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Foreword
The year 2022 will be crucial as the European Parliament and the Council are about
to negotiate the legislative proposals to revise the entire EU 2030 climate and energy
framework, as part of the ‘Fit for 55’ package. With less than ten years to keep the global
temperature increase below 1.5°C, we cannot afford anymore to kick the can down the
road.
The challenge will be particularly daunting regarding the upcoming revision of the EU
emission trading system (ETS). Although the EU ETS is the cornerstone of the EU’s policy
to combat climate change, it has contributed far too little to greenhouse gas emission
reductions in the sectors covered since its inception in 2005. Despite this poor outcome,
the European Commission proposes to grant an even greater role to the EU ETS in the
years to come, by extending its scope to the road transport and building sectors. Unless
the European Parliament and the Council agree to tackle the structural flaws of the EU
carbon market, our common future could therefore be seriously compromised.
In this context, we have commissioned a report to help us identify the major shortcomings of the EU ETS and the policy measures to overcome them. While the views and
opinions expressed in it may not necessarily reflect the official position of our political
Group, they shed light on certain key issues barely addressed in the literature.
In particular, the report shows how excessive speculation in the EU carbon market has
led to the extreme volatility of the carbon price which, in turn, has contributed to blur
the price signal. However, a strong and stable carbon price signal is essential for the
EU ETS to be truly effective. Without the expectation of a future scarcity of allowances, energy-intensive industrial sectors will not be encouraged to switch to cleaner
technologies.
Since speculation is currently contributing to the rapid price hike in the EU carbon market, some may ask why the Greens should care about it? Because past experience has
shown that a speculative rise is not likely to be long-lasting. As underlined by the author
of this report: « a high price without the expectation that prices will remain high will do
little to incentivize a change in behaviour and technology ».
However, any attempt to curb excessive speculative activities in the EU carbon market,
without removing its structural flaws beforehand, would certainly contribute to lowering the carbon price. This is, for example, the objective currently pursued by Spain
and Poland, when they call for the application of trading limits in this market. The fight
against speculation cannot, however, be used as a pretext for undermining the fight
against climate change.
In our view, policymakers should rather proceed in stages. First, priority should be given
to making drastic cuts in the allowance surplus and the free allowances in the market,
as a means to fix the cap on emissions. Only then should measures to curb speculation
be implemented, with a view to reducing price volatility and ultimately, strengthening
the price signal.
The forthcoming negotiations on the revision of the EU ETS will show whether the political majority is prepared to take the bold but essential decisions to protect our common
home.

Philippe Lamberts,

Co-President of the Greens/
EFA Group in the European
Parliament,
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Executive summary
While the Fit for 55 package goes in the right direction, it falls short of what science says
we need to do during the crucial coming decade.
The much greater role foreseen in the future for the EU carbon market is also a serious
cause for concern.
The EU ETS has had a very poor track record so far, contributing minimally to the emission reduction that took place in the related sectors, the reduction being linked instead
mostly to the rise of renewable energies. This failure is easily explained by a real cap so
high as to be irrelevant due to a massive surplus carried over, as well as by a weak price
signal stemming from excess speculation.
While the European Commission’s proposal for a revised EU Emissions Trading System
(ETS) directive includes positive measures, such as an increase in the Linear Reduction
Factor and the inclusion of the maritime sector, it fails to address in a timely fashion the
enormous surplus of allowances in the system. This means that the cap will de facto
remain meaningless for a number of years to come. In addition, the proposal to offset all
remaining emissions after 2035 - as foreseen under the revision of the land use, landuse change and forestry (LULUCF) regulation - could further weaken - or even simply
kill - the EU ETS past 2035.
The draft review also fails to address the lack of a stable and robust price signal, in
particular by continuing to allocate free allowances for another 14 years and by failing to
limit excess volatility in the price of carbon.
Overall, while the draft review adjusts the ETS theoretical trajectory to the new 55 goal,
it fails to fix the cap and the price signal – the two mechanisms through which the EU
ETS can deliver on its climate objectives. As a result, the EU ETS will most likely once
again fail to make a significant contribution to curbing EU emissions.
Lastly, the greater role foreseen for carbon offsetting and the temporary sequestration
of carbon in soils and trees is another major concern: from a proposal to create new
business models based on carbon removal via soils and trees, to the decision to continue
to offset international flight emissions instead of curbing them, to a proposal to offset
all remaining EU emissions past 2035, it is puzzling to see the increased importance
given to carbon sequestration in trees, in a year when forests around the world are burning or turning from sink to source.
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Key recommendations
We make the following recommendations:
EU ETS review
Scope
• Leave road transport and buildings under the Effort Sharing
Regulation;
• Reintegrate international flight emissions under the EU ETS;
• Remove the exemption for Carbon Capture and Storage/Carbon
Capture and Utilisation;
• Remove the review clause in relation to the adoption by the
International Maritime Organization (IMO) of a global market-based
scheme;
Cap
• Cancel immediately and entirely the allowances surplus;
• Lower the Market Stability thresholds to 0 and 200 million
respectively;
• Ensure that future linkages with other markets do not indirectly
allow offsets in the ETS;
Price signal
• Cancel immediately all free allowances;
• Introduce a mechanism to protect the price signal, whether position limits, minimum holding periods or volatility limits based on the
price signal.
CBAM proposal
• Allow importers to use allowances from the ETS pool instead of creating CBAM certificates;
LULUCF review
• Remove the proposal to offset the remaining emissions of all sectors
after 2035;
• Remove the proposal to deploy new business models based on the
certification of carbon removal;
MiFID/MiFIR review
• Include emission allowances in commodity derivatives.

2021: A CARBON MARKETS ODYSSEY

POLICY REPORT ON THE EU ETS REVIEW

5

Introduction
Welcome to a world at +1.1°C of global warming, where we have witnessed record temperatures in Canada, deadly heatwaves in India and Pakistan, forest fires in California,
Greece, Turkey and Italy, massive floods in Japan, Belgium and Germany, and signs of
AMOC destabilisation.
While this was mostly expected - just not that soon - the important question is whether
these extreme weather events will at last translate politically into a real sense of
urgency. Part of the answer was provided by the “Fit for 55” package, a set of legislative
proposals unveiled by the European Commission in July 2021, and aimed at aligning the
EU’s legislation with the 55% emission reduction target to be achieved by 2030.
Besides the revision of the EU ETS, the “Fit for 55” package contains, inter alia, other
legislative proposals that are closely interlinked with the EU carbon market, including:
the revisions of the Effort Sharing and LULUCF regulations, as well as the proposal for a
Carbon Border Adjustment Mechanism (CBAM).
While the “Fit for 55” package goes in the right direction, its overall ambition falls
clearly short of what science says we need to do during the crucial coming decade.
In particular, an ever-greater role is foreseen for so-called market-based solutions to
climate change. The scope of carbon cap and trade markets is greatly expanded, more
room is created for carbon offset markets, and new carbon financial instruments are
being created to circumvent the failures of the former.
As stated by Politico at the time, “the new measures show Brussels views carbon pricing as the most effective way to lower emissions.” This is quite puzzling given the very
poor track record of carbon markets over the past 15 years: while emissions have indeed
decreased, it has been shown that the EU ETS contribution to this decline was very limited. Unless “effective” is to be understood as cost-effective, i.e. minimizing the disruption and cost of abatement for corporations.
Also noteworthy is the growing political trend towards economic incentives over constraining environmental regulations. It is however not clear whether such a trend results
from dogmatic political views, or an ever tighter political margin of manoeuvre in the
face of diverging national interests, a plutocratic drift and/or conflicted public opinions.
The rise of so-called environmental markets is not limited to Europe but is instead a
global phenomenon. While carbon markets were up until now dysfunctional niche markets, this is set to change in 2021 with the launch of the Chinese ETS, the beginning of the
international offset market Carbon Offsetting and Reduction Scheme for International
Aviation (CORSIA), the possible completion of the Sustainable Development Mechanism
at COP26, the expansion of the EU ETS (and creation of a new one), the adoption of
natural capital accounting frameworks and the multiplier effect of sustainable finance.
Within the “Fit for 55” package, our report will focus on the revision of the EU Emission
Trading Scheme (EU ETS) as well as related policy proposals, notably the CBAM proposal
and the revision of LULUCF Regulation.
We will analyse whether the review will transform the EU ETS into an effective climate
change mitigation tool or whether it will remain on the contrary a mostly ineffective
instrument primarily aimed at minimizing abatement costs for private corporations.
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I. Why 55?
– a quick reminder
In September 2020, The European Commission announced an updated climate target of
reducing net emissions by at least 55% by 2030 compared to 1990 levels, from the current 40 % emissions reduction target.
The 55% emissions reduction target was a curious choice at first glance, since this figure is lower than the 65% target that is required for the EU to make its fair contribution
to achieving the Paris Agreement goal, according to many environmental experts.1 The
55% target is also lower than the 60% target excluding land use and forestry (LULUCF)
adopted by the European Parliament.2 In addition, according to the latest IPCC report,
the carbon budget that gives us the best odds of staying below 1.5°C runs out in less
than five and a half years at our current emissions rate.3
The Commission explained its choice of the 55% target by a desire to align the 2030 target with the other EU target of achieving climate neutrality by 2050. Keeping the former
40% target would have indeed postponed most of the efforts to the period 2030-2050.
However, the Commission could have chosen to go beyond the 55% 2030 target, due to
the importance of curbing emissions as soon as possible.

Source: https://eur-lex.europa.eu/resource.html?uri=cellar:749e04bb-f8c5-11ea-991b-01aa75ed71a1.0001.02/DOC_1&format=PDF

1. Climate Action Tracker, country summary EU https://climateactiontracker.org/countries/eu/
Climate Action Network, The EU’s upcoming climate and energy legislative package should be ‘Fit for 1.5°C, July 2021 https://
caneurope.org/climate-energy-legislative-package-ff55/
German Environment Agency, Raising the EU 2030 GHG Emission Reduction Target, Sept 2020 https://www.umweltbundesamt.
de/en/publikationen/raising-the-eu-2030-ghg-emission-reduction-target
2. European Parliament, Amendments adopted by the European Parliament on 8 October 2020 on the proposal for a regulation of the European Parliament and of the Council establishing the framework for achieving climate neutrality and amending
Regulation (EU) 2018/1999 (European Climate Law) (COM(2020)0080 – COM(2020)0563 – C9-0077/2020 – 2020/0036(COD))
https://www.europarl.europa.eu/doceo/document/TA-9-2020-0253_EN.html
3. Greta Thunberg, 9 August 2021 https://twitter.com/GretaThunberg/status/1424786109859565580
“In all scenarios assessed here except SSP5-8.5, the central estimate of crossing the 1.5C threshold lies in the early 2030s (…)
For the very high emissions SSP5-8.5, the 1.5C crossing time is half way through 2027.”
CarbonBrief, In-depth Q&A: The IPCC’s sixth assessment report on climate science, 9 August 2021
https://www.carbonbrief.org/in-depth-qa-the-ipccs-sixth-assessment-report-on-climate-science
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It seems that the incredible gap between the 55% policy objective and the latest IPCC
findings originates from the conflicting objectives involved, which include mitigating
climate change as well as maintaining the current paradigm of economic growth maximisation and protecting vested economic and political interests. The current balance of
powers explains the resulting compromise target.
This would be consistent with the findings of a recent interdisciplinary academic article,
according to which our common failure to mitigate climate change over the past three
decades does not come from a lack of awareness or a lack of solutions. Instead, as the
authors conclude, “a common thread that emerges across the reviewed literature is
the central role of power, manifest in many forms, from a dogmatic political-economic
hegemony and influential vested interests to narrow techno-economic mindsets and ideologies of control.” 4

