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present& future
nitty gritty bits and pieces
MSR1 & MSR2
Art. 29a & 30h
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CRITERIA FOR FUNCTIONING MARKETS
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MARKETEXPECTATIONRRICES |

B prices as scarcity signals
) prices reflect current and expected future fundamentals
> marginal abatement costs
> expected longrun scarcity of allowances

U important for abatement and investment decisions

B intertemporal arbitrage
> market participants trade off value of emitting today vs. emitting at a future point in time (several years)
) expectations matter!

U important for investment decisions
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MARKETEXPECTATIONERICES |l

B absence of market power
> no individual market participant is able to strategically affect prices
> absence of cartels and collusion
U important for market efficiency
® [iquidity
) at any point in time, the number of potential buyers and sellers and the number of potential allowances to be bought and solc
Is sufficient to avoid (shoiterm) market power

U important for avoiding price volatility

B transaction costs
) the costs of trading should be small.

U important for finding cheapest abatement opportunity
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B requires credible scarcity sign& price stability

> short-term abatement decisions

> low-carbon investments

B requires predictable interaction with other climate initiatived, YI y I 3S Wgl 6 SNPSR STTFS
> EU (energy efficiency, renewable targets, vehicle standards)
> Member States (coal phasmits, renewable support)
> subnational policies and private initiatives
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STRUCTURAL MARKET BALANCE (MSR)
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MSR lintake if TNAC >1,096 mio. EUAmtake of 24 %, sameas COM sameas COM
then 12 %from 2031
over 12months

MSR1threshold corridor 1,096 mio.to 833 mio. EUAS 921 mio.to 700 mio. EUAs sameas COM

intake then differenceof’ © g+ 2 . @t Z41 > A" eddjusted by LRFrom 2025

MSR1release if TNAC <400 mio. EUASs, sameas COM sameas COM
releaseof 100 mio. EUADVer 12months adjusted by LRRrom 2025 if Art. 29atriggered, releaseover 3
months no later than 2 months after
trigger date
MSR1 max.holdings 400 mio. EUAsgxcessto be cancelled sameasCOM sameas COM
MSR2 first TNACpublication in 5/2027 starting one yearearlier starting one year later

start of operation from 9/2027

MSR2 intake if TNAC >440 mio.;100 mio. sameasCOM sameas COM
taken in over 12months

MSR2release if TNAC <210 mio., +100 Mio. sameas COM sameas COM
releasedover 12months period
if Art. 30htriggered, releaseover 3 months

MSR2 holdings seedingwith 600 mio., sameas COM sameas COM
any’ left-over allowancesto be cancelledby 1/1/2031



EU ET3& EUAPRICE3008- 2022

MSR 1.0 MSR 2.0 MSR 2.0 MSR 2.1
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CONFLICTINGCARCITAGNALS
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Past MSR activity and key indicators. TNAC measured on December 3| each year. “Cap reduc-
tion triggered” refers to the number of allowances withheld from auctions between September | | year later
and August 3| 2 years later. Prices are Intercontinental Exchange closing prices of futures expiring in De-

AMSR was tasked to reduce historic
surplus (TNAC)

Ain principle, suitable
Ain practice, limited effect

ATNAC misguided scarcity indicator

Source: Perino, Willner, Quemin & Pahle (2022)
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MSRDAMPENSNANTICIPATEHMHOCKS

examples ) = ) == 3

) CO\_/lD Unanticipated Higher TNAC & Higher

> business cycle demand decrease MSR intake cancellations
status quo

> MSR helpful '

> impact decreasing over time
> stops once TNAC < 833 Mt

Fit-for-55 (COM) <} shock (demand) - MSR response (supply)

) increases impact

) ability to respond ends earlier Figure 2: Stabilizing effect of the MSR in case of an unanticipated shock.
Source: Perino, Willner, Quemin & Pahle (2022)
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MSRAMPLIFIEANTICIPATEEHOCKS
I
SHAmpiEs (1) = 20 wmp (3 W (@

) technological change Anticipated Lower allowance  Lower TNAC & Fewer
future demand prices, higher MSR intake cancellations

> overlapping policies
ppIng p decrease emissions

status quo

1 )

> MSR counterproductive
> impact decreasing over time

Fit-for-55

) increases impact
Y increases likelihood of occurrencFigure 3: Destabilizing effect of the MSR in case of an anticipated future shock.
Source: Perino, Willner, Quemin & Pahle (2022)

0 Shock (demand) . MSR response (supply)
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PREVENTING EXCESSIVE FLUCTUATIONS (ART. 29A/30!




