass through their 
costs.’756

On 23 January 2008, the Commission put forward a proposal for a revised post-
2012 EU ETS.757 Building on the 2007 consultation process, the Commission proposal 
included a EU-wide cap based on fully harmonized rules for the 2013-2020 period.758 
Furthermore, auctioning was introduced as the main principle for allocation.759 A 
distinction was made between the industrial installations and installations involved 
in electricity production, and only the latter would be exposed to full auctioning from 
2013 onwards.760 Energy-intensive industries would be allowed a transitional period 

751. European Commission (2007d), at 3.

752. European Commission (2007d), at 15.

753. European Commission (2007d), at 15. This was supported by NGOs who highlighted the risk of distortions 
arising from the implementation of benchmarks, which may result in 27 rather than one benchmark in one 
sector, infra, at 15.

754. European Commission (2007d), at 19.

755. European Commission (2007d), at 21.

756. European Commission (2007d), at 23.

757. European Commission (2008c).

758. European Commission (2008c), Article 9.

759. European Commission (2008c). Article 10.

760. European Commission (2008c), at 15.
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starting with 20% auctioning in 2013 to zero in 2020. Some industries and sub-sectors 
that were found to be ‘carbon leakage sensitive’ would be eligible for 100 per cent 
free allocation if no international agreement would be in place.761 The EU ETS reform 
proposal was not submitted in isolation; three other proposals were submitted at the 
same time, confirming that the EU ETS was now an integrated part of a broader EU 
energy and climate package. Due to the presentation of these proposals as a single 
package, possible political compromises were not restricted to the EU ETS directive 
but also included Member State duties regarding emission reductions in the non-ETS 
sectors,762 renewable energy shares,763 and carbon capture and storage development 
(CCS).764

As mentioned, the impending COP meeting in Copenhagen put the decision 
making process under considerable pressure. By mid-October 2008, the French EU 
Presidency announced that the energy and climate package, including the ETS reform, 
would be decided at the European Council meeting in December.765 This announce-
ment followed the meeting of the Parliament’s Environmental Committee debate on 
the ETS proposal in early October. The Parliament supported the reform, particularly 
the move towards centralization and more auctioning, but did call for an earmarking of 
auctioning revenues for climate related purposes, the funding of CCS projects through 
the new entrant reserve, and the exclusive use of ‘high quality’ CDM credits.766 In the 
remaining month leading up to the December Council meeting, there were several 
‘trialogue’ meetings between the Commission, Parliament and Council in which the 
final negotiations regarding the package took place.

The revised EU ETS as adopted at the December Council meeting largely follows 
the January proposal of the Commission. Summarizing the main changes with respect 
to cap-setting and allowance allocation, we see that Article 9 of Directive 2009/29/
EC introduces the centralized cap,767 and that auctioning becomes the main alloca-
tion method.768 With respect to auctioning, only the electricity producing sectors 
will experience full auctioning from 2013 onwards. Other industries will have to buy 
20% of their allowances in 2012, increasing to 70% in 2020, with a view on 100% in 
2027.769 For the industries that are considered carbon leakage sensitive will receive 

761. European Commission (2008c).

762. European Council (2009d).

763. European Council (2009b).

764. European Council (2009c).

765. Skjærseth and Wettestad (2010), at 74.

766. Skjærseth and Wettestad (2010), at 74.

767. European Council (2009a), Article 9.

768. European Council (2009a), Article 10.

769. European Council (2009a), Article 10.
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free allowances, based on benchmarks rather than historical emissions.770 Additional 
distributional provisions were included regarding auctioning revenues, with 10 % 
of revenues of Member States of high per capita GDP redistributed to low income 
Member States.771 The use of CDM and JI credits is allowed to be used for up to 50% 
of EU-wide reductions in the 2008-2020 period, without additional quality criteria for 
third country projects.772

Although monitoring and enforcement has become a more salient feature of the 
EU ETS, little attention was paid to this issue in the ETS reform and most developments 
regarding this issue have taken place through Commission monitoring and reporting 
guidelines, starting from 2004.773 In addition, a Commission Communication was pub-
lished in December 2010 on enhanced market oversight.774 In this Communication, 
the potential for market abuse in the now significant carbon market was recognized 
and an agenda is set for further consultation on the issue in line with Article 12(a) of the 
original ETS directive.775 In October 2011, proposals were submitted for directives and 
regulations on financial instruments, market abuse and criminal sanctions for market 
abuse.776 The central role of the Commission in these initiatives reflects the consensus 
in the second EPPCII consultation on enforcement and monitoring. Having set out 
the main developments during the political process, we will now go on to interpret 
these events from the perspective of the different Member States and the industries 
involved.

