
Final Report 
 
 

23 November 2001 
 
 
 
 
 
 
 

Study on the Legal/Policy Framework Needed For 
the Establishment of a Community Greenhouse 

Gas Emissions Trading Regime 
 

Ref.: ENV.A.2/ETU/2000/0050r 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Foundation for International Environmental Law and Development 
(FIELD) 
 



Foundation for International Environmental Law and Development (FIELD)  
London, UK, http://www.field.org.uk  
 

Final Report, 23 November 2001 
2 

Table of Contents 
 
Table of Contents .....................................................................................................2 
Summary .................................................................................................................3 
Introduction .............................................................................................................5 
Description of the work.............................................................................................6 

Study Team Composition.......................................................................................6 
Methodology ........................................................................................................6 
Work Programme and Timetable ............................................................................7 

Explanatory Memorandum........................................................................................8 
Introduction..........................................................................................................8 
Rationale/Legal Basis for an EU Trading Regime ....................................................8 
Overall Approach..................................................................................................9 
Coverage: Gases .................................................................................................10 
Coverage: Activities ............................................................................................10 
Basic Obligations................................................................................................11 
Permitting process...............................................................................................11 
Monitoring, verification & reporting.....................................................................12 
Allocation of allowances......................................................................................12 
Transferability of allowances ...............................................................................13 
Tracking of Allowances .......................................................................................13 
Compliance by installations .................................................................................14 
Reporting by Member States ................................................................................14 
Access to information & public participation .........................................................15 
Linkages with other trading regimes .....................................................................15 
Linkages with the Kyoto Protocol project based mechanisms ..................................16 
National offsets...................................................................................................17 
Time scale ..........................................................................................................17 

Appendix:..............................................................................................................18 
Directive 2001/xx/EC of the European Parliament and of the Council of xx xxxxxx 
2001 Establishing the Framework for Community Greenhouse Gas Emissions Trading
.........................................................................................................................18 

 



Foundation for International Environmental Law and Development (FIELD)  
London, UK, http://www.field.org.uk  
 

Final Report, 23 November 2001 
3 

Summary 
This final report contains a draft proposal for a Directive of the European Parliament and 
of the Council Establishing the Framework for Community Greenhouse Gas Emissions 
Trading and its Explanatory Memorandum. The purpose of the emissions trading 
Directive is to promote cost-effective reductions of greenhouse gas emissions through the 
establishment of a European Community emissions trading scheme. 
 
The proposal is set out in the form of a Framework Directive to be adopted on the basis 
of Article 175 (1) of the European Union Treaty. It is structured along a “cap and trade” 
format, and its design is based on the existing Integrated Pollution Prevention and 
Control Directive, requiring most of the installations already regulated by that Directive 
to participate in the emissions trading scheme. 
 
The backbone of the proposal is formed by a permitting procedure which is similar to that 
under the IPPC Directive. An new type of permit – the Greenhouse Gas Permit – is 
created. GHGs not covered by the emissions trading Directive will continue to be 
regulated through the IPPC and/or other policies and measures. 
 
The proposal covers all greenhouse gases emissions to the extent that monitoring, 
verification, and reporting tools can effectively ensure compliance with the Directive’s 
provisions. Initially only CO2 will be covered, as they are capable of generating good 
quality monitoring, verification, and reporting data on a consistent basis. Inclusion of the 
other greenhouse gases will follow depending on the resolution of “hot spotting” issues, 
and monitoring, verification and reporting problems, and on addressing the interplay 
between an emission trading scheme and the IPPC regime. The proposal applies to large 
CO2 emitting activities that are already covered by the IPPC Directive as well as 
combustion installation with a rated thermal input between 20MW and 50MW. 
 
The proposal introduces permits and allowances as the fundamental operational tools of 
the regime. The main difference between them is that permits provide the framework for 
each entity’s participation in the trading regime while allowances are the items that can 
be traded under the regime. 
 
To ensure efficiency and comparability in the treatment of installations among Member 
States, the proposal provides for a harmonized procedure for submitting applications for 
permits. Allowances allocated under the scheme will be recognised across the European 
Union without the need for Members States to enter into any further arrangements 
regarding mutual recognition.  Allowances will have a life of ten years. To provide legal 
certainty and consistency, no restrictions on their transfer, surrender, or banking are to be 
imposed other than those outlined in the Directive. Each Member State must be 
responsible for the allocation of allowances to domestic operators. The method of 
allocation is left to the discretion of the Member State, subject to existing state aid rules. 
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National registries must be created to track the transfer of allowances among operators. 
Detailed rules on the functioning of the national registries are to be included in a separate 
Regulation to ensure consistency through harmonisation. 
 
The proposal provides for a common Community-wide compliance period to ensure that 
regulated installations are subject to the same degree of flexibility and regulatory 
stringency. The proposal also provides for common monitoring, verification, and 
reporting obligations among sources covered by the regime and across time to ensure the 
environmental integrity of the scheme. 
 
The proposal requires Member States to determine and apply sanctions for breaches of 
the Directive that are “effective, proportionate and dissuasive”. Cases involving breaches 
of the obligation to surrender sufficient allowances to cover emissions should be dealt 
with in a stringent and consistent manner throughout the European Community. Financial 
penalties should be imposed on operators that are in non-compliance. 
 