Art. 29a & Art. 30h

Art. 29atrigger

Art. 29a procedure

Art. 29aintervention

COM

6 consecutivemonths
avg. price > 3x than avg. price of
2 precedingyears

COMshall conveneArt. 9 Committee
to checkif price evolution due to fundamentals

If not, one measuremay be taken

a) MSmay bring forward auction quantity

b) MSmay auction up to 25%of EUAsfrom NER

if taken, MSR1releases100 mio. EUAsover 12months
unlessit alreadyreleasesdue to TNAC < 400 mio.

6 consecutivemonths
avg. price > 2x than avg. price of
2 precedingyears

COMshall conveneArt. 9 Committee
within 7 daysto checkif price evolution
due to fundamentals

if not, any measureshall be taken
sameas COM

and/or c) releaseof 100 mio. EUAsfrom
MSR1over 6 months

6 consecutivemonths
avg. price > 2,5xthan avg.
price

2 precedingyearsprior

automatic

MSR1to release75 mio.
EUAsoncefor 12months
unlessit already releasesdue
to TNAC <400 mio.then
quicker releasewithin 2
months for 3 months

Art. 30h trigger

Art. 30h intervention

3 consecutivemonths
avg. price >2x (>3x)than avg. price of
6 precedingmonths

MSR2 releases50 mio. (150 mio.)
over 12months

sameas COM
but until 2030; 30h(2a):
avg. price exceeds , ~

-

sameas COM

but until 2030; 30h(2a):
MSR2releasesl10 mio.if pricelt _
W 7 i 2 ghalltakelnkasures
to reduce emissionsto keep price cap);
only if other trigger is off

-

sameas COM

sameasCOM



FIGURE 1:

DISCRETE INTERVENTIONS UNDERMINE MARKET EQUILIBRIUM _ .
> discrete changes in allowance supply

underminemarket stability

> greyshaded area indicates range of
market fundamentals for whicho

e OO = o SOEEEEEEE equilibrium existsg because of Art
Trigger price level 29a/30h

Ba. > interventions should be

@9 /\Ilow.azzé > continuous i.e. continuously
demand increasing in the price (supply
function), to ensure that equilibrium
~ Reference price level | exists

Price

) reversible i.e. allowances are
removed at the same rate if prices
drop, to avoid strategic behaviour and
path dependency

Allowances
Source: Willner & Perino (2022)
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MARKET (SUPPLY) MANAGEMENT

> Market Stability Reserve (both systems) > Art. 29a (Council) and 30h (COM)

> aims at structural imbalances, not short term fluctuations > still onesided, discrete and not pegged to cap or inflation

> amplifies rather than dampens price fluctuatiomst > coupling to MSknterventions prevents direct
based orcurrentfundamentalsg reform proposals counteraction, yet expectations may lead to changes in
increase this effect MSRactivity

> Art. 29a (old & COM)
> aims at price changes not explained by fundamentals
) price trigger too high (3x) and discretionary procedure

) ill-designed, i.e. onsided, discrete, not pegged to cap or
inflation

) if triggered, MSR would neutralize the effect
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EU ETS is driven by expectations
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a way out:replace TNAC by the price of allowances, e.g. as proposed in Art. 29a/30h
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AN UPGRADE FOR THE EU ETS:
MAKING ART. 29A AND 30H FIT FOR
EFFECTIVE PRICE CONTAINMENT

EXECUTIVE SUMMARY

Price hikes and volatility have prompted 2 debate among
policy makers sbout price stabilization measu

European carbon markets.

The Eurapean Commission's Fit-for-55'reform proposal
for the EU ETS envisages twa separate carbon markets,
‘each festuringan instrument intended to reduce price
volatility: Articles 282 and 30h

Multiple amendments were put forward in the Eura-
pean Parlizment aimed at refining but not altering the
general design proposed by the Commission.

We establish five principles for the ganeral design of
price stabilization measures: continuity, predictability,
synchronism, symmetry, and adjustability.
F\ﬂlmn;curana\ws we find current policy proposals
in the EU's legiskative process inadequate toaddress
price fluctuations.