4. Stoddard, Anderson et al, Three Decades of Climate Mitigation: Why Haven’t We Bent the Global Emissions Curve? Annual
Review of Environment and Resources, Vol. 46, October 2021 https://www.annualreviews.org/doi/abs/10.1146/annurev-environ-012220-011104
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II. Should we increase the role
of carbon markets?
As reported by Euronews, “in the eyes of the European Commission, the ETS has been an
unmistakable success: emissions in the sectors covered have decreased by 42.8% since
the 2005 launch.”5 While emissions have indeed decreased, this does not automatically
imply that the EU ETS has been a success, and it is worth investigating what role the
market scheme has played in the decrease.
The key drivers of EU GHG emission reductions over the past decades include:
- the effects of a number of EU and national agricultural, environmental, climate and
energy policies (including the ETS);
- a strong increase in the use of renewable energy sources;
- a switch from coal to gas and improvements in energy efficiency;
- structural changes in European economies, with a shift towards the service sector
and reduction of the more energy-intensive industrial sector, leading to lower domestic emissions but a constant increase in emissions embedded in EU imports;
- the effects of economic recessions (2008 crisis6 and Covid pandemic);
- the milder winters experienced in Europe on average since 1990.
How do we untangle the impact of the EU ETS from the myriad other factors?
As stated in a 2019 report,7 while the sectors covered under the scheme achieved their
2020 emission reduction target, “it is important to keep in mind that absolute emission
reductions only tell part of the story.” “Not only other climate and energy policies need
to be considered, but other factors as well, such as changes in economic activity. This
makes the attribution exercise very complex and challenging.” First, it is important to
identify which part of this reduction is linked to changes in economic activity and which
part comes from changes in carbon intensity, whenever the data is available. On this
point, the report found that while carbon intensity seemed to have declined, “these conclusions need to be tempered by the availability of data for independent research. Most
of the data regarding carbon intensity comes from business associations, and is often
confidential and difficult to verify.”
We must then consider the impact of other climate and energy policies. Drawing on a
quantitative analysis, the same report concluded that “the data show that the EU ETS
has not been the main driver for emission reductions in EU ETS covered sectors” and that
“the deployment of renewable energy sources was the most important driver in decreasing CO2 emissions from the power sector over 2005-2016.” “While the EU ETS does play
a role in the deployment of renewable energy sources, it is definitely not sufficient on its
own” because EUA prices were simply far too low until 2018 to incentivise switches. The
report concludes that “EUA prices could sometimes be the trigger for the switch, but not
enough to drive changes in the fossil fuel mix” and that “the EU ETS was not the major
driver of emissions reductions in the power sector, which mainly came from the deployment of renewable energy between 2005 and 2016.” 8

5. Euronews, Why is the EU’s new Emissions Trading System so controversial? 19 July 2021

https://www.euronews.com/2021/07/16/why-is-the-eu-s-new-emissions-trading-system-so-controversial
6. Nature, Feng K, Davis S, Sun L, Hubacek K, Drivers of the US CO2 emissions 1997–2013, 21 July 2015,

https://www.nature.com/articles/ncomms8714 ;
European Commission, The state of the European carbon market in 2012, 2012,
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:52012DC0652&from=EN
7. ERCST, Wegener Center, ICIS, I4CE, Ecoact, 2019 State of the EU ETS Report
https://ercst.org/wp-content/uploads/2019/05/2019-State-of-the-EU-ETS-Report.pdf
8. ERCST, Wegener Center, ICIS, I4CE, Ecoact, supra
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Such findings are not at all surprising considering that:
- the EU ETS has been plagued with excess allowances for most of its existence, with
issuances frequently exceeding demand and the 2008 economic crisis even leading to a
surplus of 1.5-2 billion allowances, that was then transferred to the next periods;
- the price of allowances (EUA) crashed to nearly zero in 2007 and then stagnated
around 5-7 euros until 2018, far below the levels required to have any impact;
- most allowances were given for free during phase 1 and 2 (2005-2012) and 43% of them
were still given for free during phase 3 (2013-2020), thereby contradicting the polluter-pay principle and generating instead windfall profits for polluters amounting to €24
billion from 2008 to 2014.9
- phase 2 and 3 allowed the use of Kyoto carbon offset credits in addition to EU ETS
allowances, thereby enabling emissions to greatly exceed the cap;
- the extremely high volatility of carbon prices in the EU ETS, linked to the very high proportion of speculators investing in this market, has made the price signal unobservable
for much of the ETS existence.10
EUA prices (EUR)

Source: https://sandbag.be/index.php/carbon-price-viewer/

The EU ETS relies on two specific mechanisms to curb emissions: the price signal and
the cap. The price signal works by incentivising a change in behaviour and/or technology/
energy source through the observation of an upward trend on carbon prices. It has however been demonstrated11 that if the volatility of prices is too high relative to the trend,
then no trend is observable and therefore the price signal is blurred, and the mechanism
fails to provide incentives.
Even if the price signal fails, the annual declining cap on emissions could theoretically
curb emissions, simply by limiting issuances to the cap level. However, if the cap is far
above actual emissions, and/or there is a vast excess of carbon allowances in the market, as has been consistently the case, then this second mechanism also fails, rendering
the EU ETS entirely ineffective.

9. Carbon Market Watch, Industry windfall pro ts from Europe’s carbon market 2008-2015, http://carbonmar-

ketwatch.
org/wp-content/uploads/2016/11/CMW-Industry-windfall-profits-from-EUs-carbon-market-2008_2015.pdf ;
CE Delft, Calculation of additional profits of sectors and firms from the EU ETS 2008-2015, December 2016,
http://www.cedelft.eu/publicatie/calculation_of_additional_profits_of_sectors_and_firms_from_the_eu_ets/1763
10. Hache F, 50 shades of Green part I: carbon, Green Finance Observatory, March 2019

https://greenfinanceobservatory.org/wp-content/uploads/2019/03/50-shades-carbon-final.pdf
11. Bouleau N, Le mensonge de la finance, Editions de l’Atelier, 2018,

https://editionsatelier.com/boutique/economie-et-environnement/172-le-mensonge-de-la-finance-9782708245556.html
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The extremely high volatility of carbon prices in the EU ETS, coupled with the vast
excess of carbon allowances, thus entirely explain its failure to meaningfully contribute
to climate change mitigation.
To be fair, the failure of the EU ETS only reflects a lack of political willingness to prioritize climate change mitigation over other policy objectives, and this lack of ambition
would equally apply to other policy tools, such as carbon taxes or a mandatory phasing
out of fossil fuels. A market-based mechanism is however worse in our opinion as it
makes climate inaction less visible and accountable than a phasing out of fossil fuels of
comparable effectiveness – or lack thereof.
Up until now and based on the above, it seems fair to conclude that far from being a
success, the EU ETS has failed to have a meaningful impact on climate change mitigation over the past 15 years.
While many have welcomed the recent rise in EUA prices as a sign that the EU ETS might
finally start to function, higher prices are beneficial but not sufficient by themselves to
achieve this outcome: high prices without the expectation that they will remain high or
increase are unlikely to cause a change in behaviour or technology. We will thus need
to look at whether the review has at last fixed the two transmission mechanisms, by
introducing measures to curb price volatility so that operators have a clearer view of the
future direction of carbon prices, and by removing the allowances surplus so that the
cap becomes effective. This is precisely what we do in the next parts.
In any event, the track record of the EU ETS over the past 15 years does not provide any
argument in favour of dramatically expanding it – as is currently being done - from an
environmental perspective.
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III. What is being proposed under the
ETS review?
The revision of the EU ETS has five objectives: align the scheme with the new 55 target,
adjust its stability mechanisms and the provisions to prevent the risk of business relocation outside of the EU, extend its scope to the maritime sector, the road transport and
building sectors, and update support mechanisms for low-carbon investments.

A. THE SCOPE
I. Maritime sector
Shipping represents 90% of international trade, 3% of global CO2 emissions, and its
emissions are expected to grow 15% by 2030. At EU level, the maritime sector emits
3-4% of all EU CO2 emissions, and its emissions are projected to grow quickly, due to
an expected increased demand in primary resources and containerised goods in Europe.
Yet, only domestic navigation emissions are currently regulated in Europe, as part of the
Effort Sharing Regulation, whereas international shipping is not.
An initiative led by the UN agency International Maritime Organisation (IMO) is underway
to address international shipping emissions, but its target (emission reduction of 50% by
2050 compared to 2008) and instruments (energy efficiency index and carbon intensity
indicator) have been deemed insufficient by the European Commission to decarbonise
international shipping in line with international climate objectives. A coalition of environmental NGOs has also found that IMO’s short term target of 11% emission reduction
between 2023 and 2026 is identical to what would happen without any regulation.12
As a result, the European Commission has decided to include shipping emissions from
intra-EU voyages in the EU ETS, as well as half of the emissions from extra-EU voyages
and emissions occurring at berth in an EU port, with a phase-in period between 2023
and 2026. This is expected to add 90 million tons CO2 to the existing ETS.
Overall, given the absence of existing mitigation policy for international shipping, its
inclusion in the EU ETS is a very welcome development.
A review clause is however included, in relation to the adoption by the IMO of a global
market-based scheme: should the IMO adopt such a scheme, the Commission would
consider amending the EU ETS as appropriate.
This review clause therefore creates the following risk: if and when the IMO sets up a
global market-based scheme – likely to be another carbon offset market –international
maritime emissions could eventually be removed from the scope of the ETS, under the
argument that they would now be covered by this new market scheme. Exactly as is
happening with international aviation emissions and the CORSIA offset market.
Carbon offsetting is however incomparably weaker than cap and trade schemes since it
does not cap nor even aim at curbing emissions. Furthermore, it has a track record of 15
years of spectacular failure, and has been found to increase conflicts over land use and
threaten global food security.13 For all these reasons, a shift from cap and trade to carbon offset markets would be a major step backwards in the fight against climate change.

