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ABSTRACT

Emissions trading invokes vital concerns regarding its objectives, cost-effectiveness,
transparency and accountability. Its inclusion in recent targets, for EU car manufacturers,
suggests parties have no choice but to use it. Evidence is mixed as to whether it works in
practice; yet what is meant by ‘work’? A political shift, towards regulatory models placing
sole emphasis on ‘acceptability’, suggests the role of regulatory ‘quality’ has become
obsolete. Quality is here assessed through examination of true legislative aims, innovation
and competitiveness, thus destabilising the assumption that markets can always solve the
problem.
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METHODOLOGY

This thesis endeavours to destabilise the assumption that markets are best placed to deliver
environmental regulation. Personal interest was sparked upon reading the recent European
proposal which will allow vehicle manufacturers to pool their average emissions in achieving

reduction targets — effectively, emissions trading.

Research Strategy

The primary source is the EU ‘Proposal for a Regulation setting emission performance
standards for new passenger cars’,” and any reference made is to the European Parliament
legislative resolution of 17 December 2008.> To be succinct, this latter document will
hereinafter be referred to as the ‘CO, legislation’. A wealth of information on emissions
trading is available online; the preliminary problem encountered was the need to be selective.
Academic views have been encapsulated in various forms; including economic theories,

narrowly-focussed empirical case studies and government-funded research.

My initial aim was to assess whether trading is, by nature, superior to other regulatory forms.
To adopt this line of thinking was perhaps rash; strongly influenced by textbook chapters and
journal articles which tended to make simple comparisons based solely on ‘type’. Moreover,
this literature was resonant with assumptions that seemed highly contentious, prompting an

alternate, more channelled focus for the research strategy.

It was necessary to step back from the debate. Examining the legislative proposal in more
detail, two key aims were identified:
1. Innovation towards low-carbon technology, and

2. Protection of industry competitiveness.

These points were used as direction toward more focussed literature and subsequently,

arguments more applicable to the research agenda. In hindsight, this change of focus has

tDrawings by David Croland, Porter, M. and van der Linde, C. Green and Competitive: Ending the Stalemate
(1995) Harvard Business Review 120

! (COM(2007) 856)

2 (P6_TA-PROV/(2008)0614)
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undoubtedly led to conclusions of a more fundamental nature. While essential background
reading, many articles located were highly technical and based on complex economic
equations or intricate studies of market dynamics. As neither an economist nor scientist,
these papers were used primarily to establish a legal perspective of environmental policy-

making in this context.

The e-journals search engine on the Strathclyde University Library website was frequently
used; Heinonline and Science Direct proving most fruitful. A predominant source of
information was the monthly-produced ‘Ends Report’, which provides up to date
commentaries on environmental law written particularly from a business perspective.
Decision-making and the response of companies to regulation, it is argued, should be
interwoven into the policy process; making the aforementioned publication particularly
useful. An inter-library loan was arranged to obtain an insightful collection of articles from
writers in Harvard Business School.®>  The authors’ refusal to succumb to the
traditional/economic-incentive dichotomy provided a refreshing approach, further shaping the
research process.

As a supplement to gathered literature, a telephone interview was arranged with Rolf
Stromberger, Director of Environment and Economics for the ACEA (European Automobile
Manufacturers Association).* While biased for clear reasons, his level of knowledge — both
on the intricacies of the legislative proposals and on specific industry concerns — allowed for
a much broader appreciation of the situation. The ACEA website was also visited regularly
as a useful source of industry statistics and data. Attendance at a seminar on Climate Change,
organised by the Legal Services Agency (LSA), further increased the writer’s understanding

of the science behind the CO, targets.’

Government reports were consulted, including the 2006 Stern Report.® While outwardly an

‘independent’ source, a report ‘commissioned and financed by Her Majesty’s Government

® Freeman, J. and Kolstad, C. (2007) Moving to Markets in Environmental Regulation (Oxford University Press)
* Conversation took place on 20 January 2009

® LSA Climate Change Changes Everything, 20 March 2009

® Stern, N. (2006) The Stern Review on the Economics of Climate Change, p.328, http://www.hm-
treasury.gov.uk/stern_review_report.htm
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and largely drafted by British officials’ is to be considered with caution.” It would have been
paradoxical for this study, which aims to unearth political assumptions, to heavily rely upon

such a document of inherent bias.

Limitations on Research

Given the legislative proposals were in relative infancy throughout 2008 and subject to
incessant lobbying, it was necessary to continue research throughout the process of drafting -
this paper is current as at 8 February 2009. Word limit was found to be a major limitation,
exposing a degree of impractical over-ambition in the initial planning stages. Although
frustrating, this served as validation of the topic’s overall merit; alluding to vast areas of
further research based on the findings of this paper. One example is the position of stringent
environmental standards acting as barriers to international trade. Other areas which have
been excluded concern governmental funding to promote innovation and the potential breach
of State Aid rules within competition law. It was also planned to assess the introduction of an
EU-wide CO,-based taxation, however proposed discussion proved lengthy and the section
had to be removed. Finally, there is scope to initiate empirical research on the inclusion of

‘organisational analysis’ into regulatory strategy, based on conclusions made in Chapter Two.

Structural Arrangement

This paper deals with the core issues in a manner which may seem rather backward in
comparison to that of traditional literature. Chapter One addresses what is typically reserved
for the conclusion; emissions trading itself. This seeks to familiarise the reader with the
concept (in terms of past experience, issues and concerns) from the outset; demonstrating that
there is no sound basis upon which to make an assumption as to its legislative superiority.
Chapter Two enquires why, then, it has been employed in the new CO, legislation, by
introducing the theories behind both political and business decision-making in the face of
environmental regulation. Chapter Three moves on to address whether regulatory choice can
genuinely dictate regulatory quality, by assessing studies on innovations and competitiveness;
also highlighting the need for stringent standards and exposing problems within current EU
lobbying procedures. A final chapter pulls together the key findings of the paper, offering

concluding remarks.

" Carter, R., Byatt, I. et al. (2006) The Stern Review: A Dual Critique, World Economics 7(4) 165, p.165
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CLARIFICATION OF TERMINOLOGY

‘Regulation’ is the use of rules to control activities. The alternative to trading is commonly
described as ‘command-and-control’ — characterised by the imperative ‘you must’ and the
prohibitive ‘you must not’.®

‘ . 9y . . . . . 59
What is “‘fit” is always relative to an environmental situation’.

‘Command-and-control” measures are only less efficient in the context of perfect markets.
To use this term is inaccurate, since it fails to highlight the central peculiarity between such
regulation and trading schemes — the permitted freedom in compliance, and whether this
entails guaranteed superiority. The requirement for manufacturers to pool emissions could
legitimately be viewed as a ‘command’ that will ‘control’ aggregate emissions.'® The
prominent difference is that the command does not extend to the production decisions of
individual firms, applying merely to the aggregate level of emissions. This paper will employ
the term ‘prescriptive regulation’ to reflect the reverse position, through which the nature of

abatement is specifically prescribed.

General phrases, such as ‘market mechanisms’, are used to encompass all approaches which
exploit economic incentives and deterrents to achieve environmental objectives. Such an
expression can, however, often strike as a misnomer; the writer deems ‘market-

interventionist’ to be more appropriate.

& Bell, S. and McGilvray, D. Environmental Law (OUP), p.223
° Hodgson, G. (1991) Economic Evolution: Intervention Contra Pangloss, 25 Journal or Economic Issues 519
1% Freeman and Kolstad, supra note 3, p.49
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INTRODUCTION

Over the past decade, the European Union (EU) has been struggling with the fact that road
transport is the second largest emitter of greenhouse gases after power generation.'* A
renewed sense of urgency gripping the European political arena manifested itself within the
recent regulation cutting CO, emissions from all new passenger cars.*> Cars account for
roughly 12% of CO, emissions in the EU.*® Commission President José Manuel Barroso
stated the legislation will ‘open up enormous opportunities for the car industry’ by
encouraging greater innovation in developing cleaner, more efficient vehicles."* In stark
contrast, the ACEA labelled the target as ‘arbitrary and too severe’, claiming that placing the
burden predominantly on improvements in vehicle technology was the least cost-effective

approach.