To secure transparency and legitimacy, the proposal requires public access to information 
concerning the results of monitoring, verification and reporting efforts, information on 
holdings in national registries, and disclosure of breaches of the Directive. It also 
provides for public participation in the permitting process. 
 
The proposal allows for the linking of the EU emissions trading scheme with other 
domestic or regional schemes through separate legislation or bilateral agreements. 
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Introduction 
This Report presents the results of a “Study on the legal policy-framework needed for the 
establishment of a Community greenhouse gas emissions trading regime”, undertaken at 
the request of the European Commission, the Environment Directorate General. The 
objective of this study was to: 
 

1. Examine and explain the possible legal provisions of a Directive or Regulation 
governing a greenhouse gas emissions trading regime as outlined in the Green 
Paper on greenhouse gas emissions trading within the European Union 
(COM(2000)87 of 08/03/2000) 

2. Assess what modifications may be needed to existing Community legislation as a 
consequence of introducing a tradable greenhouse gas emission permits scheme 
within the Community. 

 
This Final Report draws together the analytical work undertaken by the Study Team in 
the form of a draft proposal for a Directive of the European Parliament and of the Council 
Establishing the Framework for Community Greenhouse Gas Emissions Trading and its 
explanatory memorandum.  
 
This report consists of two parts. The first part provides a brief description of the work 
under this study. The second part contains the explanatory memorandum and the draft 
proposal for the Directive. 
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Description of the work 
This section of the final report describes the composition of the Study Team as well as 
the methodology used during this study. 

Study Team Composition 
The Study Team comprised staff from the two partner organizations: FIELD and IEEP. 
The institutions and individuals involved were assembled on the basis of the following 
criteria: 
§ Expertise in three key disciplines relevant to the development of the legal policy 

framework: law, economics and environmental policy;  
§ First-hand, practical experience in the design and implementation of emissions 

and quota trading systems, in the EU and its Member States;  
§ Intimate knowledge of the EU’s unique circumstances, including easy access to 

information in Member States; 
§ Sound knowledge of cutting edge legal and policy research on climate abatement 

strategies;  
§ Proven expertise on EU and international legal and policy issues; and  
§ In-depth understanding of the international, Community and national policy-

making process on climate change. 
 
FIELD undertook the overall co-ordination of the study, under the responsibility of 
Farhana Yamin, Senior Lawyer in FIELD's Climate Change and Energy Programme. 
FIELD had the responsibility for drafting the outline legal framework of a Directive 
governing a greenhouse gas emissions trading within the EU and its explanatory 
memorandum, including necessary modifications to existing EU legislation. Both the 
draft Directive and the Explanatory Memorandum are included in this final report. FIELD 
lawyers involved in the study were Farhana Yamin (senior lawyer) and Jürgen Lefevere 
(programme Director, Climate Change). 
 
IEEP provided general advice on matters of EU environmental policy and specific input 
on concrete issues, including lessons learned from the Milk Quota and Fisheries Trading 
Regimes. 

Methodology 
The results of this study are a draft proposal for a Directive of the European Parliament 
and of the Council Establishing the Framework for Community Greenhouse Gas 
Emissions Trading and an accompanying Explanatory Memorandum, both included in 
this final report. 
 
Both documents were developed in close consultation with the Commission on the basis 
of further evolving drafts of the legal text and explanatory memorandum in a series of 
monthly meetings with key Commission staff (see next paragraph). The Study Team took 
into account stakeholder comments on the Green Paper on greenhouse gas emissions 
trading within the European Union, COM(2000)87. Members of the Study Team also 
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closely followed and participated in the discussions in Working Group 1 (flexible 
mechanisms) of the European Climate Change Programme (ECCP). 
 
The first completed draft of the Directive and the Memorandum were sent to the 
Commission on 4 May 2001. The final version of the draft Directive and the draft 
Memorandum included in this report takes into account the results of the discussions with 
the Commission on these drafts that were held on 8 May 2001. 

Work Programme and Timetable 
The Study consisted of two phases. 
 
During the first phase the Study Team held four full-day meetings with the Commission: 
§ 22 January 2001 
§ 12 March 2001 
§ 5 April 2001 
§ 8 May 2001 

For the first meeting the Study Team prepared a list of issues to be elaborated. Each of 
the issues on this list was elaborated before the subsequent meetings in a number of 
background papers, which were then discussed with the Commission. FIELD sent an 
Interim report to the Commission on 4 May 2001. This Interim report was discussed on 8 
May 2001, and an updated version of the report was sent to the Commission on 9 May. 
This interim report was used by the Commission as the basis for the preparation of its 
proposal for Proposal for a framework Directive for greenhouse gas emissions trading 
within the European Community. 
 
During the second phase FIELD staff provided input on the various drafts of the proposal 
of the Directive that were being prepared within the Commission. FIELD staff met with 
Commission staff on various occasions, and was regularly consulted via email and 
telephone. This final report was prepared at the end of the second phase and submitted on 
23 November 2001. 
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Explanatory Memorandum 

Introduction 
This Explanatory Memorandum sets the rationale for a Directive on the establishment of 
a greenhouse gas (GHG) emissions trading scheme in the EU. The memorandum explains 
the main features of the accompanying draft Directive Establishing the Framework for 
Community Greenhouse Gas Emissions Trading, included in the appendix to this 
memorandum. 