2. Winner and Losers

The first EU ETS directive was substantial different from the Green Paper and proposal 
on which it was based.777 The differences between the January 2008 proposal for the 
revised directive, and the version that was adopted in December of that year appear 
to be much smaller, indicating that the positions of the Member States, Parliament and 
Commission were relatively aligned from the beginning of the review. Considering 
the differences between the original and revised EU ETS directives, and the fact that 
these differences relate to hard-earned compromises in the first directives, this seems 

770. European Council (2009a), Article 10(a) and (b) on carbon leakage. See also European Commission 
(2009c).

771. European Council (2009a), Article 10.

772. European Council (2009a).

773. European Commission (2004c).

774. European Commission (2010b).

775. European Commission (2010b), at 2-3.

776. European Commission (2011c); European Commission (2011g); European Commission (2011h); European 
Commission (2011i).

777. See section II.A.1.
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unlikely. This sub-section sets out the winners and losers of the reform, showing the 
important role of the additional proposals included in the energy and climate package 
with which the ETS reform was introduced and the changes in Member State interests.

Experience had showed that NAPs did not work in terms of free riding, also were 
problematic politically for MS who experienced extreme lobbying, and were admin-
istratively draining.778 The first expression of Member State interest in a more harmo-
nized EU ETS came during the review of the Phase II NAPS, when the Climate Change 
Committee, composed of Member State representatives, called for the assessment of 
NAPs on a ‘consistent, coherent, and robust basis’,779 referring to the verified emissions 
of 2005 as a basis for comparison.780 Also during the 2007 consultations rounds, the 
Member States did not express any strong desire to keep the decentralized system 
of NAPs. That said, an important distinction must be made between the ‘old’ and 
‘new’ Member States, i.e. the West and Eastern European Member States. Frontrunner 
Member States such as the United Kingdom had become increasingly frustrated with 
laggard countries such as Poland and Estonia and were worried about the distorting 
effects of the NAPs.781

Conversely the new Member States were worried that a central cap would restrict 
their economic growth and would impose unequal mitigation burdens.782 This was 
vocalized in the 2007 consultation rounds,783 but also with respect to the negotiations 
on the emission targets for the non-ETS sectors. Some central and eastern European 
Member States, led by Hungary, argued against the 2005 baseline adopted by the 
Commission, saying that this would not take sufficient account of early action by Mem-
ber States and argued in favor of 1990 as base year instead.784 Although this was not 
considered a feasible demand, this opened the door for concessions with respect to 
the ETS requirements. The possibility for Member States to transfer part of their GHG 
allocation to subsequent years and other Member States, and the possibility to use 
CDM and JI credits for up to 3% of emissions in the 2005 base year are a few of these 
concessions.785 Moreover, electricity providers to low GDP Member States could opt 

778. Wettestad (2009), at 8-9, see also Carbon Trust (2008), at 21 (‘[T]he process of National Allocation Plans 
proved to be fraught with such difficulty that most Member States will be glad to see them fade into 
history.’)

779. Wettestad (2009), at 319.

780. European Commission (2006), at 2.

781. Wettestad (2009), at 319.

782. European Commission (2008b) (for analysis of the distribution of costs related to mitigation).

783. European Commission (2007d), at 3.

784. Lacasta, Oberthür, Santos and Barata (2011), at 105.

785. Pallemaerts and Oberthür (2010), at 49-50.
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for free allocation (with a maximum of 70% in 2013), if they provided more than 30% 
of national electricity.786