In brief, automakers will have to reduce CO, emissions from new cars to 130 g/km by
2012/15, with an additional 10 g reduction coming from ‘complementary measures’.*> The
legislation specifically observes that ‘the implications for markets and manufacturers’
competitiveness... and the benefits that accrue in terms of stimulating innovation’ must be
taken into account.’® The inclusion of this avowal creates a wider framework for this paper
to assess prospective merits and shortcomings of the proposals.

Managing an effective changeover towards low-carbon vehicle technology will clearly pose
ethical and economic challenges. Potential opportunities could nonetheless arise for the
industry in the face of increased, and appropriately fashioned, environmental regulation.
What policy instruments should be invoked is a question clouded by physical experience,

which has diverged conspicuously from original recommendations of normative economic

' Atlee, L. Driving to higher prices: the results of the EU’s review of CO, emissions from passenger cars and
light commercial vehicles(2007) Int. T.L.R. 57

2 Supra note 2

13 (2008) Ends Report 407, p.58

14 (2007) Ends Report 385, p.51

15 A topic outside the ambit of this paper.

18 Supra note 2, preamble (5)
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theory.'” As will become apparent, the latter guidance continues to be so zealously embraced

by both politicians and bureaucrats alike.

Why does such evaluation matter, and why do it now? Most arguments in favour of trading
have historically been founded upon theoretical assumptions; it becomes imperative to test
those theories against practical experience.’® A critical retrospective analysis of such
instruments will help to conceive the next generation of EU regulatory tools combating

vehicle emissions.

" Normative economics deals with what sort of economic policies ought to be pursued in order to achieve
desired (that is, valued) economic outcomes.
'8 Freeman and Kolstad, supra note 3, p.3
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CHAPTER ONE

PRACTICAL ANALYSIS OF EMISSIONS TRADING

This chapter focuses on the professed ‘accommodating’ component of the Commission’s
regulatory strategy: the ‘pooling provision’.'® Its tactic does appear reasonable. Some
companies, like Fiat and Peugeot Citroén, concentrate on manufacturing cars which are
inherently more fuel-efficient.?> Other firms, such as BMW or Mercedes-maker Daimler,
focus on producing larger, more powerful vehicles.”> A simple, flat-rate CO, target would
weigh on them far more brutally. The Department for Transport (DFT) Impact Assessment
states that ‘a situation where all manufacturers pool together is analogous to having an
operational trading scheme’.”” The intrinsic upshots of employing trading schemes in

unsuitable circumstances warrant careful examination.

1.1 PAST ENCOUNTERS

The 1990s US Acid Rain Programme established the first large scale environmental
programme to rely on trading of emissions permits. The UK Emissions Trading Scheme
commenced operation in 2002 and, a few weeks later, the first international mechanism of
this nature was instituted with the EU Emissions Trading Scheme (EU ETS).?® Evidence of
how well tradable pollution rights have performed in practice is mixed: ‘while proponents
claim that a given environmental standard has been met for much less cost, opponents argue
that the environment has benefited little from such schemes’.** Lessons can be learned in
order to establish whether the European motor industry could make this sort of market work,

and - moreover - whether it should even try.

9 Supra note 2, preamble (25): ‘where manufacturers form a pool, [they] should be deemed to have met their
targets... provided that the average emissions of the pool as a whole do not exceed the target emissions for the
pool’.

20 (2007) Ends Report 393, p.31

! 1bid

2 DFT (2008) Impact Assessment of EU Proposals on New Car CO, targets
http://www.dft.gov.uk/consultations/open/

% Directive 2003/87/EC of the European Parliament and of the Council of 13 October 2003

% Beder, S. (2001) Trading the Earth: The Politics Behind Tradeable Pollution Rights 3 Env. Liability 152,
p.155
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1.1.1 THE UNITED STATES

According to Beder,® emissions trading arose in the United States from government and
business concern that economic growth would be inhibited by air quality laws enacted as part
of the Clean Air Act. With the passage of legislative amendments, the government showed
strong support for economic incentives and enlarged the 'regulatory toolbox' beyond
traditional regulatory requirements.”® The US Environmental Protection Agency (EPA), in
March 1993, allocated allowances to emit sulphur dioxide — a primary cause of acid rain.?’
This programme has become ‘the benchmark for evaluating subsequent emissions trading
proposals’,?® and thus is noteworthy at this juncture. A small percentage of allowances
(2.24%) was also auctioned off. Twenty one million USD was raised by selling 150,000
‘allowances’, predominantly to electricity companies. Each allowance allowed the company
to release one tonne of sulphur dioxide into the air after 1995. The price for each allowance
was between $122 and $450, much cheaper than paying for flue gas scrubbers to remove
sulphur dioxide from their emissions.?® Stavins maintains that cost savings were on the order
of $1 billion annually, ‘compared with costs under likely command-and-control regulatory
alternatives’.*® Moreover, Keohane asserts that the cost of a technology standard would have

been ‘astronomically high’ — nearly three and a half times the cost of the actual policy.*

% Ibid.

% NCEE (2001) The United States Experience with Economic Incentives for Protecting the Environment (EPA-
240-R-01-001)

%" For more on the US Acid Rain Program: http://www.epa.gov/airmarkets/arp/index.html

%8 Kruger, J. and Pizer, W. (2004) Greenhouse Gas Trading in Europe: The New Grand Policy Experiment
36(8) Environment 8

# Tietenberg, T. (1997) Tradeable Permits and the Control of Air Pollution in the United States, paper for
jubilee edition of Zeitschrift fir Angwandte Umweltforschung

% Stavins, R. Market-Based Environmental Policies: What Can We Learn from U.S. Experience?, in Freeman
and Kolstad, supra note 3

%! Keohane, N. Cost Savings from Allowance Trading in the 1990 Clean Air Act, in Freeman and Kolstad, ibid,
p.224

13 of 39


http://www.epa.gov/airmarkets/arp/index.html

1.12 EUETS

While originally opposed to emissions trading as advocated under the Kyoto Protocol,* the
EU ‘became a convert when faced with the costs of compliance without trading’.33 The
Commission presented a ‘Green Paper’ in 2000, demonstrating that an extensive trading
scheme could reduce compliance costs of meeting Kyoto by a third.** The EU ETS, launched
in 2005, represents the world’s largest greenhouse gas (GHG) emissions market.®** Member
states decide, via their National Allocation Plans (NAPS), on the quota or total allocation of
allowances for each phase of the scheme within their country, and on how these will be

distributed between companies.

A core lesson from EU ETS experience relates to the impact of imperfect information on
prices. At the start of trading in January 2005, traders had limited information on supply and
demand for emission allowances. Above all, the NAPs did not include clear data on the
assumptions lying behind the projections of emissions used as the basis for allocations. The
release of the first data on actual emissions from the scheme’s participants in April 2006 led
to a sharp downhill correction in prices, as the figures illustrated that the initial NAP
allocations exceeded emissions in most sectors of the scheme.*® The market price dropped
from 30€ to 9€ in one week. This flaw illustrates the general problem of states meddling in
markets, and the EU ETS is a pertinent example of the extent to which economic tools can be

highly bureaucratic affairs.*’

1.2 DOES EMISSIONS TRADING WORK IN PRACTICE?

This section considers the fundamental question regarding whether economic models will fail
in this context to reflect the real world of dynamic competition in which businesses function.