Rationale/Legal Basis for an EU Trading Regime 
The background to the proposals contained in this Memorandum include the Commission 
Green Paper in March 2000, the process and outputs resulting from Working Group 1 
(Flexible Mechanisms) of the European Climate Change Programme (ECCP), national 
developments on emissions trading within the EU as well as in the context of negotiations 
on outstanding elements of the 1997 Kyoto Protocol (KP) to the Framework Convention 
on Climate Change (FCCC). 
 
The case for a Community wide scheme is supported by numerous studies demonstrating 
efficiency gains.1 A Community scheme would minimize distortions of competition and 
potential barriers to the internal market that might otherwise arise as a result of disparate 
numbers of trading schemes being established in the European Union. Stakeholder 
comments on the Green Paper and discussions within the ECCP have evidenced support 
for establishing a European framework for emissions trading. 
 
Maximizing efficiency gains and minimizing competition and internal market concerns 
require that such a framework should go beyond the mere co-ordination of national 
schemes. This is because ensuring compatibility between schemes may not result in 
maximizing the efficiency gains that can be derived from establishing emissions trading 
over a wide geographic area covering many sources. A Community-wide scheme should, 
nevertheless, be structured to ensure Community involvement only in those aspects 
essential to the effective functioning of the Community scheme leaving decision-making 
on other aspects in the hands of Member States to the maximum degree possible and 
respecting the principle of subsidiarity. 
 
After a study various options, the study concludes the Community-wide scheme should 
be set out in the form of a Framework Directive and based on Article 175 (1) of the EC 
Treaty. The Directive would set up a Community wide “cap and trade” emissions trading 
scheme (EU ET Directive). The main features of such a scheme are described below. The 
possible text of a Directive to establish a EU emissions trading scheme are out in the 
Annex to this Explanatory Memorandum. 

                                            
1 Copies of these studies can be found at: http://europa.eu.int/comm/environment/climat/docs.htm. 
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Overall Approach 
The emissions trading scheme envisaged here has been designed to fit with the 
Community’s existing environmental policies. These regulate a complex interplay of 
pollutants with local, transboundary and global effects and serve a number of 
environmental objectives. 
 
One of the principal pieces of Community environmental legislation which could be used 
to regulate greenhouse gas emissions is the Integrated Pollution Prevention and Control 
(IPPC) Directive. The EU ET proposal suggested here leaves the IPPC provisions intact. 
Unlike previous drafts, the approach taken in the draft EU ET Directive contemplates a 
de facto expansion of the provisions of the IPPC Directive by requiring key CO2-emitting 
activities already regulated by the Directive (plus some activities not covered) to 
participate in the EU ET scheme with respect to their CO2 emissions. 
 
Permitting procedures under the IPPC would form the backbone of the EU ET Directive 
albeit these would result in the grant of an additional type of permit – the GHG permit – 
based on submission of extra information currently not clearly required under the IPPC 
Directive. A grant of such a permit would enable installations to participate in emissions 
trading – to acquire and transfer allowances across the EU - with all the flexibility and 
cost advantages this affords over more traditional means of regulation. 
 
GHGs not covered by the EU ET Directive would continue to be regulated through the 
IPPC and/or other policies and measures. Provisions requiring achieving local air quality 
standards and mandating energy efficiency improvements in the IPPC would also 
continue to apply. This is because the EU ET Directive essentially leaves Member States 
to determine the stringency of CO2 abatement efforts activities covered by the EU ET 
must achieve whilst the energy efficiency standards mandated by the IPPC provide a 
common, (but not minimum) level of effort that must be undertaken by IPPC regulated 
installations. 
 
The EU ET Directive would establish the foundations of the EU trading scheme but a 
number of additional components would need to be developed through a variety of 
mechanisms. Comitology procedures are suggested for elaboration of monitoring and 
reporting guidelines. Expansion of the scheme to cover gases other than CO2 is envisaged 
by means of an amendment to the Directive. Detailed rules on the functioning of national 
registries could be undertaken by means of a Regulation as this component of the trading 
scheme will require a high degree of consistency best achieved through harmonization. 
Finally, linkages between the EU ET scheme with the Kyoto project-based mechanisms 
would be best accommodated through the adoption of a separate Directive. In the case of 
linkages with non-EU trading schemes, it will be necessary for the Community to 
negotiate international agreements with non-EU Member States with domestic trading 
schemes, or those participating in international emissions trading under the Kyoto 
Protocol. 
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Coverage: Gases 
A Community scheme should cover emissions of CO2 in the first instance. This is 
because it is the largest source of radiative forcing within the Community and its 
emissions are widely recognized as capable of generating good quality monitoring, 
verification and reporting data on a consistent basis. Importantly, for all practical 
purposes, there is a regulatory vacuum as regards overall emissions: to date, CO2 has thus 
far not been classified as a “pollutant” under the IPPC Directive by any Member State 
and the energy efficiency requirements of the IPPC Directive do not, by their nature, 
impose absolute reductions. Finally because it does not have local effects, it is a prime 
candidate for emissions trading. For these reasons, CO2 has been included in the EU ET 
Directive. 
 
Inclusion of the other GHG listed in the Kyoto Protocol is desirable but would be 
dependent on resolving “hot spotting” issues, monitoring, verification and reporting 
issues as well as addressing the interplay between an emission trading regime and the 
IPPC regime as well as other Community policies and measures addressing emissions of 
these gases.  For these reasons, emissions of GHGs other than CO2 are not included in the 
first phase of the EU ET when it is envisaged they would continue to be subject to the 
IPPC and other relevant policy instruments. 
 