12. Correia M, Mediapart, Une agence des Nations unies entrave la lutte contre le réchauffement climatique, 18

June 2021
https://www.mediapart.fr/journal/international/180621/une-agence-des-nations-unies-entrave-la-lutte-contrele-rechauffement-climatique
13.
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In this respect, the Commission proposal for a revised ETS directive includes worrisome
statements, indicating that the Commission considers offset markets such as CORSIA
to cap emissions: “considering that emissions from international aviation outside Europe
should be capped from January 2021 by global market-based action while there is no
action in place that caps or prices maritime transport emissions, it is appropriate that
the EU ETS covers a share of the emissions” from maritime transport. Such a statement
is not only factually incorrect as there is no cap in offset markets, but it suggests that
the Commission might likewise agree to transfer international shipping emissions to a
future offset market. This will be a development worth monitoring.
II. Aviation emissions
Aviation is one of the fastest growing sources of emissions, with emissions having more
than doubled over the past 20 years and expected to grow by 300-700% by 2050.14
CO2 emissions from aviation, whether domestic flights or flights departing from or arriving in the EU, have been included in the EU ETS since 2012. The EU however decided to
temporarily exclude emissions from non-domestic flights until 2016, in order to support
the development of a carbon offset market for international aviation emissions called
CORSIA. This temporary exemption was then postponed until 2023.
One of the key issues of the current review of the EU ETS is whether this exemption will
finally stop or continue. In its draft review, the Commission has unfortunately proposed
to make this exemption permanent, thereby implicitly endorsing the expected growth
in aviation emissions.
CORSIA has been found to have many issues:
- participation in the scheme is on a voluntary basis until 2027. Consequently, countries
like China, Russia, Brazil, and India that have not volunteered to participate are currently
excluded;
- only growth in emissions above a 2019 baseline is covered;
- there is no cap on aviation emissions, as CORSIA is an offset market;
- it has already been found that CORSIA could nearly double the emissions from the
airlines industry 15, to the extent that the trade association for airlines have called it “aviation’s licence to grow.” 16
- ICAO, the UN agency in charge of aviation, has recognised that the agreement is incompatible with the 1.5°C goal of the Paris Agreement;
- carbon sequestration in trees is inherently uncertain and temporary, as evidenced by
the fact that the Amazon rainforest is now turning from a carbon sink to a source,17 and
that many forestry offsets are currently turning to smoke due to fire.18 It is also not a
viable option at scale due to the amount of land required, that would compete with food
production, creating serious risks of land grabbing, conflicts over land use, human rights
abuse and food price hikes.19
14. Edmond C, World Economic Forum, If airlines were a country they’d be one of the world’s top 10 green-

house gas emitters, 26 July 2019
https://www.weforum.org/agenda/2019/07/if-airlines-were-a-country-theyd-be-one-of-the-worlds-top-10greenhouse-gas-emitters/

15. Institute for Policy Studies, Reyes O, Why a New Global Deal on Aviation Emissions is Really Bad News, 28

September 2016, https://ips-dc.org/new-global-deal-aviation-emissions-really-bad-news/

16. IATA press release, Historic Agreement on Carbon-Neutral Growth, 3 June 2013, https://www.iata.org/en/

pressroom/2013-press-releases/2013-06-03-05/

17. Carrington D, The Guardian, Amazon rainforest now emitting more CO2 than it absorbs, 14 July 2021

https://www.theguardian.com/environment/2021/jul/14/amazon-rainforest-now-emitting-more-co2-than-it-absorbs
18. Hodgson C, Financial Times, US forest fires threaten carbon offsets as company-linked trees burn, 3 Au-

gust 2021
https://www.ft.com/content/3f89c759-eb9a-4dfb-b768-d4af1ec5aa23?shareType=nongift

19. Peña-Lévano L.M., Taheripour F., Tyner W.E., Climate Change Interactions with Agriculture, Forestry Seques-

tration, and Food Security, Environmental and Resource Economics, October 2019, Issue 2, pp 653–675;
https://link.springer.com/article/10.1007%2Fs10640-019-00339-6
Wallheimer B, Large-scale forest carbon sequestration could cause food prices to skyrocket, Phys.org, 23 April
2019; https://phys.org/news/2019-04-large-scale-forest-carbon-sequestration-food.html
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For all these reasons, CORSIA is absolutely not comparable to the ETS. The proposed
extension of the exemption is therefore a major step backwards. No reason is provided
in the text, except the boilerplate: “The EU and its Member States (…) have since 2016
strongly supported the development and implementation of CORSIA.”
There are, however, some positive developments foreseen in the draft review, including
the proposal to finally provide for an annual decrease of the cap for aviation emissions
in the ETS, and the proposal to progressively increase the auctioning of allowances to
full auctioning as from 2027, compared to roughly 15% auctioned and 85% allowances
allocated without charge to airlines today.
The proposed timeline of this last measure is however problematic, as continuing to
subsidize aviation emissions for another 6 years does not seem appropriate given the
climate emergency we are facing.
III. Road transport and buildings
Four options were considered by the Commission to align the sectors covered under the
ESR with the new climate target: increase national emission budgets; set up additional
policies in transport and buildings or a new tender mechanism, or introduce emissions
trading for fuels for buildings’ heating, cooling and for road transport, either in the current ETS, or as a new separate trading scheme.
The last option was chosen, based on the argument that it would avoid renegotiating
national targets and bring large revenues. Rather than including these new sectors in the
existing Emission Trading Scheme (ETS), the Commission has also proposed to create a
separate ETS for buildings and road transport, as the Commission believed that a single
carbon price for all sectors would not create much incentive for hard to abate sectors
such as these, and because it deemed the carbon price in the ETS too low.
Called “the most controversial part of the package” 20 by Vice President of the European
Commission Frans Timmermans, the new emission trading scheme for buildings and
road transport would apply to fuel suppliers of domestic heating and combustion cars
and be operational by 2025.
The new ETS is similar to the existing one. According to the Commission proposal, a cap
on emissions would be set from 2026 onward, and decrease annually to reach emission
reductions of 43 % in 2030 compared to 2005. The Linear Reduction Factor would be
5.43% and all allowances would be auctioned. Finally, the initial carbon price under the
new ETS would be expected to be around €25 per tonne of CO2.21
The choice of a price mechanism over a binding regulation for buildings and transport is
surprising, given past public protests against green taxes on fuel. The inclusion of these
sectors in a cap-and-trade scheme is also problematic for the climate. As stated by NGO
Carbon Market Watch, “extending the EU ETS to road transport and buildings would have
little to no impact on emissions. Even if this idea were properly implemented, the resulting price signal is unlikely to encourage citizens to switch to cleaner technologies and it
would do nothing to address the real barriers to the zero-carbon transition in the building and transport sectors. It therefore risks becoming a distraction from existing climate
policies in those sectors, such as tighter CO2 standards or accelerated energy efficiency
improvements, both at EU and national level.”22
20. Politico, 10 key policies in Brussels’ plan to slash emissions, 14 July 2021

https://www.politico.eu/article/europe-climate-emmissions-combustion-engine-fit-for-55-carbon/?utm_
source=POLITICO.EU&utm_campaign=611d4e5b1e-EMAIL_CAMPAIGN_2021_07_15_05_08&utm_medium=email&utm_term=0_10959edeb5-611d4e5b1e-190515489
21. Transport & Environment, A carbon market for road transport: much ado about nothing? July 2021

https://www.transportenvironment.org/newsroom/blog/carbon-market-road-transport-much-ado-about-nothing
22. Carbon Market Watchʼs response to the public consultation on the EU Emissions Trading System (EU ETS)

review, February 2021 - https://carbonmarketwatch.org/wp-content/uploads/2021/02/Response-to-EC-publicconsultation-on-updating-the-EU-ETS.pdf
2021: A CARBON MARKETS ODYSSEY

POLICY REPORT ON THE EU ETS REVIEW

14

A study 23 conducted by Cambridge Econometrics and endorsed by the European Climate
Foundation concurred, concluding that the inclusion of transport and buildings within
the ETS would fail to reach the 43% emission reduction target in 2030 because the
demand for transport and heating fuels is relatively inelastic, making these sectors
unresponsive to a carbon-pricing scheme.
The German Environmental Protection Agency for its part assessed that “fuel emissions
trading cannot replace ambitious sector specific instruments to ensure meeting sectoral
reduction targets in member states (e.g. in Germany) and to safeguard long term decarbonization in each sector. There is a risk that such instruments are not introduced or
weakened by reference to an emissions trading system being in place.” 24
IV. Exemption for CCS/CCU
The proposal for a revised ETS directive foresees that emissions that are stored geologically (Carbon Capture and Storage aka ‘CCS’ 25) or chemically bound in a product (Carbon
Capture and Utilisation aka ‘CCU’) should not be considered as emissions under the ETS.
In the Commission’s view, these exemptions would promote innovation, as a complement to the €20 billion in subsidies already planned to foster the development of these
climate change technologies.26
In our view, these exemptions are very problematic for several reasons: first, the ETS is
about curbing emissions, not removing or offsetting them; yet, such exemptions are a
deterrent to curbing emissions.
Secondly, removed emissions are not comparable to reduced emissions: CCS is an
unproven and expensive technology. Moreover, according to researchers at Duke
University, captured carbon could potentially leak into groundwater aquifers, which
would in turn render water undrinkable.27 Captured carbon could also leak into the
atmosphere, thereby compromising climate mitigation.28 This already occurred in 1986,
when naturally sequestered CO2 rose from a lake in Cameroon and asphyxiated 1,700
people. A 2011 study also found evidence of CO2 leakage in the land above a large carbon
capture and storage site in Canada.29

23. European Climate Foundation, Cambridge Econometrics, Decarbonising European transport and heating

fuels - Is the EU ETS the right tool? June 2020
https://europeanclimate.org/wp-content/uploads/2020/06/01-07-2020-decarbonising-european-transport-and-heating-fuels-full-report.pdf
24. Umweltbundesamt, Raising the EU 2030 GHG Emission Reduction Target, October 2020

https://www.umweltbundesamt.de/en/publikationen/raising-the-eu-2030-ghg-emission-reduction-target
25. CCS is the process of capturing waste CO2 generated by electricity production or industrial processes, and

transporting it and storing it elsewhere where it will not enter the atmosphere. Storage locations are typically geological rock formations several kilometres below the surface; depleted oil fields; or deep saline aquifer
formations. CCS can also describe geoengineering techniques such as the chemical removal of CO2.
26. European Commission, Innovation Fund https://ec.europa.eu/clima/policies/innovation-fund_en

27. Fast Company, Schwartz A, The Problem With Carbon Capture: CO2 Doesn’t Always Stay Captured, 19 No-

vember
2010, https://www.fastcompany.com/1704105/problem-carbon-capture-co2-doesnt-always-stay-captured
The New York Times green blog, Barringer F, What if Captured Carbon Makes a Getaway?, 19 November 2010,
https://green.blogs.nytimes.com/2010/11/19/what-if-captured-carbon-makes-a-getaway/

28. Phelps J, Blackford J, Holt J, Polton J, Modelling large-scale CO2 leakages in the North Sea, International

Journal of Greenhouse Gas Control Volume 38, July 2015, https://www.sciencedirect.com/science/article/pii/
S1750583614003144?via%3Dihub ;

29. GEOCHEMICAL SOIL GAS SURVEY A Site Investigation of SW30-5-13-W2M Weyburn Field, SASKATCHEWAN,

27 August 2010, https://web.archive.org/web/20110219025128/http://www.ecojustice.ca/media-centre/mediarelease-files/petro-find-geochem-ltd.-report/at_download/file
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The world’s largest CCS project has also proven to be an impressive failure so far, having
only captured 25% of C02 over 5 years, against its 80% target.30 In fact, according to the
director of Stanford’s Atmosphere / Energy program, “since the CCS equipment requires
25-50% more energy, resulting in more emissions than with no capture, the net capture
rate is more likely 0% or negative. And this is before accounting for leaks after capture.”31
In addition, CCU should not be considered equal to reduced emissions. It is an industrial process whereby CO2 is either transformed using chemical reactions into materials, chemicals or fuels, or used directly in processes such as enhanced oil recovery. As
underlined by the NGO Carbon Market Watch: “this practice can in most applications not
be considered permanent storage, but rather delayed emissions.”32
We therefore recommend that these proposed exemptions be removed from the reviewed
ETS legislation. The €20 billion in subsidies already planned should be more than enough
to foster CCS/CCU activities (see above), which are already expected to become a future
market worth $2 trillion.33