This is vital since, if pooling is to work akin to trading, surely firms require confidence in the

% Protocol to the United Nations Framework Convention on Climate Change (Kyoto, 11 December 1997; TS
006 (2005) Cm 6485)

% Hobley, A. and Hawkes, P. The EU emission allowance trading scheme: a prototype for global GHG
emissions allowance trading? [2003] 5 Environmental Liability 187, p.187

¥ COM (2000)87

% Kelly, G. An Evaluation of the European Union’s Emissions Trading Scheme in Practice, European
Environmental Law Review, June 2006, 175, p.175

% Ibid p.329

¥ Bell and McGilvray, supra note 8, p.527
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system to make that decision to ‘trade’ rather than merely face penalties. A preliminary
caveat should be inserted: emissions trading regimes come in widely differing forms and are
applied in divergent contexts. The process of generalising can therefore be problematic. The
issues addressed here have been specifically selected as being comparable to those that would

arise from the pooling derogation.

1.2.1 WHY CHOOSE EMISSIONS TRADING

Advocates of trading are growing in number,® and tend to claim that a number of qualities
consequentially attach to the device. From an economic theory point of view, a proclaimed
benefit asserts that least-cost emission reductions are delivered by allowing reductions to
occur wherever they are cheapest. Such instruments generally require less information than
prescriptive regulation to achieve reductions cost effectively.®*® The regulator does not
require the same detailed cost data to ensure the reductions are achieved at minimum cost.
Instead, the data can remain with the regulated entities ‘who in turn will have [apparently]
obvious incentives to develop accurate, facility-specific data that they might not otherwise be

motivated to collect or share with regulators’.*°

1.2.2 CHALLENGES AND CONCERNS

1.2.2.1 ARE THE RIGHT OBJECTIVES PURSUED?

A trading process itself offers absolutely no benefit to the environment, and a study by Hahn
and Hester found that it saves money for industry by avoiding making emission reductions
‘that they otherwise would have been required to make’.*" Experience with the EU ETS
points to difficulties faced particularly when credits are allocated by means of
governmentally-established entitlements. Intense lobbying ensued across the EU so that

‘these efforts resulted in lax emissions targets... and, in some cases, even in an over

% Baldwin, R. (2008) Regulation Lite: The Rise of Emissions Trading (LSE Working Papers), p.5
% Harrington, W. and Morgenstern, R. International Experience with Competing Approaches to Environmental
Policy in Freeman and Kolstad, supra note 3, p.117
40 H

Ibid.
*1 Hahn, R. and Hester, G. (1989) Where did all the markets go? Yale Journal of Regulation 6, 109 at p.129;
quoted in Beder, supra note 24
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*2 powerful interests were able to keep the

allocation compared to actual emissions’.
restraining effects of the ETS at bay. What's more, the German Environment Minister
reported that the EU’s four largest power producers had actually profited from the ETS at the
expense of consumers, strengthening their earnings by between six and eight billion Euros.*
This example illustrates that trading schemes are not immune to the difficulties of lobbying, a

topic revisited in Chapter Three.

Quite aside from political manipulation of targets is the issue of ‘critical loads’: what level of
atmospheric CO, is too much? Environmental campaigners state that emissions trading ‘puts
blind faith in both science and the regulatory authority’s ability to set an ‘acceptable’ baseline
air quality standard’.** Yet this level must be understood in order for any objectives on
climate change to be properly set. In recent years it has become apparent that the earth is far
more finely-tuned than scientists formerly imagined, and there now seems to be growing
consensus that this ‘tipping point’ is 450 parts per million of CO, in the atmosphere.” The
current level is around 385.*° James Hansen, head of the Goddard Institute of Space Studies,

has declared the “safe-zone’ to be 350 parts per million.*’

Instead of ‘purposely making economic use of what is thought to be assimilative capacity of
the environment’,* the author advocates the use of the alternative ‘precautionary principle’.49
Allowable discharges should be reduced to zero over time, rather than sell or auction them
off. Nonetheless, the relationship between legal standards and pioneering scientific
knowledge is fundamental. Such figures must always dictate legislative targets otherwise
action taken, regardless of commendable industry compliance levels, will simply not be

enough.

“2 Butzengeiger, S. and Michaelowa, A. The EU Emissions Trading Scheme — Issues and Challenges (2004)
Intereconomics May/June 116, p.118
*® Recipients of free permits are able to sell these to other firms who will pass through the costs to their
customers. See Carbon Trust The European Emissions Trading Scheme: Implications for Industrial
Competitiveness, Annex 31
* Bunin, L. (1991) Memorandum to Roger Wilson, Greenpeace, p.3 — cited in Beder, supra note 17, p.156
** McKibben , B. (July 2008) The Tipping Point Yale Environment 360
?Gttp://e360.vale.edu/content/feature.msp?id:2012

Ibid.
*" Hansen, J. et al. Target atmospheric CO,: Where should humanity aim? Open Atmospheric Science Journal
(2008) vol.2,217. For more on the ‘350 mission’ please visit http://www.350.0rg
“8 Beder, supra note 24, p.156
“ For more on the’ precautionary principle’, see O’Riordan, T. and Cameron, J. (1992) Interpreting the
Precautionary Principle (Earthscan)
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1.2.2.2 1ISLOWEST COST ABATEMENT PRODUCED?

Economic literature predicts large potential cost-savings from trading systems, yet evidence
of actual savings is fairly modest in nature. Stavins identifies transaction costs as the
primary culprit for this gap — for example, the need to ensure that credits claimed represent
real emissions reductions.® With high transaction costs, prices that sellers receive for
pollution rights are depressed and prices that buyers must pay remain great, causing
transactions to appear less appealing for both parties. This may act as a barrier to trading,
and sources will find it difficult to ascertain trading partners and successfully negotiate
trades. The Organisation for Economic Co-operation and Development (OECD) stressed that
the scrutiny of transaction costs was vital to calculating value added and ought to be a focus
of ex post evaluation studies of controls.”* The EU ETS has been hailed as an ‘administrative
nightmare’, whose complications impose massive burdens of an estimated £62 million on
firms and public sector bodies.>® This effectively cancels out the alleged advantage of market

mechanisms, i.e. that they entail lower administration costs.

1.2.2.3 ACCOUNTABILITY AND TRANSPARENCY

As noted in the Stern Report, a key issue for investor confidence is a commitment to the long-
term future of a trading scheme and predictability in its overall shape and rules.>® The price
of credits will reflect the cost of abatement and the level of investment required to meet
reduction goals; this provides an indication to business to help them decide when and how to
invest. Price stability should also be encouraged by the provision of robust information;
transparent and regular information on actual emissions of scheme participants will reveal the
basis of market supply and demand. The importance of this can be exemplified by the EU
ETS price crash of March 2006, illuminated in paragraph 1.1.2 above. Had more regular
information been revealed regarding actual emissions, this volatility would almost certainly

have been limited.

% NCEE, supra note 26

1 OECD (2002) Implementing Domestic Tradable Permits p.148

%2 Open Europe The High Price of Hot Air (Open Europe, 2006), quoted in Baldwin, supra note 38, p.15
%% Stern, supra note 6, p.332
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Ackerman and Stewart argue that trading focuses public attention on decisions about
aggregate emissions reductions,>* claiming that more democratic accountability is offered
than by traditional prescriptive regulation. Sceptics, however, contend that trading systems
have a special complexity that fails to aid access; that market processes are superimposed
over standard-setting procedures usual to command regimes.® This consortium duality
makes citizen participation more difficult. It has been protested that ‘the political invisibility
of trading schemes involving large companies may be their weakness. The hope is that
emissions can be cut cheaply by large companies with the public virtually unaware that this is
going on. But this lack of public awareness is the very thing that makes schemes vulnerable

to industry lobbying, resulting in schemes that are ineffective and unfair’.

Accountability to whom is undoubtedly a crucial question. One of the chronic
condemnations of carbon trading is that it makes policymakers responsive to multinational
corporations, and not local populations, on the major social problem of climate change.
Furthermore is the issue of representation, a mechanism which allows user and interest
groups to obtain access into policy processes. With emissions trading systems, however,
such access is bestowed chiefly upon those suppliers who buy and sell permits — other
interested parties are kept at a distance by virtue of their non-inclusion in the market. Taken

as a whole, severe reservations exist regarding the general transparency of trading.