It is proposed that the inclusion of GHGs other than CO2 should be considered in the 
context of an amendment of the EU ET Directive, as their inclusion is not an appropriate 
subject matter for a comitology procedure. 

Coverage: Activities 
The EU ET Directive will build upon the framework of regulation arising from the IPPC.  
The scheme would apply to significant CO2 emitting activities that are already covered by 
the IPPC Directive (as set out in Annex I of the EU ET Directive). 
 
Significant CO2 emitters currently not covered by the IPPC, such power generation 
installations between 20 – 50 MW, will also included in the EU ET as these are 
significant sources of CO2 emissions. The permitting procedure these activities will be 
required to submit to as a result of this Directive will cover only their CO2 emissions. 
Inclusion of these “core activities” in the EU ET scheme will result in coverage of 46% 
of estimated EU carbon dioxide emissions in 2010 comprising some 4,000 to 5,000 
installations. 
 
It is desirable for additional activities not listed in Annex I of the EU ET Directive to be 
included in the EU ET regime. The draft Directive therefore provides for additional CO2 
emitting activities to be included at the discretion of Member States provided such 
activities are able to meet the monitoring, verification and reporting requirements set out 
in the EU ET Directive. 
 
The draft Directive sets up a comitology procedure that can triggered by a request from a 
Member State to the Commission suggesting additional activity for inclusion in the 
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emissions trading regime. The Commission is mandated, within three months of receiving 
such a notification, to decide the feasibility of elaborating accurate monitoring, reporting 
and verification guidelines for the proposed additional activity. If it decides that accurate 
monitoring, reporting and verification guidelines can be elaborated for the proposed 
additional activity, it shall suggest proposals that can be adopted in accordance with the 
comitology procedure contained in the draft Directive. 
 
Once such activities have been bought into the EU ET scheme, Member States must 
ensure that installations observe all the requirements of the Directive. Allowances 
allocated to the operators of such installations can be traded on equal footing with other 
allowances. 

Basic Obligations  
A distinction is made between an installation needing a GHG emissions permit as a 
condition of continued operation and allowances, which must be held in equal quantity to 
reported emissions at the end of the compliance period. 
 
The EU ET Directive requires operators of installations undertaking the activities covered 
by Annex I of the Directive to hold a valid GHG permit as a condition for the lawful 
operation of their installations. Only operators with valid GHG permits can participate in 
the EU ET scheme. The GHG permit typically lays down monitoring and reporting 
criteria, creating the framework for the participation of the installation in the EU ET 
regime. 
 
The EU ET Directive requires operators of installations undertaking the activities covered 
by the EU ET Directive to surrender, on an annual basis, sufficient allowances to match 
their verified GHG emissions (i.e. initially CO2) for the previous compliance period (the 
previous calendar year). A failure to surrender sufficient allowances to match emissions 
would result in the imposition by Member States of substantial penalties. 

Permitting process 
Member States’ competent national authorities would grant GHG permits. These 
authorities could be the same as those implementing the IPPC or new administrative 
structures or a hybrid arrangement, depending on the Member State’s preference. The 
GHG permit would provide the framework for operators to participate in the EU ET 
regime by delineating the monitoring, reporting and verification requirements applicable 
to individual operators in respect of GHG emissions covered by the draft Directive 
(initially CO2 only). It is suggested that permits be re-authorized every five years. This 
would allow competent authorities to re-examine appropriate monitoring and reporting 
requirements in the light of changing circumstances.2 Any significant changes that take 
place within the five years must be reported and could trigger a change in the conditions 
of the permit. 
 

                                            
2 In US SOX, permits are valid for 5 years. Section 408, 42 U.S.C 7651g.  
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For activities covered under the IPPC Directive, the permit for the EU ET Directive will 
in essence be an extension of the permit granted under the IPPC Directive although for 
legal reasons it must have a distinct legal identity. For this reason, the draft Directive 
suggests that the conditions of, and procedure for the grant of the GHG permit be co-
ordinated with the requirements of the IPPC Directive. 

Monitoring, verification & reporting 
Reported CO2 emissions must be subject to common monitoring, verification and 
reporting obligations among sources covered by the regime and across time to ensure the 
environmental integrity of the scheme. 
 
The draft EU ET Directive contains basic monitoring and reporting criteria in Annex III 
and IV and sets up a framework for the elaboration of these criteria through a comitology 
procedure, within a specific timeframe. Monitoring and reporting criteria specific for the 
activities undertaken in the installation will be elaborated in the installation’s permit. 
 
The draft EU ET Directive also contains a list of binding verification criteria, contained 
in Annex V. The Directive leaves it to the discretion of Member States to decide whether 
the verification is done by their competent authorities or through independent verifiers. A 
failure to follow the monitoring, reporting requirements, will cause an installation to fail 
the verification procedure. Installations that fail to have their emissions verified in a 
timely manner may not transfer allowances until such a time as their emissions have been 
verified. 

Allocation of allowances 
The setting of overall caps for the activities to be covered by the EU ET Directive would 
be left to Member States. The allocation of allowances to particular entities, whether by 
means of grandfathering or auctioning or a combination of approaches, would also be left 
to Member States. The EU ET Directive no longer mandates provisions relating to 
Member States having to set aside allowances for new entrants because there are a 
variety of options Member States could use to give effect to such a requirement. Leaving 
the matter in the hands of Member States seems appropriate.  
 