B. THE CAP
Even without the Fit for 55 package, there was an urgent need to adjust the cap: verified emissions were on average about 220 million allowances lower than the nominal
cap in all years between 2013 and 2019;34 the ongoing and planned closure of coal power
plants combined with an increasing share of renewable energy suggest that this trend
will most likely continue, even without taking into account the long-term effects of
Covid on the economy.
Several options were considered by the Commission to align the ETS with the new climate ambitions, including increasing the Linear Reduction Factor (LRF = the rate at which
the cap declines annually), rebasing the cap (a one-off reduction of the cap), increasing
the withdrawal rate in the Market Stability Reserve, or a combination of the above.
In the end, the European Commission chose to increase the LRF to 4.2%, corresponding
to an overall emission reduction of sectors under the EU ETS of 61 % by 2030 compared
to 2005, and to rebase the cap by 117 million allowances.35
This represents a higher target than the previous 2030 official target of 43% emissions
reduction compared to 2005, translating in a linear reduction factor of 2.2% (it was
however forecasted that with the earlier framework, the ETS sectors would have already
achieved 51% emission reductions as of 2030).
A 4.2% LRF is however disappointing, as it corresponds to the inadequate 55% climate
target. The very modest rebasing of 117 million allowances is even more disappointing,
as it merely aligns the new cap with the 2020 cap.
30. Morton A, The Guardian, ‘A shocking failure’: Chevron criticised for missing carbon capture target at WA gas

project, 19 July 2021
https://www.theguardian.com/environment/2021/jul/20/a-shocking-failure-chevron-criticised-for-missing-carbon-capture-target-at-wa-gas-project
Jacobson M Z, The health and climate impacts of carbon capture and direct air capture, : Energy Environ. Sci.,
2019, 12, 3567
https://web.stanford.edu/group/efmh/jacobson/Articles/Others/19-CCS-DAC.pdf
31. https://twitter.com/mzjacobson/status/1418252904985595905
32. Carbon Market Watch, ibid
33. Morrison R, Etienne S, Bloomberg, Cost to Bury Carbon Near Tipping Point as Emissions Price Soars, 15

August 2021
https://www.bloomberg.com/news/articles/2021-08-15/cost-to-bury-carbon-near-tipping-point-as-emissionsprice-soar?utm_source=CP+Daily&utm_campaign=870054ad6a-CPdaily16082021&utm_medium=email&utm_
term=0_a9d8834f72-870054ad6a-110288569
34. German Environment Bureau, ibid
35. This figure assumes a rebasing in 2023 and may be subject to changes if the rebasing is postponed to

later years
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C. MARKET STABILITY REVIEW
The Market Stability Reserve was introduced in 2019 to address the large surplus of allowances in the market. The current surplus - amounting to 1.5 billion allowances - is largely
due to the economic crisis and the high import of international credits (i.e. the historical allowance to use cheaper Kyoto offset credits in the ETS).36 Rather than cancel the
surplus, the Commission has proposed instead that “the proposed MSR will maintain the
allowance surplus, i.e. the total number of allowances in circulation, within certain levels.”37
Currently, the MSR is based upon the following rules:
- Each year, allowances equal to 24% of the allowance surplus (i.e. the total number of
allowances in circulation - TNAC) are withheld from auctions and added to the reserve
when the surplus in the market exceeds 833 million allowances. This percentage will
decline to 12% after 2023;
- Conversely, if the allowance surplus on the market drops below 400 million allowances, allowances up to 100 million are injected into the market through an increase in
auctioning volume by taking allowances out of the reserve;
- In addition, if the allowance surplus on the market does not drop below 400 million,
but if for more than six consecutive months the price of allowances is three times higher
than the average price
during the preceding two years, then allowances of up to 100 million are also taken from
the reserve and injected in the market.
Under the Commission’s proposal, the draft amendments merely remove the cliff effect
of the 833 million threshold and extend the 24% intake rate to 2030. The amended rule
reads as follows: every year, if the surplus is between 833 million and 1096 million, the
difference between the surplus and 833 million shall be deposited in the reserve. If the
surplus is above 1096 million, then 24% of it shall be put in the reserve. After 2030 that
percentage will revert to 12%.
In practice, this means that the 1.578.772.426 allowances surplus for 2020 would lead to
378.9 million allowances being put in the reserve instead of being auctioned, leaving a
net surplus of 1.2 billion allowances in the market.
As for the current rules ensuring a minimum level of surplus and slowing down rapid
major increases in prices, they remain unchanged.
Failing to immediately cancel the surplus and to dramatically lower the MSR thresholds means failing to achieve an effective cap over the coming years. The current 833
million MSR threshold – under which no surplus allowances are withdrawn from the
market - can be understood to mean that the Commission considers a surplus of 830
million to be an appropriate level. Yet, a surplus of 830 million means a de facto cap of
2.3 billion allowances (1.5 billion current cap + 830 million surplus), a level far exceeding the demand from the sectors covered by the EU ETS, and therefore means the cap
will once more be rendered ineffective.
36. Every year, the European Commission publishes the total number of allowances in circulation (TNAC), that

is the total number of allowances issued since 2008 (supply) minus the cumulative allowances used (demand) and the number of allowances in the reserve. The total number of allowances in circulation in 2020 was
1,578,772,426 allowances. This figure is the result of 1.75 billion net excess allowances transferred from the
period 2008-2012 plus a cumulative supply of 15.25 billion allowances between 2013-2020 minus a cumulative
demand of 13.4 billion allowances between 2013-2020 and minus 1.92 billion allowances put in the market
stability reserve.
European Commission, Publication of the total number of allowances in circulation in 2020 for the purposes of
the Market Stability Reserve under the EU Emissions Trading System established by Directive 2003/87/EC, May
2021
https://ec.europa.eu/clima/sites/clima/files/ets/reform/docs/c_2021_3266_en.pdf
37. European Commission, EU ETS handbook https://ec.europa.eu/clima/sites/clima/files/docs/ets_handbook_

en.pdf
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A high surplus is unnecessary for market liquidity. First of all, liquidity is a concern of
secondary importance compared to the environmental integrity of the ETS. More importantly, the removal of excess allowances would not lead to a shortage of supply for
compliance purposes, since the quantity of allowances put in auctions and matching the
cap currently exceeds compliance demand. Furthermore, should one day the decline of
the cap lead to a shortage of allowances, this would be a political choice, not an unexpected consequence. Leaving a large oversupply of allowances in the market is therefore
unnecessary for compliance and liquidity purposes, but instead acts as yet another hurdle preventing a further increase in carbon prices.
It should also be remembered that the ETS has been designed to function without such
a surplus: originally the ETS did not have such a surplus, nor did its creators think that
it was necessary for its functioning. Interestingly, the newly proposed ETS for buildings
and transport does not have a comparable surplus: under the current legislative proposal, a mere 30% of annual allowances would be auctioned in advance for liquidity
purposes. This means that, in the Commission’s view, 30% of annual demand is deemed
sufficient to address liquidity concerns in the new ETS. Applied to the existing ETS,
such a measure would translate into a high threshold of roughly 500 million allowances.
Having a threshold higher than 500 million thus creates inconsistency between the two
ETS from a liquidity perspective. Consequently, the 833 million threshold should at the
very least be lowered to 500 million.
In addition to the proposed revision of the current Market Stability Reserve, a similar
reserve is foreseen by the Commission for the new emissions trading scheme related
to road transport and buildings. The following rules would govern this new mechanism:
- Every year, if the total number of allowances in circulation exceeds 440 million, 100
million will be withdrawn from the amounts to be auctioned and placed in the reserve.
Conversely, if the number is below 210 million, 100 million allowances will be released
from the reserve and auctioned;
- If for more than three consecutive months, the average auction price is more
than twice the average auction price during the six past consecutive months, the
Commission will release 50 million allowances from a new dedicated compartment of
the Market Stability Reserve. If it is more than three times, then the Commission will
release 150 million allowances from the MSR. The stated objective of this proposed
measure is to address the potential risk of excessive price volatility38.
It is worth noting that rather than preventing excess price volatility, this proposed mechanism is instead arguably designed as a soft cap on carbon prices, aimed at slowing
down “excessive hikes in the carbon price.”39 Also noteworthy is the fact that no symmetrical mechanism is put in place to prevent excessive declines in the carbon price.
Based on the above and in order to align the surplus of allowances with the climate
emergency, we recommend the immediate and total cancellation of the allowances’
surplus, and that the thresholds be lowered from 400 million and 833 million to zero
and 200 million respectively.

38. EU ETS review proposal
39. Euronews, ibid
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D. CARBON CONTRACTS FOR DIFFERENCE – A QUICK-FIX FOR
SOME STAKEHOLDERS?
The Commission proposal for a revised ETS directive foresees the creation of a new
financial instrument within the Innovation fund called carbon contract for difference
(CCfD), that would complement existing grant and loan instruments.
The objective of this instrument is to offer investors in “climate friendly technologies”
- such as the production of green hydrogen or low-carbon cement - a guaranteed high
price for the sale of carbon allowances linked to their avoided CO2 emissions.
For example, let’s imagine a producer of low-carbon cement that needs a carbon price
of €100 per ton for its production to be financially viable. Yet, the current price of carbon
in the EU ETS is around €50. The producer would submit its project through a competitive tender process to a public entity, indicating the price level that it needs to make
its technology competitive. If its project is accepted, then a contract for difference is
concluded between the public entity and the producer for a predefined number of years
and at a predefined strike price. It works as follows: every year, the public entity will pay
the producer the difference between the strike price and the average carbon price on
the ETS, multiplied by the number of tons of avoided emissions.40
In our example, if the average carbon price over the period is €50/ton, the producer
would sell the surplus allocated allowances that it no longer needs at €50 each, and
receive an additional €50 from the public entity. The precise rules for this new mechanism will be defined by the European Commission through a delegated act.
As explained by the Commission, the rationale behind the creation of this new financial
instrument is that the current carbon price in the EU ETS is not only too low to incentivize the development of these new technologies, but also too volatile to provide the
certainty that investors require. By offering a price guarantee at a level much higher
than the current EUA price, the Commission addresses both issues. This new mechanism
is therefore essentially a subsidy and an insurance offered to private investors in new
technologies in energy-intensive sectors.
This initiative raises several questions. By proposing the creation of CCfDs, the Commission
acknowledges well-known and major flaws of the EU ETS, namely the excessively low
carbon price linked to both the allowances’ surplus and the excessively high cap, as well
as the excess price volatility linked to the high proportion of speculators in the EU ETS.
Yet, instead of fixing these major issues of the EU ETS via its revision– the Commission
chooses to get around them and create an additional instrument to favour a minority
group of stakeholders.
By circumventing the fundamental flaws of the ETS, this mechanism arguably reduces
the incentive to fix them for all stakeholders. It must also be noted that the cancelation of the massive allowances’ surplus, combined with the introduction of a price
floor or measures to curb price volatility, would have addressed these issues more
comprehensively for all stakeholders.
In addition, several energy trade associations and exchanges have argued that CCfDs
could have “potentially distortive effects” on the bloc’s carbon market,41 reducing the
demand for ETS and weakening the decarbonisation signal for other sectors. 42
40. calculated as (ETS benchmark – actual emissions)*annual production
41. Carbon Pulse, Contracts for difference could have “distortive effects” on EU ETS price, say exchanges, 1