1.3 CONCLUSION

Emissions trading is a device which raises pressing issues regarding its objectives, cost-
effectiveness, transparency and accountability. Its inclusion, in the form of pooling, denotes
that car manufacturers have no choice but to use it. The remainder of this thesis will
demonstrate that this postulation, made on the part of policymakers and bureaucrats alike, is

unsound.

> Ackerman, B. and Stewart, R. Reforming Environmental Law: the Democratic Case for Market Incentives
(1987) 13 Col. J. Environmental Law 171, p.171

% Baldwin, supra note 38, p.22

% Lockwood, M. A Rough Guide to Carbon Trading (IPPR, 2007), p.7.
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This chapter has considered whether emissions trading systems are amenable to the
establishment of environment-enhancing targets. Aside from increased transaction and
administrative costs of trading, pooling would likely be the least cost abatement option for
manufacturers. However by including the pooling provision to promote flexibility, the
Commission has assumed that the most cost-effective solution is always chosen by industry.
Concerns as to pooling with close competitors would be prevalent. This may result in
insufficient liquidity in the market to allow trading to take place, which would also be
threatened by a limited number of participants. Furthermore, lead-times in product
development would entail that potential trades would require to be planned in advance. Yet,
the resulting contractual intricacies if one party fails to secure the promised abatement is
liable to dissuade manufacturers both from choosing to buy credits or offering credits for sale
until after the end of the compliance period.

While there does exist broad research assessing whether trading schemes actually work; the

evidence is mixed, and tends not to focus on the regulated entities studied. The following

chapters seek to question: what is truly meant by ‘work’?
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CHAPTER TWO

CONCEPTIONS OF LEGITIMATE REGULATION

The rise of emissions trading introduces questions concerning our conceptions of good
regulation — Baldwin believes there has been a shift towards models that place sole emphasis
on ‘acceptability’ and the ‘powerful interests’.>’ This chapter will demonstrate that current

attitudes concerning regulatory rationalisation ought to be reviewed.

2.1 THE NEED FOR COMPULSION

The use of voluntary agreements between governments and industry can occasionally be
useful in promoting innovative environmental practices. An example is the Voluntary
Agreement for the Petrochemical area of Porto Marghera in the Venice Lagoon, Italy.”® It
has produced qualitative advantages and cost savings, as well as reducing the cost of ongoing

or potential legal actions.*

In 1998, the ACEA and the Commission signed a Voluntary Commitment to reduce average
emissions from new cars sold to 140g/km by 2008.%° Yet in February 2007, the Commission
adopted two parallel Communications,®* emphasising the Community objective of 120g/km
would not be met by 2012 in the absence of additional measures. The author believes the true
culprit of failure was regulatory design. Criticisms have included the lack of enforcement
mechanisms for non-compliance, together with insufficient incentives to develop alternative

technologies.®

More notably, the Commitment was set at trade association level; individual
company contributions were not disclosed — allowing some firms not to pull their weight.®®
One would now expect that the current mandatory targets would be fixed at company level.

Although this is technically the case, the pooling derogation may operate as an effective

> Baldwin, supra note 38, p.1
*% Network of Heads of European Environment Protection Agencies (2005) The Contribution of Good
Environmental Regulation to Competitiveness, p.3, http://www.eea.europa.eu/about-
ggs/documents/praque statement/prague_statement-en.pdf
Ibid
% Recognised by Commission Recommendation 1999/125/EC of 5 February 1999
61 COM(2007) 19 final and COM(2007) 22 final
%2 Bell and McGilvray, supra note 8, p.537
63 (2007) Ends Report 393, p.31
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paradox - nullifying inadequate efforts by certain under-performing carmakers in the same
way as before. Past experience therefore illustrates a level of regulatory compulsion is
desirable; collective commitments in this framework have simply not been compatible with

genuine competition.

22MARKETS: A “POLITICALLY CONWVENI ENT P

Advocates of trading proclaim it grants a way for market power to be harnessed to
environmental goals.®® Such instruments also perform a political function, by strengthening
the role of the ‘free market’ when environmentalism most threatens it.°° Controls can be
introduced in a manner which avoids major opposition from deep-rooted incumbents.
Supporters of trading argue that the device also improves the democratic quality of the
policy-making process, by concentrating on the overall level of pollution to be ascertained

(i.e. the ‘cap’) rather than setting targets that must strictly be met by all regulated entities.

Politicians have always viewed the ‘environmental problem’ as being one of potential
politically damaging conflict. Gordon Brown welcomed the Stern Review by accentuating
that the Kyoto Treaty makes ‘economic opportunities of a climate friendly policy real and
tangible’.®” Beder underlines that, in making such policy decisions, they are “forced to make
choices that inevitably put some sectors of the electorate off-side’.%® This opinion is mirrored
by bureaucrats, who view environmental difficulties predominantly as managerial problems
which can be resolved more resourcefully without political interference.®®  Market-
interventionist instruments also appeal to businesses by removing polluting activity from the
criminal realm as ‘unlike a fine... imposed for doing something wrong, a pollution right

indicates that the activity is official’.”

% Baldwin, supra note 38, p.1

® Titetenberg, T. (1990) Using economic incentives to maintain our environment , Challenge, March/April 42,
p.42

% Beder, supra note 24, p.158

§7 Gordon Brown, speech reported in The Guardian 30" October 2006

% Beder, supra note 24, p.158

* Ibid

" 1bid
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Why do governments perceive this regulatory choice as an automatic cure-all? One
assumption made is that a trading procedure is a type of ‘cost-free’ method of efficiently
controlling emissions, while at the same time reducing private-sector compliance costs.
Driesen contends that such proponents espouse a ‘free lunch’ metaphor,’* insinuating that no
real losers are involved - ‘efficiency is held to be the winner’.”> A second political
assumption is the realpolitik notion that trading is acceptable; " it involves controls devised
so as not to ‘frighten the horses of the incumbents’.’”* This feature is welcomed by
governments who believe that, under pressure to act on climate change, the best regulatory
technique is that which holds the greatest chance of implementation. A precise goal (i.e. the
overall emissions cap) is combined with a framework through which parties can negotiate
and individually agree on aims. The former satisfies governmental requirements in terms of
Kyoto obligations, and the latter appeals greatly to businesses’ compliance strategies.
Moreover, trading appeases dominant players (i.e. those manufacturers who are, by virtue of
inherent design features, already beating the CO, targets) while also offering compensation to

less well-placed parties.

The writer may conclude a shift towards thinner expectations of legitimacy; regulatory
success is expected to be dictated by the sole factor of acceptability. The present case study
provides evidence of this: the Commission allowed the inclusion of pooling as a flexible
mechanism to make the proposal more acceptable in the face of tough industry lobbying.
This links to an interesting issue plaguing many areas of environmental policy-making,

namely the ‘hierarchy of values’.”

Legislators can display a distinct lack of joined-up
thinking, and non-environmental concerns - trivial by comparison - cloud the severity of the

task at hand.

A crucial difficulty emanates from this discussion: if implementation has been the sole
concern, where does this leave any examination of regulatory quality? One is only able to

properly examine this feature in relation to the aim of the CO, legislation: ‘to create

™ Driesen, D. (Driesen [1]) Is Emissions Trading an Economic Incentive Programme? Replacing the Command-
and-Control/ Economic Incentives Dichotomy (1998) 55 Washington and Lee Law Review 289

"2 Baldwin, supra note 38, p.26

73 “Realpolitik’ is a theory of politics that focuses on considerations of power - not ideals, morals or principles.
™ Baldwin, supra note 38, p.27

™ A topic broached by Professor Mark Poustie, LSA seminar , supra note 5
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incentives for the car industry to invest in new technologies’. The extent to which innovation
is encouraged is therefore fundamental to any conclusions, and will be considered in depth in
Chapter Three.