Allocation of allowances, including the stringency of the overall cap for particular sectors 
as their availability to existing and future entrants, whether by means of grand fathering 
or auctioning, raises issues relating to states aids. All allocation decisions, whether 
sectoral caps or installation specific, would have to comply with Community 
requirements concerning state aids. This would be the case whether the EU ET Directive 
says this or not although for ease, a statement to this effect is included in the draft 
Directive (Article 11). 
 
The EU ET Directive does not spell out what would be consistent or inconsistent forms of 
allocation with state aids, as each situation would have to be examined on its merits on 
the basis of applicable state aid guidelines. It is likely, however, to be a matter that 
requires clarification as the provisions of this draft Directive are discussed. The 
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Commission may wish to discuss the merits of general criteria or “rules of thumb” that 
might guide its approach to implementing the current Community guidelines on state aid 
for environmental protection (2001/C 37/03) and the nature and scope of new guidelines 
(due for adoption in 2008). For example, it could be made clear that distribution of 
allowance to installations at levels beyond the likely needs of operator involved in 
activities covered by the Directive is unlikely to be compatible with state aid rules. 
Methods of allocation should be transparent and non-discriminatory (the same kind of 
allocation arrangement should apply to all entities) to ensure fairness among installations. 
This would also apply to EU procedures on decisions relating to states aids. 

Transferability of allowances 
Allowances created under the EU ET scheme will be recognized across the EU without 
the need for Members States to enter into any further arrangements regarding mutual 
recognition as a result of this Directive.  It is proposed they have a lifetime of ten years.3 
To provide legal certainty and consistency, no restrictions on their transfer, surrender and 
banking may be imposed other than those outline in the EU ET Directive. This is to 
prevent Member States imposing limitations and restrictions on allowances which would 
give rise to different kinds of allowances on the EU market some with more value than 
others (as has happened in the nationally developed fisheries and milk quota regimes). 
 
Like the US sulphur trading legislation, this Directive also recognizes that allowances 
will not constitute a property right. This is necessary to prevent vesting of private rights 
that might create permanent entitlement to pollute. Claims for compensation from 
operators against governments could arise if future policy warrants a decrease in levels of 
GHG emissions allowed under the EU ET scheme or if some companies are unable to 
obtain allowances and have to shut down.4 Recent UK litigation on whether waste 
management licences constitute “property”, including whether it would cease to exist in 
the event of insolvency or could be disclaimed as “onerous property,” have had important 
consequences for the “polluter pays principle” and who bears the cost/reaps the benefits 
of unexpected closures.5 

Tracking of Allowances 
It is envisaged that a wide variety of individuals and groups will participate in the EU 
emissions trading market even though the obligation to surrender allowances (to match 
emissions) will only apply in respect of the activities listed in Annex I of the EU ET 
                                            
3 Imposing a time limit will provide flexibility for regulators. So far as installations are concerned, 
allowance shelf life of 10 years is, in practical terms, almost equivalent to an indefinite life. By using the 
oldest allowances first for compliance purposes, the banked allowances will always be less than five years 
old unless the total quantity banked is more than five years worth of emissions..   
4 See e.g. section 7651(b) US Title IV Clean Air Act 1990 which states that “An allownce allocated under 
this sub-chapter is a limited authorisation to emit sulphur dioxide in accordance with the provisions of this 
sub-chapter. Such allowance does not constitute a property right. Nothing in this sub-chapter shall be 
construed to limit the authority of the US to terminate or limit such authorisations.” 
5 Re: Bluestone Chemicals Ltd, Celtic Extraction Ltd (14th July 1999) Court of Appeal (NLD, 14th July 
1999); and (2) Re:Wilmott Trading Ltd (No. 2) (8th June 1999) High Court, Chancery Division (Times 
Law Reports, 17th June 1999). 
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Directive. Allowances will only exist in electronic form. Accordingly, any natural or 
legal person will be able to hold allowances and retire them provided they establish 
accounts in national registries in accordance with the envisaged regulation to be adopted 
to establish them. Allowances will only be transferable by those holding accounts in 
national registries in accordance with rules contained in the Regulation. 
 
Integrity of the tracking system, by means of the system of national registries, is vital to 
the effective functioning of the emissions trading market, including the prevention of 
fraud which would damage the environmental integrity of the scheme as well as its 
undermine credibility. The elements contained in the draft Directive are based on 
experience of the allowance tracking system (ATS) under the US sulphur trading regime, 
elaboration of guidelines on national registries under the Kyoto Protocol, and the 
approach taken in the field of Community legislation concerning indirect taxation 
(VAT).6 
 
These have suggested the need for an independent transactions log. If irregularities or 
discrepancies are identified by the automated check, the registries concerned will 
terminate transactions relating to the allowances concerned until the underlying problem 
is resolved. An element which may needed to be integrated here is the suggestion made in 
the verification section that installations that have not had their emissions verified lost 
their right to transfer allowances until they are in compliance with the requirements of 
this Directive.7 
 
Because this component of the trading scheme will require a very high degree of 
consistency best achieved through harmonization, it is suggested that detailed rules on the 
functioning of national registries should be undertaken by means of a separate 
Regulation. 