June 2021
https://carbon-pulse.com/130245/?utm_source=CP+Daily&utm_campaign=3bf807cabe-CPdaily01062021&utm_
medium=email&utm_term=0_a9d8834f72-3bf807cabe-110288569
42. Hall S, Montel, Carbon CFDs curbing ETS prices would be luxury problem – MEP, 9 July 2021

https://www.montelnews.com/news/1237636/carbon-cfds-curbing-ets-prices-would-be-luxury-problem-mep?utm_source=CP+Daily&utm_campaign=aac7a8c789-CPdaily09072021&utm_medium=email&utm_term=0_
a9d8834f72-aac7a8c789-110288569
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IV. Carbon Border Adjustment
Mechanism (CBAM) & free allowances
Since the creation of the EU ETS, competitiveness concerns have been high on the
agenda of the European Commission: it was feared that if the carbon price was too high,
EU companies might choose to relocate abroad, with an adverse impact on EU growth
and jobs. In order to address this risk, known in EU jargon as “carbon leakage,” 43% of all
carbon allowances are currently given for free to polluters, instead of being auctioned.
It must be noted that, while industry lobbying has brandished for years the threat of job
relocation, a thorough study on the topic funded by the European Commission found no
evidence of such risk between 2005-2012.43 Industry lobbyists however claim that the
increase in EU climate ambitions will increase the risk of carbon leakage in the future.
As part of the Green Deal, a new Carbon Border Adjustment Mechanism (CBAM) will be
introduced to address the risk of carbon leakage, that will progressively replace existing
mechanisms such as free allowances by putting a carbon price on imports in selected
sectors. Why the change? The stated objectives are to strengthen the ETS price signal
and encourage the use of lower carbon technologies from third countries producers.
As explained in the CBAM legislative proposal, while the risk of carbon leakage is currently managed through the granting of free allowances, “free allocation under the EU
ETS weakens the price signal that the system provides for the installations receiving it
compared to full auctioning and thus affects the incentives for investment into further
abatement of emissions.”44
Under the new proposed mechanism, imports of iron, steel, cement, aluminium, fertilizers and electricity would be taxed with a tariff equivalent to what EU producers pay at
home. In practice, the importers of these products would need to declare by 31 May of
each year the total emissions embedded in their imports of the previous calendar year,
and to purchase and surrender an equivalent number of CBAM certificates.
The CBAM certificates would be purchased from the national competent authorities.
Their price would be the average closing auction prices of EUAs during the previous
week. The Commission would publish this price on the first working day of each week,
and it would apply from the following working day until the first working day of the following week.
In case of excess purchases and as the certificates are not storable from one year to the
next, the competent authority would repurchase at the request of an importer up to one
third of the total certificates it bought during the previous year at the original purchase
price. By 30 June, any other unused certificate purchased during the previous year would
be automatically cancelled.
The CBAM tax would be progressively phased in from 2026, after a trial run from 2023
to 2025, whereas free pollution quotas would be gradually decreased and eventually
phased out over a decade, ending in 2035. While there might be a valid case to start
phasing in CBAM in five and half years, there is absolutely no justification to phase out
free allowances – in other words continue to subsidize polluters - until 2035. In our
opinion, such a measure would be incompatible with the EU’s stated climate ambitions
and IPCC findings, and free allowances should be entirely removed immediately.
43. Carbon Leakage Evidence Project, Study commissioned by DG CLIMA, September 2013,

https://ec.europa.eu/clima/sites/clima/files/ets/allowances/leakage/docs/cl_evidence_factsheets_en.pdf
44. European Commission, CBAM draft regulation, 14 July 2021 https://ec.europa.eu/info/sites/default/files/

carbon_border_adjustment_mechanism_0.pdf
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In order to be compatible with WTO rules, the CBAM must treat imports and domestic production in the same way, be exclusively designed to advance climate objectives
and not be misused as a tool to enhance protectionism, unjustifiable discrimination or
restrictions.
While WTO compatibility requires equivalent treatment of importers and EU producers,
there are in fact a number of differences between the CBAM proposal and the EU ETS:
I. Average auction price: the price at which importers could purchase the proposed CBAM
certificates would be the average auction price of the previous week, whereas domestic
producers can currently purchase at the day’s spot price. Although this is not a significant difference from a compliance perspective, it removes many trading opportunities.
Since most large producers purchase EUA credits to actively trade for profit, as well as
for compliance purposes, this difference would arguably favour domestic producers.
II. No cap: unlike the EU ETS, there would be no absolute cap on GHG emissions imported
under the proposed CBAM, on the ground that establishing quantitative limits on imports
would restrict trade flows and therefore be non-compliant with WTO rules. However, a
cap on imported embedded emissions would arguably only restrict imported emission
flows, not trade flows. It would also meet the two major WTO criteria of providing equivalent treatment to importers and EU producers, and of being designed exclusively to
advance climate objectives. It would align as well with the Commission’s stated objective
to encourage the use of more energy-efficient technologies by third countries producers.
Most importantly, from an environmental perspective, a cap on imported emissions
would truly limit the EU’s footprint. From a carbon leakage perspective, a cap on CBAM
allowances would also offer much better protection to EU producers and EU jobs, should
the EUA allowance surplus finally disappear due to a combination of increased Linear
Reduction Factor, MSR intake and rebound in economic activity. Unlike importers, EU
producers might one day experience hard limits on production linked to the cap, which
in turn might create the temptation to relocate outside of the EU. In other words, should
the ETS cap actually limit emissions one day, the absence of an equivalent cap in the
CBAM might create a risk of carbon leakage and related weakening of the EU ETS.
For all these reasons, we strongly advocate for importers to use credits from the EU ETS
pool rather than newly created CBAM certificates. This would have the additional benefit of avoiding the creation and management of another bureaucratic and burdensome
scheme, in line with better regulation objectives set by the Commission.
Interestingly, the Regulatory Scrutiny Board of the European Commission, tasked with
issuing opinions and recommendations on major evaluations of existing legislation,
expressed reservations about the proposal. It stated among others that “the report
should justify why it deviates from the ETS on some aspects (…) It should better explain
why it proposes a parallel system with CBAM certificates to match the carbon content
of imports, instead of ETS allowances.”45 Unfortunately the Commission did not provide
a written answer to that point.
III. No storage and trading: unlike operators in the EU ETS, CBAM participants would
not be allowed to trade freely and store certificates under the Commission legislative
proposal, and unused certificates purchased during the previous year would be automatically cancelled by 30 June. The justification provided by the Commission is that, in the
absence of a cap, allowing the trading of CBAM certificates could result in CBAM prices
diverging from EUA prices, due to the speculative behaviour of operators.

45. EU ETS review ibid
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While it is true that the absence of a cap might hypothetically lead to different price
paths, the ban on storage and allowance is not insignificant and favours ETS operators over importers in many ways. Unlike CBAM participants, ETS operators are indeed
allowed to:
- take advantage of periods of weaker political ambition to load up on cheap
allowances or other temporarily allowed additional credits and then store them
indefinitely;
- hedge against a future rise in the price of allowances by means of futures contracts;
- gain proprietary trading profits on the back of their compliance and hedging needs;
- sell or store 100% of their excess allowances, whereas importers lose two thirds of
them.
All these differences put importers at a disadvantage, which demonstrates the need
for more harmonized rules in order to increase WTO compatibility. Such harmonization
could be achieved in various ways, from letting importers use the EUA pool, to applying
the ban on trading and storage to EUAs.
Finally, we believe that the proposed rules can also be circumvented, if importers
decide to trade EUA futures and options46 – which nearly any company can do - in
addition to purchasing CBAM certificates. Through the trading of EUA futures, importers could circumvent the rules banning storage and trading, thereby allowing them
to hedge years in advance against a future rise in the price of EUAs and therefore in
the price of CBAM certificates, or to speculate on the price of EUAs, and therefore
on the future price of CBAM certificates, for example. While the ability to operate on
both markets would not lead to a divergence between CBAM and EUA prices, it would
negate the ban on storage and trading, potentially weaken the incentive for importers
to decarbonise their activities,47 and thus impair the overarching climate objective of
the CBAM.
iv. Repurchase option: The proposed option for operators to sell back up to one third
of their unused excess CBAM certificates at the original purchase price to authorities is
intended to compensate for the ban on storing and trading allowances. We would like to
see further guidance on this point in order to assess whether it constitutes a free option
for importers at the expense of EU taxpayers.48
In sum, we fully support the cancellation of free allowances and a tax on imported
emissions. However, as stated by the Regulatory Scrutiny Board, the case has not been
made to create a new mechanism and importers should instead use allowances from
the EU ETS pool. We also believe that it is crucial to cap our imported emissions. We
therefore recommend allowing importers to purchase EUA certificates from the ETS
pool, instead of creating new CBAM certificates.
Furthermore, we find no valid justification for phasing out free allowances until 2035
in light of the current climate emergency. Continuing to subsidize polluters for another
14 years (!) would be a major political failure and put us on the wrong side of history.
We therefore believe that 100% of allowances should be auctioned immediately, or in
any event no later than the entry into force of the present review.

46. EEX, Market Access for Non-Members https://www.eex.com/en/indirect-access
47. In the scenario where carbon prices are progressively rising and thereby incentivizing companies to de-

carbonise, a company that has hedged against future price rises is no longer exposed to the rising prices, and
thus loses the price incentive to decarbonise.
48. As a hypothetical example, let’s imagine that an importer voluntarily purchases 30% extra CBAM cer-

tificates compared to his compliance needs, through different purchases at different points in time and at
different prices throughout the year. Would they then be allowed to sell back the 30% extra certificates at the
highest price paid during the previous year? Or, on the contrary, would additional rules prevent such a free
option?
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V. Will the review make the
ETS finally work?
A. A REAL BITING CAP AT LAST?
The EU ETS is designed to curb emissions through two mechanisms: its cap and its price
signal. As stated by the Commission in the ETS review, “the environmental performance
of the ETS in terms of reduced emissions is primarily determined by its cap on the total
number of allowances. This determines the limit on emissions allowed, corresponding
to allowances, to ensure the emission reduction foreseen is achieved.”49 In addition to
mechanically capping emissions, the cap is supposed to generate the expectation of a
future potential scarcity of allowances, thereby leading to the expectation of higher carbon prices and thus contributing to the price signal.
While in theory the cap should be calibrated against our remaining carbon budget, in
practice the cap has always been set too high to ever curb emissions. EU policy choices
favouring competitiveness and growth over climate during the past fifteen years have
led to a massive surplus of allowances carried over from year to year, which prevent any
expectation of future scarcity. This has rendered the cap absolutely useless and led to
carbon prices far too low to have any meaningful impact.
The failure of these two mechanisms has been implicitly acknowledged by the European
Commission through its CCfD proposal (see above), and explains why the EU ETS has
contributed very little to emissions reductions to date. Although the recent rise in EUA
prices should be welcome, it is however insufficient by itself to make the ETS work.50
The question is therefore whether the review proposed by the Commission will finally fix
the two mechanisms.
The previous sections have already partially answered the question regarding the cap:
while the increased Linear Reduction Factor and the meagre 117 million rebasing would
make the official cap more meaningful over time, the mostly unchanged MSR rules would
only progressively reduce the current surplus of 1,578,772,426 allowances down to 833
million, but then do nothing to further reduce the surplus once that threshold is crossed.
On the contrary, they would add an additional 100 million allowances if the surplus
declines below 400 million.
In addition, as stated by the environmental NGO Sandbag, several other reserves “can
release allowances into the market: the New Entrants Reserve (320m EUAs inherited from
past phases) (…) the allowances not allocated for free in earlier years which are kept
available in the later years (210m in 2022 according to our modelling), and the reserve of
25 million allowances carried over from Phase III made available to Greece.” 51
In sum, if implemented, the Commission’s proposal would most likely maintain a significant surplus of allowances in the EU ETS for several years, enabling emissions to far
exceed the official cap. Put differently and as illustrated in the chart below, the real cap
(i.e. including the surplus) would most likely remain too high to be effective for several
years.