23BUSI NESS RESPONSE: PEERI NG I N THE ‘B

Given the importance of accurately predicting responses, one might expect that regulators
would cautiously select the decision-making models they use. Steinzor highlights that
‘internal motivations of corporations... have not been the focus of sustained research and
analysis’.”® Accordingly, Malloy argues that many regulators and scholars in fact rely upon a
‘black-box’ model, assuming an organisation is a single entrepreneur that makes decisions as
any natural person would.”” The collective nature of the firm and its internal features are
commonly overlooked. The model also presupposes that business decision-making is
conducted rationally — that all relevant information is collected, alternatives are identified and
likely outcomes evaluated.” Many authors fail to question whether the firm would even
consider making the innovation in the first place; there is a distinct inattention to the role of
attention. Finally the black-box model assumes the firm has only one dominant goal:

maximising profits.”

2.3.1 POOLING FROM A BUSINESS PERSPECTIVE

2.3.1.1 PRACTICAL PREDICTIONS

Pooling between non-connected undertakings must be on an open and transparent basis,* and
real concerns exist as to whether this will be commercially workable in practice.?* Take the
following example. One company over-performs with the legislation, meaning it has some

extra credits that it can sell to other competitors. A second company, however, is under-

"® Steinzor, R. (1998) Reinventing Environmental Regulation: The Dangerous Journey from Command to Self-
Control 22 Harvard Environmental Law Review 103, p.153

" Malloy, T. (2002) Regulating by Incentives: Myths, Models and Micromarkets Texas Law Review 80(3) 531,
p.532

' Ibid.

¥ Malloy supports his theory through analysis of a hypothetical company (‘Chemco’) — assessing how an
‘industrial “everyman” would respond to the profit incentive of a trading programme’, at p.551

8 Sypra note 2, Article 7

8 Rolf Stromberger (ACEA), 20 January 2009
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performing, signifying that it requires some credits from the other company. A pool can be
formed, and together their average emissions now comply with the legislation. It is
incontestable that the first company will not offer the other credits without receiving a price.
The dilemma arises: what if, after one year, a third company wants to join the pool? One
possibility is that the average of the total emissions fails to comply with the target anymore —
who pays the penalties in this case? Should it be solely the third company, or should there be
a cost-sharing approach? Yet, why should the first company pay a penalty when they were
originally over-performing? This example highlights the need for proper guidance from the

Commission on how such a scenario will be regulated in practice.

A further illustration entails that when the third company joins, the group does comply with
the legislation. The writer has the concern that the first company could manipulate the
situation in order to create a cost-driver between the other undertakings, initiating a string of
offers and counteroffers. The increasing price for the CO, credits will be hinged upon the
balance between commitment to compliance, and contrivance for profit. Depending on how
much is charged, the price paid could potentially be more expensive than penalties faced.
The existing pool cannot avoid such a situation since under the legislation it is obliged to let
the third company in; it must allow open and transparent pooling.®?  Devoid of any
distribution of limitations or guiding principles explaining a feasible route to success, it can
be reiterated that the pooling provision will be commercially unworkable based on the
legislative phraseology. The qualification of ‘open and transparent’ pooling has been
included at the command of the EU Competition Commission in order to avoid unjustified
distortion of competition between manufacturers.®® However the range of negative

eventualities likely to flow from this instruction has been underrated.

8 Supra note 2, Preamble (25) ‘Manufacturers may agree to form a pool on an open, transparent and non-
discriminatory basis...~

8Supra note 2 — Article 7 specifically states that pooling agreements must be ‘in compliance with Articles 81
and 82 of the Treaty’.
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2.3.1.2 INDUSTRY RESPONSE

A recent Impact Assessment undertaken by the DFT evidences that the Commission failed to
‘look inside the black box’ — at the way manufacturers would respond to the pooling
provision.2* Out of seven responses, only one saw appreciable scope for pooling — believing
that it would work so long as members were not in direct competition. Open pools were seen
as least likely to be set up, since the requirements for transparency and openness to new

members were seen as unworkable.

These views could illustrate that the Commission jumped to a blind conclusion that
companies would enthusiastically engage in trading. Reinhardt notes, however, that most
companies do not recognise their internal structure to fully exploit cost-savings and
organisations instead continue to be experienced in minimising compliance costs with
prescriptive regulations only.* The focus of environmental departments in private firms has
been primarily on problem avoidance and risk management, rather than on ‘the creation of

opportunities made possible with market-based instruments’.%®

23. 2 ALTERNATI VE -AIRREGOARICENEL MOD

The above evidence demonstrates that the mere opportunity of profit will not necessarily
secure the success of trading. Using a black-box model is a precarious foundation upon
which to build regulation. Malloy advocates an alternative ‘resource-allocation’ model,
which ‘peers inside the opaque walls of the business firm’.®” This rightly characterises a
firm’s response to a regulatory incentive as a decision on how to best assign its limited
resources. The central point is logical: a firm’s organisation and internal practices greatly
influence its reaction to regulation in predictable manners. Basically, what goes on within
firms carries great significance and directly shapes its ability to notice, pursue and exploit

opportunities located within regulation.

8 DFT (July 2008) Consultation on European regulation on new car CO, emissions — summary of responses
http://www.dft.gov.uk/consultations/closed/co2emissions/responses

% Reinhardt, F. (2000) Down to Earth: Applying Business Principles to Environmental Management (Harvard
Business School), in Stavins, supra note 30

% Stavins, ibid

8 Malloy, supra note 77, p.535
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The writer recognises that the integration of organisational analysis into regulatory policy has
only been touched upon within this paper, and significant empirical research would need to
be undertaken in order to completely support such integration. This research would help
create a typology of firms, and this could be used to develop regulation that is sufficiently

tailored to take wider factors into account.

2.4 CONCLUSION

Orts has described trading mechanisms as ‘the hottest growth industry in environmental
law’.% Their susceptibility for encompassing a degree of political acceptability, one which
crosses party political, ideological boundaries, has been offered as an explanation for this.
There is a strong link to the principal of choice; the idea that ‘people should be given a choice
of how to act, as long as their actions do not breach some generally accepted limits®.%

Evidence from the failed 1998 Voluntary Commitments goes to show that perhaps
compulsion and an element of inflexibility should be welcomed.

Further, since internal features of a firm bear significant impact on firm response, the
systematic study of firm organisation becomes an essential element of regulatory design.*
This will require sector-specific analysis of regulated industries — and typical firm structures
dominant must be identified. The writer advocates a shift in focus, away from the type of
regulation itself (whether prescriptive or market-interventionist), and towards regulated

entities.®*

8 Orts, E. (1995) Reflexive Environmental Law 89 North Western University Law Review 1227

8 Bell and McGilvray, supra note 8, p.243

“Malloy, supra note 77, p.596

*! There are some exceptions to this majority, who do concentrate on the regulated rather than the regulation.
For example, Braithwaite, J. and Ayres, 1. (1992) Responsive Regulation (Oxford University Press) and Orts,
supra note 88.

26 of 39



CHAPTER THREE

BONA FIDE ASSESSMENT OF REGULATORY ‘QUALITY’

The requirement for environmental regulation frequently receives ‘widespread but grudging
acceptance: widespread because everyone wants a liveable planet, but grudging because of
the lingering belief that environmental regulations erode competitiveness’.”?> While social
benefits do arise from strict environmental protection, industry’s private costs allegedly
initiate augmented prices and reduce competitiveness. This resembles a ‘tug-of-war’
regarding the vigour of environmental standards — with the balance of power changing

depending on the ‘prevailing political winds’.%?

In the short-term, the car industry will need to continue investing heavily in research and
development and new product programmes. More crucially, however, is the long-term EU
target of 959 CO,/km by 2020. This will be impossible to meet via conventional
technologies — unconventional technologies, such as electric and hydrogen-powered vehicles,
must be introduced, and soon.®* The ACEA claim this will ‘require a swift renewal of the car

fleet on Europe’s roads’.*

This chapter will discuss the aim of the Regulation, in order to assess regulatory quality, as
opposed to mere acceptability. In essence: what motivates companies to innovate, and will
the inclusion of pooling be instrumental to the outcome? It will be revealed that external

factors are frequently more influential than regulatory type.