Compliance by installations 
The section contains standard language requiring Member States to determine and apply 
sanction for breaches of the Directive that are “effective, proportionate and dissuasive”. 
 
Cases involving breaches of the obligation to surrender sufficient allowance to cover 
emissions are, however, to be dealt with in a stringent and consistent manner throughout 
the European community through the imposition of financial penalties at a sufficiently 
high rate per excess ton (adjusted annually for inflation).8 

Reporting by Member States 
This section requires Member States to report to the Commission on issues relating to the 
operation of the trading scheme, including experience with allocation, the operation of 
national registries, monitoring, reporting, verification and enforcement. 
                                            
6 Council Regulation (EEC) No 218/92 of 27 January 1992 on administrative cooperation in the field of 
indirect taxation (VAT).  
7 Modalities to achieving this will be worked out if this is thought to be a good idea.  
8 Section 411, 41 U.S.C, 7651j establishes penalties of $2000 per ton of excess emissions.  
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It is suggested that the first report be in submitted in June 2004, with annual reports 6 
months after the end of the compliance period (the calendar year). Thus there would be 
twelve months between the first and second reports. The Commission is required to 
report annually on the operation of this regime, 9 months after the end of each 
compliance period. The Commission is also mandated to organize an exchange of 
information between the competent authorities of Member States on concerning 
developments related to implementation of the Directive. 

Access to information & public participation 
The draft Directive requires public access to information requirements the effect of which 
would be to allow access to information concerning the results of the monitoring, 
verification and reporting obligations, information on holdings in national registries and 
any actions concerning breaches of the Directive.  
 
The proposed new text on public participation in the IPPC Directive, contained in the 
Proposal for a Directive of the European Parliament and of the Council providing for 
public participation in respect of the drawing up of certain plans and programmes relating 
to the environment and amending Council Directives 85/337/EEC and 96/61/EEC shall 
apply to the greenhouse gas emissions permits issued under this Directive.  
 
The IPPC Directive requires public participation in the permitting procedure but this does 
not cover the allocation of allowances. Thus one issue for further discussion is 
desirability, and possible modalities, for ensuring transparency in allocation of 
allowances, both in terms of setting caps on sectors as well as distribution of allowances 
to particular installations. Should there be a public participation provisions in the EU ET 
Directive relating to allocation? So far as overall caps are concerned, it may be left to 
Member States to determine how to involve the public on matters of public policy. So far 
as allocation of allowances to individual installations is concerned, methods of allocation 
should be transparent and non-discriminatory (the same kind of allocation arrangement 
should apply to all entities) to ensure fairness among installations. This would also apply 
to EU procedures on decisions relating to states aids. Public participation may be one way 
of ensuring transparency but this requires further consideration. 

Linkages with other trading regimes 
The EU ET scheme has been designed so that it can link directly with Article 17 
emissions trading regime to be established amongst Parties included in Annex B of the 
Kyoto Protocol. It can also link up with domestic trading schemes established by 
particular countries.  Acceptance of allowances issued under other domestic schemes 
involves an element of sovereign choice. This is also the case for Article 17 emissions 
trading: parts of assigned amount or assigned amount units under the KP, can only be 
usefully traded only if the respective governments involved agree that their AAUs will be 
recognized as counting towards domestic obligations.   
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Before doing so each government would want to satisfy itself that the environmental 
quality of allowances issued elsewhere is at least as good as their own and that 
compliance and national registry provisions are equivalently robust. These, and other 
issues would have to be negotiated by the Community and Member States with the 
respective countries involved.  
 
The draft Directive provides for agreements on mutual recognition to be negotiated 
signalling that the EU ET scheme is intended to have a wider geographic application than 
the EU provided conditions relating to environmental integrity can be maintained. 

Linkages with the Kyoto Protocol project based mechanisms 
The draft ET EU Directive requires the Commission to put forward proposals on the use 
of emission reduction units and certified emission reduction generated under Articles 6 
and 12 of the Kyoto Protocol by installations to meet their obligations under the EU ET 
Directive. It is suggested this would be in the form of a separate Directive on the 
implementation of the project-based mechanisms in the EU. The contents of that 
Directive could not be usefully addressed here, particularly as the rules of these 
international mechanisms were only agreed upon at the end of COP-7 in Marrakech in 
November 2001. However the rationale for adopting an approach requiring linkages 
between the EU ET and the KP project based mechanisms is based on the following 
considerations. 
 
JI and CDM are international mechanisms. Elements relating to their environmental 
integrity will be determined internationally. The EU and its Members States cannot 
formulate these rules, or chose alternative rules, although they will retain the sovereign 
right to decide whether to allow domestic entities ability to use ERUs/CERs/RMUs 
generated through JI/CDM to meet their domestic (EU) obligations.9 
 
A key question is whether operators covered by the EU trading scheme can use 
ERUs/CERs/RMUs to demonstrate compliance with the basic EU trading scheme 
obligation to hold enough allowances to match emissions? Should this be decided at EU 
or MS level? 
 