49. EU ETS review, ibid
50. A high price without the expectation that prices will remain high will do little to incentivize a change in

behaviour and technology: for example, if prices are expected to be temporarily high before declining, operators may just decide to wait to purchase their credits later. It is therefore the expectation of continued high
prices through the price signal that is most likely to impact behaviours and emissions.
51. Sandbag, Times of change for the EU ETS: Sandbag’s feedback on the upcoming revision, 3 December 2020

https://sandbag.be/index.php/2020/12/03/times-of-change-for-the-eu-ets-sandbags-feedback-on-the-upcoming-revision/
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Source: data and projections from Sandbag, EEA

However, these alarming figures could further worsen due to two additional factors,
namely: the future potential linkages of the EU ETS with other carbon markets and the
current review of the LULUCF regulation.
Linkages
Future linkages of the ETS with other carbon markets may further weaken the cap,
should they lead to the allowance of additional carbon credits in the system. This risk
materialised when Kyoto offset credits were allowed to be used in the EU ETS phase 2
and 3, resulting in most of the current allowance surplus. It must thus be ensured that
offsets are not allowed in the EU ETS in the future, whether directly - for example via
a linkage to the forthcoming Sustainable Development Mechanism linked to Article 6 of
the Paris Agreement, or indirectly via future linkages with other ETS that allow the use
of offset credits. According to an analysis from Vivid Economics, most ETS indeed allow
the use of offsets, usually limiting it to 10% or less of an entity’s compliance obligation.52
Linkage agreements are already being negotiated, such as the one between the EU ETS
and the Swiss ETS that was signed in December 2019. Others are foreseen in the future,
including a link with the UK ETS. In the latter, “the use of offsets for compliance is not
permitted at this time, although the UK government has indicated it is open to reviewing
this as the scheme evolves, especially in deciding on how to implement obligations under
the Carbon Offsetting and Reduction Scheme for International Aviation (CORSIA) alongside the ETS for aviation.”53 We therefore strongly hope that no linkage will be allowed
that leads to an increase in allowances in the EU ETS, as this would further weaken the
cap.
LULUCF review
As an integral part of the EU climate policy framework, the LULUCF Regulation aims at
regulating GHG emissions and removals linked to land-use and forestry. Recital 5 of this
Regulation notes in particular that, “as removals through LULUCF are reversible, they
should be treated as a separate pillar in the Union climate policy framework.”54 Indeed,
so far the LULUCF regulation has been mostly separated from the other two pillars,
52. Vivid Economics, Market Stability Measures, Design, operation and implications for the linking of emissions

trading systems, February 2020 https://ec.europa.eu/clima/sites/clima/files/ets/reform/docs/study_market_
stability_measures_en.pdf
53. International Carbon Action Partnership, UK ETS general information

https://icapcarbonaction.com/en/?option=com_etsmap&task=export&format=pdf&layout=list&systems%5b%5d=99
54. LULUCF regulation, https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX:32018R0841
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namely the ETS and the Effort Sharing Regulation (ESR). There is currently only a limited
authorization for Member States to use LULUCF credits to offset their emissions in ESR,
capped at 280 million tCO2 equivalent for the period 2021-2030.
However, the proposed revision of the LULUCF regulation - released as part of the Fit
for 55 - proposes that after 2035 all remaining emissions in all other sectors be offset
by temporary carbon sequestration in soils and trees, provided they have exhausted
their emissions reduction possibilities, or have reduced their emissions by more than
90%.55
The factors for determining whether a sector has “exhausted [its] emission reduction possibilities” (e.g. environmental or economic criteria) have not yet been set, nor
has definitive guidance been issued on the interpretation of this phrase. In our view,
there is a strong risk based on previous experience that this requirement will be given a
broad interpretation based on economic rather than environmental criteria, which would
essentially mean that most or all sectors stop making efforts to curb emissions from
2036 onwards.
The proposal’s justification is extremely weak, in essence suggesting that this would
incentivize the continued increase of carbon sequestration in soils and trees until 2050.
What is left unsaid is however that this would first and foremost disincentivize any additional emission reduction efforts from 2036 until 2050, whereas the latter is incomparably more important. Carbon sequestration in soils and trees is temporary – a few decades
at best - and thus does not compensate for fossil emissions that stay in the atmosphere
for more than 100 years. It is also incredibly uncertain, as shown by the recent forest
fires around the globe, and by the mounting evidence that the Amazon rainforest is turning from carbon sink to source. This is in fact why the European Commission decided to
ban offsets from forestry and land use change activities in the EU ETS 15 years ago.56
The LULUCF proposal to allow the overall offsetting of all remaining EU emissions after
2035 would significantly weaken the EU ETS after 2035, and even before: it would certainly be instrumentalised during phase 5 negotiations to undermine any ambition to
further reduce the annual cap on emissions. In turn, should the cap stop declining, this
would remove the expectation of continuously increasing future scarcity that generates
the price signal. Financial intermediaries trading in EUAs would no longer expect positive
returns and therefore almost certainly exit the market, leading to a decline in carbon
prices. This proposal would thus likely have a much earlier adverse impact on the ETS,
via EUA futures prices.
For these reasons, we strongly oppose this proposal and hope that it will be removed
from the final compromise text. To be clear, we do not oppose increased removal ambitions, but rather their use as offsets to fossil emissions. To that end, the LULUCF regulation should remain separate from the ETS and ESR.

B. MARKET STABILITY MECHANISMS & PRICE SIGNAL
We have established that, if the Commission proposal were to be adopted unchanged,
the EU ETS real cap including the surplus would remain far too high to be truly effective
for many years and that any prospect of later improvement is severely curtailed by the
55. “From 2036 onwards, the combined sector will need to generate further carbon removals to balance re-

maining emissions in other sectors, based on a robust carbon removal certification system. This policy framework could start to progressively combine the land sector with other sectors (beyond agriculture) that have
exhausted their emissions reduction possibilities, or that have achieved for instance over 90% emission reductions. Thus, an incentive to steadily increase carbon removals in the combined sectors for period up to 2050
would be preserved.”
Also see article 4 “the Union-wide greenhouse gas emissions in the sectors set out in Article 2(3), points (a) to
(j), shall aim to be net zero by 2035 and the Union shall achieve negative emissions thereafter.”
LULUCF regulation review proposal, https://eur-lex.europa.eu/resource.html?uri=cellar:ea67fbc9-e4ec-11eb-a1a5-01aa75ed71a1.0001.02/DOC_1&format=PDF
56. Carbon Market Watch, REDD, April 2013; https://carbonmarketwatch.org/2013/04/09/redd/
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LULUCF review proposal to offset all remaining emissions after 2035. Let us now look at
how the ETS review is faring on the other mechanism: the price signal.
The European Commission fully recognises the importance of a strong and stable carbon
price signal. Indeed, the proposed ETS review refers to “the need to deliver a stronger
investment signal to reduce emissions in a cost-efficient manner” and the need to reduce
the quantity of allowances “to create the necessary long-term carbon price signal.” It
also frequently mentions the need to avoid “excessive price volatility.” The recent report
from the European Parliament on the CBAM57 also assessed the need for less volatility
in the price of carbon.
This is unsurprising since a price signal is the raison d’être of a compliance market, compared to alternative policy tools: it serves as a transmission belt between carbon market
prices and emission reductions.
As a reminder, cap and trade markets are based on the theory of incentives, according
to which agents receive price signals and make decisions accordingly. Whereas regular
financial markets like stocks, bonds, or currencies do not aim at influencing the behaviour of their participants or push a particular policy objective, cap and trade markets are
of a fundamentally different nature, as they are created to promote compliance with a
regulation and they aim at influencing the behaviour of market participants in order to
fulfil specific policy goals – such as curbing emissions. The price signal plays a central
role in such markets, as it constitutes the mechanism through which behavioural incentives occur.
By definition, the price signal is generated by the observation of a trend in past carbon
prices, interpreted to reflect a future expected scarcity of allowances and to signal the
future evolution of the cost of emissions. This, in turn, is meant to incentivise a change
in behaviour, technology or energy source.
Price volatility however blurs trends, and can even make them unobservable when it
reaches an excessive level relative to the strength of the trend. It is therefore crucial
to limit excess price volatility in order to protect the price signal. As price volatility is
directly linked to the proportion of speculative activity in the market,58 limiting excess
volatility requires limiting excess speculation. This is why, for example, the rules governing the newly started Chinese ETS limit speculative trading, by banning financial
institutions and individual investors from trading during the early stage of the scheme,
and setting initial daily trading limits at 10% of prices.59
By contrast, speculators have always carried out the majority of trades in the EU ETS,
an earlier study60 finding that since 2010, derivatives have accounted for 99% of trades
in the EU ETS. The fact that carbon became the most profitable commodity in 2018 also
led financial intermediaries to make a comeback, with major banks currently reopening
57. European Parliament, own initiative report, towards a WTO-compatible EU carbon border adjustment

mechanism (2020/2043(INI)) https://www.europarl.europa.eu/doceo/document/A-9-2021-0019_EN.pdf

58. Bouleau N, Le mensonge de la finance, les mathématiques, le signal-prix et la planète, Editions de l’atelier,

February 2018 https://editionsatelier.com/boutique/economie-et-environnement/172-le-mensonge-de-la-finance-9782708245556.html
59. “One point to note is that the China ETS is unlikely to allow for much speculative trading, given that the