% Porter, supra note T p.120

% Ibid.

% Stromberger, supra note 81

% ACEA Press Release Questions and Answers on CO2 legislation 17" December 2008 http://www.acea.be
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3.1 INNOVATION

Innovation - the ‘successful exploitation of new ideas’® — can bestow major profit
opportunities on firms. As such, the ability to encourage innovation is ‘widely recognised as
the pre-eminent test of an environmental regulatory tool’s mettle’.%” It is commonly argued
that prescriptive regulation provides no ongoing incentive to make continuous environmental
improvements - this assumption must be examined closely. * The system is said to provide
few rewards for going beyond the legally authorised standard, thus market-interventionist

regulation must stimulate innovation to a higher degree.

If a company could essentially offset costs of compliance through improving resource
productivity, is regulation necessary at all? Porter rightly states: ‘that is like saying there will
rarely be ten-dollar bills to be found on the ground because someone already will have picked
them up’.** Some companies do innovate without, or in advance of, regulation — especially in
Germany and Scandinavia, where consumers are largely attuned to environmental issues.
Nonetheless, regulation succeeds in creating a pressure which motivates companies in
‘overcoming organisational inertia and fostering creative thinking’.100 Yet the mere existence

of regulation will not guarantee a consistently positive and predictable response.

Given the significance of innovation, it is hardly surprising that almost every scholarly
comparison of regulatory tools embraces some analysis on this ground.™ A great deal of
discussion focuses on the theory that, since firms may ‘overcontrol’ their emissions and sell
those reductions to a separate regulated firm, the incentive to innovative must be continuous
within trading schemes. Most studies thus deduce that trading leads to greater innovation,

2

assuming the mere drive for profit stands as the sole driver.’®® Are decisions regarding

research and development activities dominated by a firm’s efforts to maximise its value?

% DFT (2003) Innovation Report — competing in the global economy, http://www.dti.gov.uk/files/file12093.pdf
" Malloy, supra note 77, p.541

®poustie, M. Stair Memorial Encyclopaedia of the Laws of Scotland: Environment (Reissue,
Butterworths/Lexis-Nexis) para.117, citing Stavins, R. and Whitehead, B. Dealing with Pollution: Market-based
Incentives for Environmental Protection 34 Environment (1992) 7, p.30

% Porter, supra note { p.127

190 1bid, p.128

1% Driesen [1], supra note71, p.296

192 Milliman, S. and Prince, R. (1989) Firm Incentives to Promote Technological Change 17 Journal of
Environmental Economics and Management 247, p.251
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On the other hand, some theoretical research illustrates the propensity of trading to weaken
incentives, especially for high-end innovation. An example is the low-emission vehicle
(LEV) programme, a regulatory programme enacted by several US states to accelerate

innovation,%®

It requires the introduction of a large number of vehicles that must meet
emissions standards, which manufacturers are able to realise through fairly modest
technological improvements. However it also requires introduction of a small number of zero
emissions vehicles (ZEVs), most likely electric cars which currently prove expensive to
produce.® One could theoretically attain identical net reductions as the LEV programme by
requiring more widespread implementation of the emissions reduction requirements,
excluding the zero emissions mandate as the basis for a trading programme.’® In the short-
run, this would supposedly produce the equivalent reductions for less cost. However the push
for ZEVs provides the essential encouragement to develop new technologies that may
revolutionise the ultimate environmental performance of cars and even lessen long-term
costs. This points to an evident trade-off between the short-term efficiency that trading
promotes and the desire to support environmentally superior innovation. Pooling may hence
act to postpone the hi-tech innovation and mass production of hybrid and electric cars — an

innovative movement fundamental to the future of the industry.

Recall the proclaimed success of emissions trading under the US Acid Rain Programme. In
spite of the exceptional environmental performance achieved, the programme actually failed
to ignite the advance of previously unavailable pollution-control technologies. In fact, any
adoption of seemingly ‘innovative’ compliance methods under the programme had little to do
with its market-based nature.!® For example, many firms were able to utilise considerably
more low-sulphur coal compared to before the initiation of the programme, due to
unpredictably low rail transportation costs.™” Whether innovation occurs in any particular

industry therefore hinges on various factors; a one-dimensional prescriptive/market-based

193 An example also espoused by Driesen, D. (Driesen [2]) Design, Trading, and Innovation in Freeman and
Kolstad, supra note 3, p.444

104 For discussion of the technical aspects of this paper, see MacKenzie, J. (1994) The Keys to the Car: Electric
and Hydrogen Vehicles for the 21* Century

1% Drisen [2], supra note 103, p.444

1% Driesen [1], supra note71, p.318

197 Schmalensee, R. et al. (1998) An Interim Evaluation of Sulfur Dioxide Emissions Trading Journal of
Economic Perspectives 53, p.65 - cited in Malloy, supra note 77, p.549
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dichotomy cannot be employed as a substitute for lucid examination. The remainder of this
chapter will refute the notion that instrument-choice is the sole champion of the innovation
debate. The leading stimulus is the ensuing competitiveness of the European car industry

resulting from the allegedly stringent standards of the CO, legislation.

3.2 STRINGENCY OF STANDARDS

The simple contention that traditional prescriptive regulation discourages innovation, due to

perceived inflexibility, breaks down upon analysis.*®

Note that certain rigid regulations,
completely banning production and use of certain chemicals, have actually led to extensive
innovation. For example, the US EPA regulations prohibiting lead and certain pesticides — an
absolute ban on ozone-depleting chemicals - initiated the development of substitutes ‘thereby
realising an enormously important environmental improvement at little or no cost’.'®® One
reputed downfall of prescriptive regulation is that it fails to provide incentives to make

110 Repeated

additional reductions once an adequate ‘compliance cushion’ exists.
governmental revisions of standards are required to prevent progress from stalling.

Nonetheless, one believes this fundamentally centres on the level at which standards are set.

According to the ICCT, the EU vehicle targets are set to become one of the world’s most

12 their area of concern

stringent standards.*** The ACEA has always been supportive of this;
being that the Commission focuses heavily on technology measures. This arguably ignores
the added impact of driving behaviour and existing infrastructure. The stringency of the
industry targets is also reflected the penalties for non-compliance. The proposed 95€ per
excess gram of CO, per car'*® would price a tonne of CO, emitted by cars at up to 475€ (or
more) compared to any other sector.’** The EU ETS price currently floats around 15€ per

tonne and may evolve towards around 33€ per tonne, according to Commission estimates.**®

1% Driesen [1], supra note 71, p.304
%bid.
19 pid.
! International Council for Clean Transportation (2007) Passenger vehicle green-house gas and fuel economy
standards: A global update (Washington DC)
112 Stromberger, supra note 81
3 Supra note 2, Article 9
i: ACEA FAQ document http://www.acea.be/index.php/faq/
Ibid.
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In fact, at this level, the penalties for the car industry would also be considerably higher than

any cartel fine paid in EU cases concerning illegal competition law infringements.**°

Predictable and stringent environmental regulation should afford ample motivation to
innovate between government decisions, regardless of instrument choice. Prescriptive
regulation with strict targets and penalties can produce analogous levels of innovation as
those schemes with the same levels, but that allow participants to trade. This shows that,
provided the Commission did not delay in setting revised standards based on pioneering

scientific knowledge, the inclusion of pooling will not drive greater innovation.

3.3 CONCERNS OVER COMPETITIVENESS

In what way can environmental regulation place firms at a competitive disadvantage? In
short, it forces them to squander their capital in unproductive enterprises. Since polluters are
required to take measures to control pollution, costs and prices can rise and markets and
customers can be lost. The OECD has defined a nation’s competitiveness as ‘the degree to
which it can, under free and fair market conditions, produce goods and services which meet
the test of international markets, while simultaneously maintaining and expanding the
incomes of its people in the long-term’.**" This issue is pertinent regarding whether the
legislation will grant a so-called ‘early-mover advantage’ on the European car industry. The
outcome of this competitiveness-factor will thus be decisive in the innovative response of

firms.