The fact the Kyoto Protocol allows Parties to use JI/CDM to demonstrate compliance 
with sovereign commitments does not mean that governments have to provide this 
flexibility to their domestic entities. A government may legitimately want its trading 
system to deliver domestic reductions (as these may improve energy efficiency or other 
policy goals). It could thus legitimately decide to restrict the opportunity for domestic 
entities to lower their compliance costs through using the project-based mechanisms. This 
would amount to “positive discrimination” but it is difficult to see compelling arguments 
why MS should be barred from making compliance costs for domestic installations 
higher. It also follows from the approach taken to allocation issues taken in this 

                                            
9 International rules on supplementarity, liability and eligibility may impact whether (and how many) 
ERUs/CERs can be sold into the EU trading scheme 
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instrument: that MS bear responsibility for deciding the stringency of the emissions cap 
the activities covered by this EU trading scheme will be subject to.  
 
Since considerable concessions had to be made to achieve agreement on the international 
rules on CDM and JI in Marrakech, it is possible that one or more MS may want to not 
allow entities to use ERUs/CERs/RMUs to meet their EU trading related obligations. If 
other MS continued to allow use of ERUs/CERs/RMUs, the MS trying to restrict their 
domestic use would find it practically difficult to do so (as entities who could use 
ERUs/CERs/RMUs would use these against domestic requirements and sell “allowances” 
into the market). The practical risk and legal possibility for the environmentally minded 
state to refuse to recognize “allowances” from a MS that does allow for use of 
ERUs/CERs/RMUs needs further discussion. 10 

National offsets 
Textual provisions will need to be formulated in the context of the discussion on linking 
CDM and JI to the ET Directive. National offsets should only be allowed provided the 
underlying project meets additionality, verification and certification standards applicable 
to international projects under JI/CDM as otherwise there is a strong chance such national 
projects may turn out to be “an anyway” projects. Also allocation of allowances in 
exchange for credits from such project will probably require deep scrutiny under state 
aids. Inclusion of national offsets also throws up the eligibility of project types (nuclear, 
sinks, renewables). 

Time scale 
It is recommended that the Community trading scheme will commence in 2005. This 
allows a sufficiently long lead-time for implementation based on experience with current 
pilot schemes some of which run till at least 2005. 
 

*** 

                                            
10 It seems that using Article 175 EC Treaty as a legal basis would seem to allow an environmentally 
minded state to take more stringent measures in this situation under easier conditions that those contained 
in Article 95 EC Treaty.  
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Appendix: 
 

Directive 2001/xx/EC of the European Parliament and of the 
Council of xx xxxxxx 2001 Establishing the Framework for 

Community Greenhouse Gas Emissions Trading 
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products leaving the plant shall be determined on the basis of the IPCC default values for 
refined products. Adjustment may be made for emissions of CO, CH4 and other 
hydrocarbons and for carbon lost in spills, fires and contamination. Adjustment shall be 
made to account for intermediate (‘unfinished’) refinery products that are bought and sold 
from other refineries. 
- A bottom-up calculation of the installation’s emissions may be made to check the 
top-down calculation. 
 
Production and Processing of Metals (IPPC Category 2): 
- Emissions shall be calculated using a top-down approach. To be consistent with 
IPCC reporting guidelines, separate calculations shall be made for CO2 emissions from 
fuel combustion, CO2 emissions from the consumption of coke as a reducing agent, and 
CO2 emissions from carbonate fluxes. 
- For CO2 emissions from fuel combustion: 
- CO2 emissions for each installation shall be calculated on the basis of the 
quantities of carbon entering the installation minus the quantities of carbon leaving the 
installation, embodied in product and embodied in waste streams such as ash. Carbon 
embodied in products and waste streams leaving the installation may be ignored if this 
leads to a conservative estimate. 
- Activity data shall be determined on the basis of supply records. Adjustments 
shall be made for changes in inventory levels, fuels used for activities not covered by this 
Directive (e.g., fuel for on-site vehicles), and for the coke used as a reducing agent. 
- Installation-specific emission factors are acceptable for all fuels. Default factors 
are acceptable for all fuels except non-commercial ones (waste fuels such as tyres and 
industrial process gases). Seam-specific defaults for coal, and EU-specific or producer 
country-specific defaults for natural gas shall be further elaborated. IPCC default values 
are acceptable for refinery products. The emissions factor for biomass shall be zero. 
- CO2 emissions from the consumption of reducing agent shall be monitored by 
calculating the amount of iron and steel produced and the amount and carbon contents of 
coke and ore used at the installation. 
- CO2 emissions from carbonate fluxes shall be calculated on the basis of the 
quantities of limestone and dolomite used. Installation-specific emission factors are 
acceptable for all fuels. Default factors are acceptable for all fuels except non-
commercial ones (waste fuels such as tyres and industrial process gases). Seam-specific 
defaults for coal, and EU-specific or producer country-specific defaults for natural gas 
shall be further elaborated. IPCC default values are acceptable for refinery products. The 
emissions factor for biomass shall be zero. 
- Emissions from the venting and flaring of coke oven gas shall not be monitored. 
- A bottom-up calculation of the installation’s emissions may be made to check the 
top-down calculation. 
 