Distribution related compromises made it possible for the cap-setting centraliza-
tion reform to pass without too much protest. This change also represents a win for the 
Commission, which was confirmed in its earlier predictions regarding the undermin-
ing effect of the NAPs and would be relieved from some of the administrative burden 
placed on them through the complex review system.787 The Parliament supported 
most of the reforms of the EU ETS, in line with the pressures from environmental and 
consumer lobbying groups with respect to grandfathering.788 However, its concerns 
regarding the questionable environmental integrity of many CDM and JI projects were 
not reflected in the final directive. With respect to the non-ETS sectors, the Parliament 
was more successful, ensuring that the use of international offsets was limited to 8% 
rather than the 24% suggested by Commission.789 Industrial interests groups have had 
to accept the introduction of auctioning, but the many exceptions in Article 10 of 
the directive, combined with the Commission Decision on carbon leakage sensitive 
industries means that this introduction allows for substantial derogations.790

3. Explaining Competence Allocation

The reforms for Phase III, particularly with respect to cap-setting and allowance alloca-
tion but also regarding enforcement, move the division of competences within the 
EU ETS closer to our theoretical optimum. In line with our qualification of the first two 
trading phases as ‘market creating’, phase three may be described as ‘market consoli-
dating’: since the necessary elements for trading have now been secured — registries, 
property right regimes — and significant investments have been made in the market 
and external credits, steps can be taken to improve the market’s functioning. Based 
on this typology, we predicted a move towards the optimal allocation, as preferred by 
the Commission and Parliament, since (i) parties are now locked-in to the system and 
are thus benefitted by its continued existence, the investments in CDM and JI projects 
plays an important role in this respect; and (ii) the availability of verified information 
and the increased visibility of the EU ETS increases the political acceptability of certain 

786. European Council (2009a), Article 10(c).

787. Wettestad (2009), at 321.

788. DeShazo and Freeman (2007), at 1561 (‘We showed how the unique nature of climate change — namely, 
the fact that it involves stock pollutants — frees environmentalists from concerns about local effects 
and enables them to support a cap-and- trade approach. […]we showed how the outcome of political 
struggles over where to place the burden of regulation has an impact on what tools will be chosen.’)

789. European Parliament (2008), at 34-37.

790. European Commission (2009f).
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measures since more information is available regarding their effects. The experiences 
of the first two trading phases also reduce the value of any argument made with re-
spect to the principle of subsidiarity. In the review report ‘Building a global carbon 
market’, the Commission states that ‘the result of this nationally-driven process is that 
the national allocation plans differ from each other and many stakeholders have raised 
concerns that such differences are having an impact on the internal market.’791 Along-
side the treatment of new entrants and the uncertainty caused by reviewing NAPs 
every five years, the Commission regards further harmonization of the cap-setting and 
allocation process, as well as increased predictability, as ‘key strategic issues’.792 This 
led to the suggestion of ‘exploring’ a single EU-wide cap, which was previously not 
accepted.793

The most significant changes in cap-setting and allowance allocation can be 
explained by our predictions and were strengthened by the fact that the negative 
experiences of the Member States with the National Allocation Plans meant they 
were also increasingly in favor of centralization. The perceived inequity between the 
Member States as a result of the failure or unwillingness of some Member States to 
adhere to the deadlines and requirements, together with the intense domestic pres-
sure related to cap-division and competence allocation further strengthened the case 
for centralized implementation. The position of the ETS within the broader energy and 
climate package made negotiation with different minded Member States easier since 
concessions could be made in other areas. That said, industrial lobbying has also been 
intense at the European level and these groups have no doubt influenced benchmark-
ing and carbon leakage standards. Also the transition provisions contain important 
ad hoc concessions made to certain Member States and sectors, which suggests that 
norm distribution at EU level is not immune from comparable pressures as the NAPs. 
Arguably however, the playing field is leveled since all industries now have to lobby 
the European level where there is no, or less, divergence between the institutions to 
withstand these efforts, as compared to the ability of Member States to do the same.