Rules clearly state that the MEE will prevent excessive speculation and maintain a healthy development of the
market and may take measures to restrict trading in cases of violation”
HFW Consulting, CHINA’S NATIONAL EMISSIONS TRADING SCHEME: THE WORLD’S LARGEST CARBON MARKET
HAS FINALLY ARRIVED https://www.hfw.com/Chinas-National-Emissions-Trading-Scheme-The-worlds-largestcarbon-market-has-finally-arrived-March-2021
Reuters, China to limit daily price swings in national emissions trading to 10% -media, 28 May 2021
https://www.reuters.com/legal/litigation/china-limit-daily-price-swings-national-emissions-trading-10-media-2021-05-28/
60. Bertat N, Gautherat E, Gun O, Transactions in the European carbon market: A bubble of compliance in a

whirlpool of speculation, August 2016, Cambridge Journal of Economics, https://www.researchgate.net/publication/305951143_Transactions_in_the_European_carbon_market_A_bubble_of_compliance_in_a_whirlpool_of_
speculation
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trading desks on carbon. Some online brokers now even offer individuals the possibility
to speculate on carbon.61 Investors’ influence on carbon prices is expected to continue to
outweigh polluting industries over the coming years,62 due to their financial firepower, the
ongoing decarbonisation of the economy and the continued granting of free allowances.
I. Existing market stability mechanisms around the world
Carbon markets are increasingly adopting market stability measures (MSMs) to help
market functioning, manage unexpected shocks and address excessive price volatility. A
recent review63 analysed the MSMs proposed or implemented in eight global jurisdictions
(the EU, South Korea, California-Quebec, the North-eastern US states in the Regional
Greenhouse Gas Initiative (RGGI), Australia, New Zealand, Chinese regional carbon markets, and Tokyo-Saitama’s city-level carbon market). The review found that MSMs broadly
fall in two categories: quantity-based instruments (which are market interventions triggered by allowance surplus thresholds), and price-based instruments (which are market
interventions triggered by allowance price thresholds).
Market stability instruments also differ on three other points:
- Policy intent: policy goals can include supporting or containing prices, or managing
excessive short-term fluctuations;
- Rule-based or discretionary trigger;
- Bounded or unbounded instrument: whether the intervention is limited or unlimited.
As an example, the California-Quebec ETS operates a price-based instrument composed, on the one hand, of an unbounded or “hard” price floor, whereby no auction will
take place if the price floor of around $15 is not reached, and, on the other hand, of
bounded or “soft” price caps, where each trigger leads to the auction of a limited additional number of allowances.64
As another example, the Tokyo-Saitama ETS has a price-based mechanism whereby it
can increase the supply of allowances in the event of excessive prices, but there are no
clear rules regarding intervention triggers.
Price caps and low quantity thresholds generally aim at addressing competitiveness
concerns, whereas price floors and high quantity thresholds aim at addressing a lack
of incentive to invest in low carbon technologies. Yet, for all the statements about the
need to address excess price volatility and the importance of a stable and robust price
signal, no instrument currently exists that is designed to specifically address the price
signal. Equally interesting is the fact that current market stability instruments are only
price and/or quantity-based but no instrument is volatility-based.
II. The proposed MSM revisions do not address the issue
As discussed earlier, the ETS review merely proposes the introduction of a third MSR
threshold aimed at removing the cliff effect caused by the 833 million threshold, and to
extend the 24% intake rate until 2030.
The market stability mechanisms proposed for the new road transport and buildings ETS
“to address the potential risk of excessive price volatility, which might be particularly
high at the start of emissions trading in the new sectors”65 have a similar design, with
61. EEX, Market Access for Non-Members https://www.eex.com/en/indirect-access
62. Carbon Pulse, investor influence on EU carbon market seen outweighing that of industrials, 16 July 2021

https://carbon-pulse.com/134321/?utm_source=CP+Daily&utm_campaign=60683ab36c-CPdaily16072021&utm_
medium=email&utm_term=0_a9d8834f72-60683ab36c-110288569
63. Vivid Economics, ibid
64. Although according to the review, as of 2020 the last cap level will become unbounded, with unlimited

allowances being offered at that price.
65. EU ETS review proposal
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quantity-based thresholds based on the number of allowances in circulation, combined
with two soft caps on average prices.
It is interesting to note that no price floor is proposed in the review, whereas it is a feature of several jurisdictions, including the newly created UK ETS that has introduced a
hard auction price floor of £22.
Crucially, the review also fails to propose any new measure to curb or limit price volatility or speculative activity.
It is interesting to note that the recent spikes in carbon prices have led Spain to call for
the introduction of price controls,66 and limits to speculation,67 and Greece to call for the
issuance of extra credits, in order to generate more revenues to help mitigate high gas
prices.68 Unfortunately in each case, the political focus seems to be on preventing a rapid
rise in carbon prices rather than fixing the price signal. This also raises the question of
whether market mechanisms are politically popular only while they remain ineffective
enough to protect growth and competitiveness over addressing climate change.
III. Five factors weakening and distorting the price signal
In addition to the failure to introduce measures strengthening the price signal, five features of both the current EU ETS and LULUCF rules and their proposed revision actually weaken and distort the price signal, and need to be urgently addressed:
- Price cap in the MSR: The price cap mechanisms in the Market Stability Reserve distort
the price signal, by slowing down rapid price increases beyond specific thresholds;
- Free allocations: as noted in the CBAM proposal, “free allocation under the EU ETS
weakens the price signal that the system provides for the installations receiving it compared to full auctioning. It thus affects the incentives for investment into further abatement of GHG emissions.” Obviously, corporations receiving free allowances are not incentivised to curb their emissions due to a rising carbon price, as they would if they had to
pay for these allowances. Unfortunately, the draft legislation proposes to phase out the
high quantity of free allowances over excessively long periods of time: the 85% of free
allowances in the aviation sector would be phased out over the next 6 years, while 43%
of free allowances in all other covered sectors would be progressively removed over the
next 14 years – a period longer than our remaining carbon budget;
- Carbon Contract for Difference: by circumventing the issues of low price and excessively high volatility in some sectors, the contract for difference proposal distorts the
price signal for these sectors, and weakens the incentive to address these issues in all
other sectors.
- Leaving international flight emissions under CORSIA: the proposal by the European
Commission to permanently exempt international flights emissions from the EU ETS sets
a dangerous precedent. This will likely have an adverse impact on international maritime
emissions, where operators will likely demand a similar exemption from the ETS once
the IMO offset market scheme is in place. If this should happen, the price signal would
likely be adversely impacted;
66. Carbon Pulse, Spain calls for price intervention on EU carbon market, questions new system for transport

and buildings, 15 July 2021
https://carbon-pulse.com/134129/?utm_source=CP+Daily&utm_campaign=6bf8e1e7f9-CPdaily15072021&utm_
medium=email&utm_term=0_a9d8834f72-6bf8e1e7f9-110288569

67. Carbon Pulse, Spain urges EU to curb carbon market speculation as part of measures to calm energy pric-

es -media, 20 September 2021
https://carbon-pulse.com/139005/

68. Vitelli A, Carbon Pulse, COMMENT: “Nothing surpasses the beauty and elegance of a bad idea,” 22 Septem-

ber 2021
https://carbon-pulse.com/139327/?utm_source=CP+Daily&utm_campaign=da4a0057b9-CPdaily22092021&utm_
medium=email&utm_term=0_a9d8834f72-da4a0057b9-110288569
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- The LULUCF proposal to offset all remaining emissions after 2035: this proposal would
essentially kill the EU ETS after 2035, due to the expectation that emissions will stop
declining after that date, in turn weakening its price signal much earlier and undermining
phase 5 negotiations.
Needless to say, these five issues should be addressed first in order to ensure the efficacy of the price signal - and therefore the ETS.
A second step would consist of introducing measures to ensure a stable and robust price
signal. Position limits or a cap on price volatility would perform that role quite well.
IV. Three proposals to fix the price signal
Below are three proposals aimed at specifically strengthening the price signal, and
therefore the overall effectiveness of the EU ETS.
- Position limits on emission allowances and related derivatives:
Position limits are an important instrument of the EU Markets in Financial Instruments
Directive and Regulation (MiFID II and MiFIR, respectively), whose objective is to “improve
the functioning and transparency of commodity markets and address excessive commodity price volatility.” The European Financial markets supervisor has the power to limit
the size of a net position in commodity derivatives which a person can hold at all times,
and require them to reduce or eliminate their position in order to prevent market abuse,
support orderly pricing and “reduce the excessive volatility in the price of that commodity
derivative or in the underlying commodity.” 69
Speculative activity in the EU ETS has indeed always been extremely high, and in fact a
multiple of compliance activity. While data is difficult to obtain, the French Commission
de régulation de l’énergie found that in 2013, of the 236 active members of the EU ETS,
94% were utilities or financial actors such as financial institutions or traders, while less
than 6% were regulated industrial installations.70
A 2015 academic article titled “transactions in the European Carbon Market: a Bubble of
Compliance in a Whirlpool of Speculation” also found that “since 2010, the derivatives
have accounted for 99% of the overall transactions –with spot transactions only making
up the marginal, residual 1%.71” The authors calculated a ratio called compliance transaction rate’ (CTR) – between compliance needs and market activity. This ratio “states the
number of transactions per compliance need (…) It has been increasing constantly since
the creation of the EU ETS and rose from 1.38 in 2005 to 19.38 in 2010 and to 33.57 in 2012,
showing that the compliance market has become more and more marginal.”

69. European Commission, Delegated regulation (EU) 2017/591, Article 21 Volatility of the relevant markets

https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32017R0591&from=en

70. Commission de Régulation de l’Energie, Rapport sur le fonctionnement des marchés de gros de l’électric-

ité, du CO2 et du gaz naturel en 2012-2013, page 93
https://www.cre.fr/Documents/Publications/Rapports-thematiques/Fonctionnement-marches-de-gros-electricite-CO2-gaz-naturel-2012-2013
71. Berta N, Gautherat E, Gun O,Transactions in the European Carbon Market: a Bubble of Compliance in a

Whirlpool of Speculation, 2015
https://halshs.archives-ouvertes.fr/halshs-01224552/document
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Source: https://halshs.archives-ouvertes.fr/halshs-01224552/document

Speculation declined after 2014 due to the massive oversupply of allowances and
related downturn in carbon prices, before resuming from 2018 onwards, driven by price
expectations.72
The chart below compares annual verified emissions, free allowance allocations and the
annual traded volumes in EUAs, EUA futures and options contracts.73

Source: European Environment Agency, European Commission

We agree with the methodology developed in the Berta et al. article, according to which
compliance needs can be estimated by “the sum of all EUA deficits recorded by installations, i.e. the sum for each installation of the discrepancies between free allocation
and verified emissions when this difference is negative. These aggregated short positions
– the overall shortage – provide an approximation of what we call the potential compliance market.” 74 As a rough approximation of these figures, annual compliance needs are
thus lower than verified emissions alone, and higher than the global difference between
verified emissions and free allowances – as this latter figure would assume incorrectly
72. European Commission, EU ETS review proposal, 2021
https://ec.europa.eu/info/sites/default/files/revision-eu-ets_with-annex_en_0.pdf
73. We only managed to obtain option data for the period 2016-2020. As a result, the total size of the market