Installations for the Production of Cement Clinker or Lime (IPPC Category 3.1): 
- CO2 process emissions shall be determined on the basis of the IPCC Tier 2 
methodology (CO2 emissions equal clinker emission factor x clinker production x 
cement kiln dust correction factor). 
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- The clinker emission factor shall be determined by multiplying the molecular 
weight ratio of CO2 to CaO in the limestone (CaCO3) by the lime content of the clinker. 
If sources of lime other than limestone and related carbonate materials are used, they may 
be subtracted. 
- Each installation shall determine its own clinker production. 
- The IPCC default cement kiln dust correction factor shall be used (1.02). A 
separate correction factor may be determined for each installation. 
- CO2 emissions from fossil fuel combustion shall be calculated. Activity data shall 
be determined on the basis of supply or measured data. Installation-specific emission 
factors are acceptable for all fuels. Default factors are acceptable for all fuels except non-
commercial ones (waste fuels such as tyres and industrial process gases). Seam-specific 
defaults for coal, and EU-specific or producer country-specific defaults for natural gas 
shall be further elaborated. IPCC default values are acceptable for refinery products. The 
emissions factor for biomass shall be zero. Installation-specific emission factors shall be 
used for waste fuels. 
 
Industrial Plants for the Production of Pulp and paper (IPPC Category 6.1): 
- Emissions shall be monitored on the basis of calculation. 
- Activity data shall be determined on the basis of supply or measured data. 
- Installation-specific emission factors are acceptable for all fuels. Default factors 
are acceptable for all fuels except non-commercial ones (waste fuels such as tyres and 
industrial process gases). Seam-specific defaults for coal, and EU-specific or producer 
country-specific defaults for natural gas shall be further elaborated. IPCC default values 
are acceptable for refinery products. The emissions factor for biomass shall be zero. 
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Annex IV: Installation Reports 
 
Each installation shall include in its report, as a minimum, the following information: 
 
A.  Data identifying the installation, including: 

- Name of the parent company, 
- Name of the installation, 
- Address/city of the installation; 
- Post code/country, 
- Co-ordinates of the location, 
- Telephone, fax and email of contact person, 
- Main economic activity, 
- Types and number of Annex I installations on the site. 

 
B.  For each of the Annex I activities on the site: 

- Activity data,  
- Emission factors, 
- Total emissions, 
- Background data needed to assess data quality. 

 
C. For emissions from energy combustion the report shall include the information above 

as well as the oxidation factor (unless oxidation has been taken into account in the 
development of a installation-specific emission factor), for each of the fuel types 
used. 
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Annex V: Verification 
 
General Principles 
(a). Greenhouse gas emissions from each activity covered under this Directive shall 

be subject to verification. 
(b). Member States shall ensure that the verifier shall be given access to all sites and 

information in relation with the subject of the verification. 
(c). Member States shall ensure that verifier shall carry out the investigation in a 

sound professional manner. 
(d). The operator of the installation shall demonstrate the compliance of the reported 

data with the criteria set out in this Directive. 
(e). Subject to verification are the reliability, credibility and accuracy of monitoring 

systems and the reported data and information in relation to the emission of 
greenhouse gases. 

(f). Verification shall in particular address: 
1. the reported activity data and the measurements and calculations leading to 
them, 
2. the choice and the employment of emission factors, 
3. the calculations leading to the determination of the overall emissions, 
4. if measurement is allowed, the appropriateness of the choice and the 
employment of measuring methods, 
5. the compliance with other requirements for the monitoring and reporting of 
data. 

(g). The verification process shall include controls of the monitoring and reporting 
obligations during the reporting period and the report at the end of each 
compliance period. 

(h). In the process of verification the verifier shall take into account whether the 
installation is registered under the Community eco-management and audit scheme 
(EMAS). 

(i). Reported emissions may only be validated if reliable and credible data and 
information allow to determine the emissions with a high degree of certainty and 
no significantly higher degree of certainty could have been achieved during the 
reporting period. 

 
Methodology 
 
Strategic analysis 
(j). The verification shall be based on a strategic analysis of all the activities carried 

out in the installation. This requires the verifier to have an overview over all the 
activities carried out in the installation and their significance for the emission of 
greenhouse gases. 

 
Process analysis 
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(k). For the verification of the reported emissions, the verifier has to understand the 
generation of all information related to each source of greenhouse gas emissions 
in the installation. This especially involves the controlling the collection, 
measurement, calculation and reporting of the data. 

(l). The verification of the submitted information shall, where appropriate, be carried 
out on the site of the installation. The verifier shall use spot-checks to determine 
the reliability of the reported data and information. 

 
Risk analysis 
(m). The verifier shall submit all the sources of greenhouse gas emissions in the 

installation to an evaluation with regard to the reliability of the data of each 
source contributing to the overall emissions of the installation. 

(n). On the basis of this analysis the verifier shall explicitly identify those sources 
with a high risk of error and other aspects of the monitoring and reporting 
procedure which are likely to contribute to errors in the determination of the 
overall emissions. This especially involves the choice of the emission factors and 
the calculations necessary to determine the emissions of single sources of 
emissions. Those high-risk sources and aspects of the monitoring procedure shall 
be submitted to a special procedure of verification. 

(o). The verifier shall require the operator to apply effective risk control methods to 
minimize the degree of uncertainty. 

 
Report 
(p). The verifier shall prepare a report on the validation process. This report shall 

specify all issues relevant to the work carried out. The report shall contain a list of 
the aspects in which the reliability, credibility and correctness of the assessed data 
and information has been found to be doubtful. 

 
Validation of reported emissions 
(q). The verifier shall validate the reported emissions if the total emissions and all the 

data and processes they are based upon show a high degree of certainty. 
(r). A high degree of certainty requires especially that the operator has been able to 

show that: 
1. the reported data is free of inconsistencies, 
2. the collection of the data has been carried out in accordance with the 
applicable scientific standards, 
3. the relevant records of the installation are complete and consistent. 