Our market consolidation hypothesis also adds to explaining some of the proposed 
changes, especially with respect to allocation rules. Whereas the initial allocation rules 
in phase I and II centered on free allocation through grandfathering based on past 
emissions, auctioning has now become the norm. Although there are many deriva-
tions from auctioning, which shields some sectors, the fact that these industries are 
now locked-in to the EU ETS and stand to gain from its success facilitates the adoption 
of stricter allocation rules. Another example of this is found with respect to the aviation 

791. European Commission (2006b), at 8.

792. European Commission (2006b), at 8.

793. European Commission (2006b), at 8.
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sector, which is included from 2012 onwards. Here grandfathering will also apply to 
the majority of its allowances — 85% in 2012, decreasing to 82 % in 2020 —794 suggesting 
an initial wealth transfer to the newly included sector.

With respect to the success of the EU ETS, one may specifically consider the role of 
the EU ETS in the EU’s external climate policy, i.e. its position in international negotia-
tions. Successful negotiations leading to a global carbon market would benefit those 
active on the EU ETS market due to better prices. Moreover, the use of CDM and JI 
credits is very profitable for many Member States, mostly as buyers but also as sellers, 
and it is important for these credits to continue to be used under the UNFCCC system. 
One of the key outcomes of Durban was agreement on a second commitment period 
for the Kyoto Protocol without a gap, which confirms that the CDM and JI mechanisms 
can continue.795 The credibility and successful functioning of the EU ETS is an important 
negotiation tool of the EU.

iii. ConClusions

The political process of decision-making determines the whether and how certain 
activities are regulated. Academic scholarship may try to influence the outcomes of 
political decision-making by providing information about the effects of certain types 
and methods of regulation, for instance through cost-benefit analyses, but ultimately 
the decisions are taken by political bodies representing societal and private interests. 
In the same vein, our theoretical framework of competence allocation can set out the 
optimal division of powers among several levels of governance based on normative cri-
teria inspired by the economic and legal theories of federalism. However, the eventual 
distribution of competences will depend on the political compromise between the 
relevant stakeholders, which may or may not be in line with the theoretical optimum. 
It is therefore important to supplement our prescriptive analysis of competence alloca-
tion in the preceding chapters with an explanatory study of political decision making 
in the EU ETS as provided in this chapter. The initial competence allocation of the EU 
ETS was clearly sub-optimal as compared to our theoretically optimal allocation. The 
move to ‘centralization’ as witnessed with the reform of the EU ETS for the post-2012 
period represents a shift closer to this optimum. Based on our theoretical framework, 
we may predict some of the expected improvements with respect to the functioning 
of the EU ETS but it does not explain the initial allocation, or the subsequent reform.

794. Airlines with relatively new, and thus clean, airplanes were some of the first to favor very strict require-
ments and early inclusion dates.

795. Conference of the Parties 17 (Durban) (November/December 2011).
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By analyzing the political decision-making process surrounding the EU ETS’ cre-
ation and reform, we find several explanations for its design. All actors involved in 
this process were subject to both ‘internal’ and ‘external’ pressures, such as domestic 
and European/international political commitments. The way in which these different 
interests and pressures were accommodated in the original and revised EU ETS direc-
tive depends on the relative position of the different actors inter se, i.e. the political 
economy of the EU ETS. What this chapter has shown is that, in turn, these positions 
can for a large part be explained by the stage of development of the EU ETS itself. 
The ‘market creation’ nature of the original directive strengthened the position of the 
Member States and the industries since an EU ETS with centralized cap-setting and 
auctioning would have been politically unacceptable for these groups. Since the 
creation of a market was more important for the Commission and the Parliament than 
the creation of the ‘perfect’ market, the compromises with respect to cap-setting, al-
location and some other aspects such as fines, and the use of external credits were 
acceptable, especially given the foreseen review of the EU ETS. With respect to the 
revised EU ETS, the new situation of market consolidation provides for very different 
compromises. The revised EU ETS directive moves closer to a fully centralized system 
and starts to reduce the rents of the industries through the introduction of auctioning. 
The experiences with the EU ETS leading up to its review — especially over-allocation 
and windfall profits — have made the problems of decentralization self-evident, which 
provides Member States with politically acceptable grounds for deferring to the Euro-
pean level for cap-setting and restricting free allocation. Moreover, the positioning of 
the EU ETS within the broader energy and climate package enabled for (distributional) 
compromises that are not reflected in the EU ETS directive itself.