is underestimated for the years prior.
74. Berta et al, ibid

2021: A CARBON MARKETS ODYSSEY

POLICY REPORT ON THE EU ETS REVIEW

30

the netting of all individual shortages and surpluses of free allowances. On the chart
above, the size of the compliance market is therefore located between the black and
the purple line.
We did not consider hedging via futures or option contracts as part of the compliance
market. As stated by Berta et al, the “distinction between hedging and speculation is
actually not relevant: every hedging position of a regulated installation requires a speculative position to bear the risk as a counterparty; so every hedging transaction is also, at
the same time, a speculative one. This is why we consider here both hedging and speculation, without distinction, as financial transactions, whose aim is primarily to transfer
price risk or to take advantage of price variations.” 75
Put differently, hedging is not in itself compliance trading, but about managing the cost
of compliance: it is an individual management decision to insure against future potential
increases in the price of carbon credits. As such, while hedging might prove financially
advantageous for a regulated entity, it also weakens the price signal for that entity, i.e.
the incentive to curb its emissions or change technology, by insulating it for a number of
years from price increases.
As hedging does not derive from any compliance requirement, but rather comes from
individual decisions, which can ultimately weaken the effectiveness of the market
scheme, we do not consider it to be part of the compliance market.
Last, an argument is often made that speculation is necessary to a certain extent in order
to bring market liquidity. We fully agree that speculation is useful up to a limited extent
for liquidity purposes - and detrimental beyond, as it distorts supply-demand fundamentals and weakens the price signal. Acknowledging that a limited amount of speculation can be useful does not mean, however, that it should be counted as compliance.
Some stakeholders have recently questioned proposals to curb speculation in the ETS,
arguing that the price of carbon is not high enough from a climate perspective, and that
speculation helps increase the price of carbon. While it is true that speculation has contributed to the recent price rise, high levels of speculation also weaken the price signal,
and a speculative rise can prove temporary, as with any price bubble. Ideally, it would
therefore be much healthier and sustainable to use the opportunity provided by the revision of the ETS to increase the price of carbon via more ambitious cuts in the allowance
surplus and in free allowances.
Position limits are aimed at restricting the proportion of speculative activity in commodity derivatives markets in order to limit excess price volatility - arguably, exactly
what is required to strengthen the price signal in the EU ETS. Yet, while emission allowances are recognized as a financial instrument under MiFID II (Annex I section C(11)),76
they are currently not considered a commodity derivative under MiFIR article 2.1.30.77
This is all the more surprising given that climate derivatives are considered commodity
derivatives by MiFIR.
Comparable measures also already exist in the Korean ETS, where the competent authorities may impose minimum or maximum emissions allowance holding limits relative to an
individual entity’s covered emissions levels.78
While technically position limits are not part of the EU ETS legislation, the forthcoming
MiFID review proposal expected at the end of 2021 will provide a great opportunity to
implement position limits on emission allowances and related derivatives.

75. Berta et al, ibid
76. MIFID II directive p133/134 https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32014L0065
77. MiFIR regulation p16 https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32014R0600&-

from=EN

78. Vivid Economics, ibid
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The definition of commodity derivatives in MiFIR article 2.1.30 could be amended to
include emission allowances,79 and the criteria to calculate position limits could also be
amended in MiFID II Article 57 to include the price signal.80 This would be a very effective
tool to curb excessive speculation in carbon markets - and consequently price volatility
- in the EU carbon market. As a result, the EU ETS would return to its primary mission,
namely serving as a compliance market for polluters, instead of being a giant casino.
- Minimum holding periods
Introducing minimum holding periods for EUA allowances would weed out a significant
proportion of speculators that trade only for short term profits, as they would no longer
be able to sell their allowances whenever they want and based on small price movements. This proposed measure would have the important benefit of refocusing the ETS
on its original objective of being a compliance market for big polluters, which can freely
trade allowances amongst themselves, based on their respective emission levels and
market expectations, in order to minimize their abatement costs.
We propose to set the minimum holding period for EUAs at 1 month.81 Such a short period
would not impede trading for compliance purposes, nor medium-term speculation based
on long-term macro trends, but would automatically make the ETS less attractive for
short-term and high-frequency traders.
Minimum holding periods already exist in the USA, for example, where holding a stock
for more than 1 year leads to a different tax treatment for capital gains by the IRS. When
a company announces a dividend, there is also a minimum holding period requirement
for shareholders to be eligible to receive the stock dividend. As another example, Brazil
considered years ago introducing a transaction tax on the Brazilian Real, with different
tax levels depending on the length of the holding period, in order to curb excessive currency speculation.
- Circuit breakers or volatility limits to protect the price signal
As an alternative, circuit breakers or daily price fluctuation limits for EUAs and EUA
futures contracts could also be introduced, in case of excessive price volatility.
The mechanism
Circuit breakers are market rules, according to which if price fluctuations are extremely
volatile, trading is temporarily halted or closed for the day. This is in order to avoid panic
moves and limit excessive price liquidity.

79. MiFIR article 2.1.30 MiFIR regulation current text:

(30) ‘commodity derivatives’ means those financial instruments defined in point (44)(c) of Article 4(1) of Directive
2014/65/EU; which relate to a commodity or an underlying referred to in Section C(10) of Annex I to Directive
2014/65/EU; or in points (5), (6), (7) and (10) of Section C of Annex I thereto;
New proposed text:
(30) ‘commodity derivatives’ means those financial instruments defined in point (44)(c) of Article 4(1) of Directive
2014/65/EU; which relate to a commodity or an underlying referred to in Section C(10) of Annex I to Directive
2014/65/EU; or in points (4), (5), (6), (7) (10) and (11) of Section C of Annex I thereto;
80. Amendment proposals:

Article 57.1.c (new)
Ensure a clear and strong price signal
Article 57.3.h (new)
The relative strength of price trends compared to price volatility
81. Amendment proposal EU ETS directive

Article 13a (new) Minimum holding period for emission allowances
Allowances received or purchased by one party cannot be sold to another party sooner than 30 calendar days
after the original party received or purchased them.
Any trade happening during these 30 days shall be deemed null and void.
The competent authority shall monitor and enforce this measure.
Amendment proposal MiFIR
Article 35 (new) Minimum holding period for emission allowance derivatives
Options, futures, swaps, and any other derivative contracts and instruments relating to emission allowances which may be settled physically or in cash must be held for a minimum period of 30 calendar days by the
party that purchased them.
The competent authority shall monitor the enforcement of this measure.
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Price limits are another type of market rule, that act by limiting trading within specific
price bands, for example limiting daily trading to 10% above and 10% below the market’s
opening price, (i.e. the first price traded that day). Both types of rules aim at curbing
excessive price volatility, and could therefore be introduced for carbon allowances.
Both mechanisms already exist at the New York Stock Exchange, where they are called
market wide circuit breakers and Limit Up/Limit Down:82 As an example of a circuit
breaker, if a single day decline in the S&P500 Index exceeds 7%, trading will be halted
for 15 minutes, if it exceeds 13% trading is again halted for 15 minutes, and if it exceeds
20%, trading will cease for the rest of the day.
Circuit breakers also already exist for crude oil, gas and equity futures contracts.
Both mechanisms already exist as well at the Chicago Mercantile Exchange83 for wheat,
corn, soybeans, milk, lumber, cattle and even “Block Cheese Futures”. Should we have
better stabilisation mechanisms for the future price of cheese than for mitigating climate change?
The trigger level
The choice of the level at which to cap price volatility could be based on the strength of
the price signal itself, i.e. the relative strength of price volatility versus that of the trend
in prices.
As discussed earlier, it has been demonstrated that when price volatility reaches a certain level, prices are no longer able to transmit any information. ‘There are two types of
imperceptible phenomena: very slow evolutions and the average trend of very irregular
variables. The first one is well-known, e.g. shifts in tectonic plates. The second one is
more insidious, as we can observe changes but are unable to detect a trend (…) When
randomness goes beyond a certain level, it is impossible by looking at the trajectory to
measure what it would have been without the randomness. In other words, the trend
cannot be seen on what is objectively observable.”84
Mathematically, there is a specific threshold beyond which the trend is no longer observable, given by the formula Sigma2>2A: When the square of the volatility exceeds twice
the rate of growth in price, the rate is no longer empirically knowable. In other words,
when the square of price volatility is higher than 2x the slope of the trend, the trend is
too blurred to be observable. It follows that in order to have an observable price signal,
it should be ensured that price volatility remains at all times significantly below that
threshold so as to ensure that the trend remains stronger than - and thus visible through
- the “noise”.
An amendment could therefore be proposed to introduce price fluctuation limits, based
on the square of price volatility85 relative to the rate of growth of prices over the rolling
past three months.

82. New York Stock Exchange, Trading Information, Market-Wide circuit breakers https://www.nyse.com/mar-

kets/nyse/trading-info

83. CME Group, Understanding Price Limits and Circuit Breakers, https://www.cmegroup.com/education/arti-

cles-and-reports/understanding-price-limits-and-circuit-breakers.html
84. Bouleau, ibid

85. Price volatility being calculated as the standard deviation of daily returns based on daily EUA close prices

times the square root of the number of business days during the period, and the rate of growth being calculated as the average of daily growth rates over the period.
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Source: own calculations

To illustrate how volatility can blur the price signal, consider the above chart, where
three purely indicative price series have the same 5% upward trend, the yellow series
with no volatility, the blue series with low/medium volatility and the red series with high
volatility: while the upward trend in prices is unmistakable in the yellow series, and still
very visible in the blue price series, it is no longer observable in the red price series.
Implementing one of the three proposed options would in our view help transform the
EU ETS from a playground for gamblers into a functioning market.

2021: A CARBON MARKETS ODYSSEY

POLICY REPORT ON THE EU ETS REVIEW

34

Conclusion
While the Fit for 55 package adopted by the Commission in July goes in the right direction, it clearly falls short of what science says we need to do during the crucial coming
decade.
In particular, the greater role foreseen for the EU carbon market is a serious cause for
concern.
For the past fifteen years, the EU ETS has failed to meaningfully contribute to the emission reductions observed in the sectors covered, most of them resulting instead from
the rise of renewable energies. A meaningful contribution from the EU ETS would not
have been possible, due to a massive excess of allowances carried over since phase 2
and the weak and intermittent price signal stemming from excess speculation in the
carbon market.
Although the proposal for a revised ETS directive proposes to improve the Linear
Reduction Factor, it fails to fix in a timely fashion the problem raised by the enormous
allowance surplus, meaning that the cap will remain useless in practice for a number of
years to come.
The proposed review also fails to address the lack of a stable and robust price signal, by:
• failing to limit excess volatility in the price of carbon, through the adoption of
measures aimed at curbing speculative activity;
• allowing free allowances to continue weakening the price signal for another 14
years;
• keeping the price cap mechanisms in the MSR, which distort the price signal
by slowing down rapid price increases beyond specific thresholds;
• introducing a new financial instrument within the Innovation Fund called carbon contract for difference (CCfD);
• permanently expanding the exemption of international flights emissions from
the EU ETS;
Consequently, we believe that the Commission proposal should be substantially improved,
by making the cap and the price signal – the two mechanisms through which the EU ETS
can deliver on its climate mitigation objectives – truly effective. Otherwise, the EU ETS
will once again most likely make a marginal contribution to curbing EU GHG emissions.
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Synthesis of key recommendations
We make the following recommendations:
EU ETS review
Scope
• Leave road transport and buildings under the Effort Sharing
Regulation;
• Reintegrate international flight emissions under the EU ETS;
• Remove the exemption for Carbon Capture and Storage/Carbon
Capture and Utilisation;
• Remove the review clause in relation to the adoption by the
International Maritime Organization (IMO) of a global market-based
scheme;
Cap
• Cancel immediately and entirely the allowances surplus;
• Lower the Market Stability thresholds to 0 and 200 million
respectively;
• No allowance for any carbon offset in the ETS;
Price signal
• Immediately cancel all free allowances;
• Introduce a mechanism to protect the price signal, whether position
limits, minimum holding periods or volatility limits based on the
price signal.
CBAM proposal
• Allow importers to use allowances from the ETS pool instead of
creating CBAM certificates;
LULUCF review
• Remove the proposal to offset the remaining emissions of all sectors
after 2035;
• Remove the proposal to deploy new business models based on the
certification of carbon removal;
MiFID/MiFIR review
• Include emission allowances in commodity derivatives.
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