The World Economic Forum publishes an annual list ranking ‘Growth Competitiveness
Index’ of many of the world’s nations. The top six on this list in the 2008-09 study were:
US> Switzerland> Denmark> Sweden> Singapore> Finland.'*® This is fascinating given that
three out of the top six countries are bound by EU product regulations. The second most

common criticism of Denmark, Sweden and Finland is onerous tax regulation — therefore

116 ||

Ibid.
7 OECD, Technology and the Economy: the Key Relationships (Paris: 1992), cited in Hitchens, D. (1999) The
implications for competitiveness of environmental regulations for peripheral regions in the EU Omega 27(1)
101, p.102
118 \World Economic Forum, Global Competitiveness Report 2008-2009
http://www.weforum.org/pdf/GCR0O8/GCRO08.pdf

31 0f 39


http://www.weforum.org/pdf/GCR08/GCR08.pdf

these high scores occur in spite of this added regulation as well. Warhurst highlights that
such Nordic countries in fact retain a ‘tradition of strong environmental regulation and social
support’.™® This counters the notion that increased regulation entails an automatic decrease
in competitiveness and that, analogous to the abovementioned innovation debate, other

factors must be influential here.

331MANUFACTURERSS’ Bl

The introduction of the legislation will see a higher penetration of electric vehicles from
European car manufacturers, entailing a dramatic cost increase. These cars, when offered on
the market in China, Asia or other regions, will prove very expensive. Europe may find itself
in an adverse situation regarding competitiveness; the Netherlands Organisation for Applied
Scientific Research (TNO) found that EU vehicles will become 1200€ more expensive.'?°
Manufacturers simply cannot utilise new technologies for European customers and old
technologies for the rest of the world. This entails that cars, developed here for Europe, must
also be sold in other parts of the world. Expensive EU models will be unable to compete

with vastly cheaper vehicles produced in other territories, even if they are fuel efficient.

The European Parliament has attempted to rebut this belief, by stating that more new cars are
bought annually in the EU than in any other world trading bloc, and the EU Single Market
requires that both domestic producers and importers meet the same standards.*** They assert
that the EU does not only create a level playing field, but also a degree of protectionism for

domestic producers while they develop low-emission vehicles.*?

The author now aims to eliminate the intrinsic bias, evident in both these sources, so as to

ascertain the true effect of environmental regulation on industry competitiveness.

119 Warhurst, M. Environmental regulation, innovation and competitiveness — making the link (HESA newsletter

October 2005 No. 28), p.28

120 Report by TNO, IEET & LAT (2006) Review and analysis of the reduction potential and costs of

technological and other measures to reduce CO2 emissions from passenger cars

http://ec.europa.eu/enterprise/automotive/projects/report_co2_reduction.pdf

121 European Parliament Draft Report on the Community Strategy to reduce CO, emissions from passenger cars

$222007/2119(INI)) http://www.europarl.europa.eu/meetdocs/2004 _2009/documents/pr/670/670834/670834en.pdf
Ibid.
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3.32°'EARLY-MOVER ADVANTAGE’

Harvard economist Michael Porter states that many companies are using innovations to
command price premiums for green products and to open up new market segments.'?® For
example, since Germany adopted recycling standards earlier than most countries, German
companies have a competitive advantage in developing less packaging- intensive products —
which are both low cost and sought after in the market place. This approach has been coined
the ‘revisionist view’ whereby regulation results in ‘innovation offsets’, which frequently

exceed the costs of compliance.'®

Theoretically, environmental technology is seen to
provide opportunities for ‘early-mover advantages’ in international markets, for those
companies which innovate earlier than in other nations.'® Porter stresses that, for this to
occur in practice, it is critical for firms to have technological freedom in choosing compliance

techniques.'?®

A case study by Frans Oosterhuis, addressing the substitution of hazardous chemical

127

substances for other with lower environmental impact, elucidates this concept. It shows

that the German example of regulation-induced ‘closed-loop’ processes had succeeded in a

generating a new competitive advantage.®

The German industry has become a leading
exporter of high-quality closed-loop degreasing equipment; a high-tech production innovated
in response to regulation. Take note, however, that such a case study approach to researching
competitiveness can suffer from a myopic problem and lacks scrutiny of the ‘bigger picture’.
As such, one cannot make the generalisation that every early-mover will enhance their

position in such an impressive fashion.

Is it valid to contend that Europe will obtain an early-mover advantage in low-carbon vehicle
technology? While there exists a vast array of US case studies relating to the environmental
regulation-competitiveness interface, there has been much less European exploration of the

issue. Hitchens observes that there is a distinct lack of empirical evidence supporting the

123 porter, supra note 1 p.127

124 Hitchens, supra note 117, p.103

12 This has become known has the ‘Porter Hypothesis’.

126 Observe also the possibility that profit-making opportunities of this nature could be overlooked.

127 Oosterhuis, F. (2006) Substitution of Hazardous Chemicals, commissioned by EU DG Environment,
http://ec.europa.eu/environment/enveco/pdf/paper6.pdf

128 Sterner, T. (2004) Trichloroethylene in Europe: Ban versus Tax, in Harrington, W., Morgenstern, R. and
Sterner, T. (eds.), Choosing Environmental Policy, p.206-221, cited in Oosterhuis, ibid.
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‘early-mover’ hypothesis.**® For example, Barbera and McConnell attempt to observe the
positive impacts of regulation on five heavily polluting US industries.**® The direct pollution
abatement costs were found always to have negative productivity effects since they added to
total input costs. They also measure indirect effects, which have the potential for ‘innovation
offsets’. However in only two out of the five industries inspected were any positive indirect

effects established, and these were insufficient to offset the direct compliance costs.

3.4 CONSUMER DEMAND

In December 2006, the ACEA stated that ‘external factors beyond ACEA’s control’ had
influenced its failure to meet the 1998 Voluntary Commitments, in particular ‘weak demand
for energy efficiency’.™®*! It has also been argued by the industry that both customers and
legislators have demanded more comfort and more safety. This, in turn, has inexorably led to
heavier and larger cars — hence more emissions. This argument is flawed: such technologies
have not been demanded by the market, but rather have been offered to the market in an
effort to enhance profitability ‘in an industry that struggles to make money on basic cars’. 1%
And although such features do add equipment and thus weight in the first instance, over time
this can be cut down. Nieuwenhuis gives the example of Bosch, which has been able to
reduce the weight of its ABS system from around 5kg when first introduced to only 1.4kg on

its latest generation system.'®?

Further to this, the industry has traditionally defended its products by the sweeping claim:
‘we only make what the customer wants’. Stuart Hart has made a strong challenge at this
juncture, by placing the primary responsibility for greening products firmly in hands of

manufacturers.”** Hart encourages industry to shape public policy — not just in its own short-

129 Hitchens, supra note 117, p.104

130 Barbera, A. and McConnell, V. (1990) The impact of environmental regulations on industry productivity:
direct and indirect effects, Journal of Environmental Economics and Management 18: 50-65

BlCorporate Europe Observatory (CEO) (16" March 2007) Car industry flexes its muscles, Commission bows
down, http://www.corporateeurope.org/carlobby.html

132 Nieuwenhuis, P. (BRASS-CAIR) Car CO, Reduction Feasibility Assessment, download via
http://www.brass.cf.ac.uk/uploads/CO2report.pdf , p.22

1331 i

Ibid.
34 Hart, S. (1997) Beyond greening: strategies for a sustainable world, Harvard Business Review, Jan-Feb, 66-
76, cited in Nieuwenhuis, supra note 132, p.27
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term interests, but for longer-term social interests as well. The writer does not mean to imply
this concept has failed to be accepted by the car industry. In recent years, advertising has
made a palpable shift towards endorsing low-emission vehicles; a huge step in the right

direction.

3.5 LOBBYISM & TRANSPARENCY

In a democracy, the state is counteracted by interest groups and a balance of power exists.'*®

Lobbying ‘affects the final design of a given policy and determines thereby the resulting
economic outcome’.**® The European car industry has lobbied hard against the mandatory
targets since they were first proposed in October 2006. Antagonism has been particularly
strong from the German government and car sector since German vehicles tend to have

" In addition, resistance was

higher emissions than their French and Italian competitors.™
encountered from within the Commission, particularly from vice-president Gunter
Verheugen.'*® After months of intensive lobbying, critics claim the initial proposal has been
significantly ‘watered down’.®®  Under the compromise agreement, 65% of each

manufacturer’s vehicles will have to meet their average target from January 2012, 75% in

2013, 85% in 2014 and 100% from January 2015 onwards.**

Has industry lobbying diluted the austerity of the original proposals? It is praiseworthy that
the legislator has introduced some essential flexibility in this form, mirroring the nature of the
industry. The automobile industry is characterised by long development and production
cycles, together with its dependency on largely unpredictable factors including consumer
preferences, market trends, economic developments and legal requirements in different

fields."*" These can be instrumental to missing or meeting exact targets.

135 Svendson, G. (1999) US interest groups prefer emissions trading: A new perspective, Public Choice 101:
109, p.11

" Ibid.

137(2006) ENDS Report 382, p.8

138 ENDS Europe DAILY 2244 (19/01/2007)

139 (2008) ENDS Report 407, p.57

10 Supra note 2, Article 4

1 Information from http://www.acea.be/index.php/faq
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However the writer believes it crucial to observe the size of the car industry’s toolbox in
shaping decision-making to its advantage. One must note:

1. Massive over-representation and advantage in spending power of car industry
lobbyists in Brussels, compared to those defending environmental and health
concerns;

2. Strong and well-organised allies in the European Parliament, including MEP-industry
groupings (e.g. the Forum for the Automobile and the Society);

3. The regular pattern of privileged access to the European Commission (including

Commission expert committees and High-level Groups).**?

Due to the lack of transparency rules around EU lobbying, exact figures about the number of
car industry lobbyists in Brussels or the amounts invested in influencing EU decision-making
are not available. CEO research illustrates that at least seventy professional lobbyists work

3

for individual vehicle producers or their trade associations,™*® and around 2,600 interest

groups have their office established in the European capital.***

The spending power of the
industry means that it can effortlessly hire in supplementary manpower from the various
consultancies and public affairs firms based in the Brussels EU quarter. Yet with the absence
of a poor lobby register, assessing the sheer number of such troops is impossible. In
contradiction of capitals like Washington and Ottawa, lobby transparency obligations are still
absent in Brussels and consultancy firms are largely unwilling to voluntarily produce any
details regarding whom they work for, tactics used, who pays them and how much.*** Of the
15,000 lobbyists present in Brussels, 45% of these groups represent industry and only 11%
non-governmental organisations (NGOs).'*® The latter group, acting on behalf of the civil

society, can often feel smothered in comparison.**’

Lobbyists can have substantial influence, particularly on legislative proposals of a technical

character. Their transparency is overly deficient in comparison to the impact of their

12 CEOQ, supra note 131, p.4
3 1pid.
144 Kallas, S. The need for a European transparency initiative, speech in Nottingham Business School, 3 March
2005
15 CEOQ, supra note 131, p.4
14 | ee, J and Rwanda, K. (2006) Comparing NGO influence in the EU and the US
P}}p://www.casin.ch/web/pdf/nqoinfluenceinuandusa.pdf
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activities. The writer warns that, in order for real progress to be made in the move to a low-
carbon economy, the EU Commission should adopt sufficient lobbying disclosure rules.
Furthermore, it should be observed that severe lobbying did continue, even with the inclusion
of pooling for flexibility. The provision thus failed in its task to allow flexibility at the desire

of manufacturers.

3.6 CONCLUSION

The importance of emissions trading’s inferiority in accelerating expensive innovation
depends on whether one judges innovation to deserve more emphasis than potential industry
cost-savings. The writer argues that the spread of new technology should represent the chief
priority, thus external factors must be specifically accounted for within policy design.  All
types of environmental regulation depend on the stringency of government standard-setting
which, as a result of excess industry lobbying, can often lean towards requirements unlikely
to disturb the status quo. Policy-makers must be immune to car industry contention regarding
vulnerability of competitiveness - the necessity to create new ‘green’ markets is a matter that

is not open to dispute.

‘The law can apply either positive economic incentives (revenue increases or cost decreases)

or negative economic incentives (revenue decreases or cost increases) to polluters’ **®

Driesen’s point provides a gateway for further research: could the concept of emissions
trading, which relies on positive economic incentives, be turned on its head? In other words,
negative economic incentives can fund positive economic incentives. Governments have
narrowly explored this concept, for example California’s legislature have considered a ‘Drive
++’ programme which involves the imposition of a fee on consumers purchasing a high-
pollution vehicle. Crucially, these proceeds would fund rebates on the purchase of a low-
polluting vehicle.**® This principle could be built upon for the European car industry, in

order to fashion laws that imitate the free market’s dynamic character far better than pooling

18 Dreisen [2], supra note 103, p.457
19 Greene, N. and Ward, V. (1994) Getting the Sticker Price Right: Incentives for Cleaner, More Efficient
Vehicles, 12 Pace Environmental Law Review 91, 94
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will. This would allow innovative firms to confidently reduce competitors’ profits: ‘failing to

improve can threaten their survival.... doing so can make them prosper’.150

An environmental competition statute could potentially be created - a private environmental
law allowing considerable enforcement by low-polluting companies against competitors.*
No longer would government decisions, and their notorious preference for trading, be relied
on as the driver for emission reductions. Rather, the instinctive fear of gain and loss would
act as the driver for true environmental progress, emulating free market dynamics. More
broadly, no market player would know who the ‘early-movers’ would be - any firm that did
not actively pursue emissions reductions would risk an uncertain level of economic loss.*
The misdirected safeguards offered through trading schemes are thus removed; it is
straightforward to conclude that greater technological progress is likely to flow from
instilling a degree insecurity of insecurity into the system. The creation of an environmental
competition statute is clearly a suggestion which warrants further study, and cannot be fully

considered in desired depth.

%0 Driesen [2], supra note 103, p.457
151 As offered in Driesen [1], supra note 71, p.344-47
152 H
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OVERALL CONCLUSIONS

The issue of properly conceived environmental regulation is fundamentally a question of
balance, which merits a fresh examination on a sector-by-sector basis. Two objectives must
always be weighed and combined: the environment on one side, and the economy on the
other. This generates an underlying ‘culture clash’ between different parties to the debate,™*
a problem identified by economist Herman Daly.** On the one hand there are those who
view the environment as a subset of the economy — environmentalism is a luxury. On the
other hand are those who see the economy as a subset of the environment — there is no
economy without a healthy environment.’®® The writer sees it fitting that, in the age of the
climate change challenge, consciousness of humanity is eventually steering towards the latter.

The concern is whether government’s perception will follow.

New vehicle technology will not be able to deliver the results society desires — all relevant
actors will have to work together: the vehicle industry, the fuel industry, policy-makers and
drivers. This paper shows that policy-makers and bureaucrats alike should think more
critically about their automatic predilection for emissions trading. Design considerations,
especially the stringency of standards, carry more weight than the option between trading and
non-trading programmes. Fear must ultimately be instilled into the regulatory system — a fear
that non-compliance will cause real damage to company status in the competitive market, not
merely a calculable penalty. The author advocates wider use of prescriptive regulation that
employs the correct level of standards — this level being calculated by examination of unique

factors of the individual regulated entity.

To counter climate change with trading mechanisms is to adopt the time-honoured belief that
markets can always solve the problem. Keynes himself had no patience with economic

theorists, who similarly assumed that everything would work out in the long-run:

“This long-run is a misleading guide to current affairs... In the long run we are all dead.™®

153 Nieuwenhuis, supra note 132, p.24
54 Daly, H. (1996) Beyond Growth; the Economics of Sustainable Development, Beacon Press
155 [hi
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