We propose a Price Containment Mechanism (PCM)
which adheres to the five principles and which on top of
stabilzing prices would also be 2 major step forward in
reducing policy incoherence of EU climate policy:

THE CURRENT DEBATE ABOUT PRICE
STABILIZATION

aftar a decade of ane-digit prices for Eurpean Union All-
owances (EUA, the past four years have seen a rapid increase
in prices up to 96 £ in February 2022 (see Figure 1). This

price increase, which resembles a hockey stick rather than a
gradual growth curve, has stipulated concerns among policy
makers, market participants and other socistal stakeholders
about the sustainability of price developments (Gerlagh et
al, 2022). In particular, the quadmupling of EUA prices bet-
‘ween March 2020 and March 2022 has focused attention on
the rate of change in allowance prices. The i
and planned sbatement, t ssems, ded by currant and
expected scarcity of EUAs. When compared to earler debates
about market signals, we see a marked shift of sttention
away from the structural supply-demand-imbalance of the

20105 Back then, low prices and the abundant supply of
EUAs led to the introduction of the Market Stability Reserve
(MSR) in 2015. Despite its substantial shortcomings in design,
the MSR copes well with past and unexpected shocks to
demand by graduslly sbsorbing the subsequently accruing
supply of allowanees (Brunink & Ovaere, 2022; Gerlagh et

a1, 2020, Pering et al in press). The recent discussion abaut
price fluctuations gained further momentum in the wake of
the e ofthe Rusian Fedrstion sgainat Ukrsing, when s
short-termslump of ELLA pri within a few days.
shawed volatility knows two directions. Market participants
nearing the ELIETS Aprik2022 compliance deadline saw
themselves confronted with price differanes of more than
30€ per EUA, severely challenging risk-management Clearly,
the EU ETS i nat equipped with an effective measure of price
stabilization able to guide price expectations of market parti-
cipants. The marketis thus expased to increased uncertainty
‘sbout commodity prices, aconomic eyelas, political dacisions
and speculation. The quest forfinding an answer for how to
decrease price volatility and strengthen market participants'
‘expectations about the future price path s in full swing.

Formal, the existing rules for the EULETS contain prics
stabilization measures in Article 293 of Directive 2003/ST/EC,
but they have not been activated so far. Given re
Jumps in both directions, ths in tselfindicates that they
migmm!lbuptwﬂ\ei‘hﬂh(han:mﬁilammam
stabilize, dampan or contsin the prics path can be
v aammctn {sami-Jdiscretionary versions in many
modern E und the globe (Burtraw et al, 2020; Friesen et
al,2022). Graphically speaking, they bend the vertical supply
curve of 2 rigid ETS into different shapes, allowing changes in
demand to translate into both price and emission responses.
These hybrid approaches to ETS-design betwaan fixed-cap
emissionstrading and fixed price taxing have been studied
for some time, making for a broad discussion on price floors:
and calings, both fixed and dynarmic, asymmetric and sym-
metric (Burtraw et al., 2010; Flachsland et al, 202
etal. 2020,

tes endogenous supply adjustments based on price changes
rather than levels (Karp & Trasgar, 2021)

ONE SIZE FITS ALL SOLUTION
(PRICE CONTAINMENT MECHANISM)

get tihe paper: LINK
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https://www.cen.uni-hamburg.de/en/research/policy-briefs/eu-ets-pcm-mechanism-willner-perino.html

PRICEONTAINMENVIECHANISM EVOLUTIONFART. 29A (COUNCIL) & 30H (COM)

Art. 30h only ticks predictability and thus potentially increases volatility and destabilizes the market.
Furthermore, there arénteractions with the MSR
A TNAC might be pushed over a threshold by intervention
A potentially leads to a net reduction in allowances rather than an expansion in the medium run
A price-based interventions and TNA®@sed MSR are incompatible
> 5 criteriafor a welldesigned mechanism
) continuity no threshold effects by discrete interventions
> predictability clear trigger values and understandable effect of overlapping policies
) symmetry contract and expand supply to avoid padkpendency of the cap

> synchronism align the size of the intervention relative to the decreasing cap

) adjustability correct triggers according to inflation /
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RESPONSH-30H VS. PCRIUPWARDGHOCK

Upwardsheck (1110 Al haQa ! NIAOf S
minor dampening effect

A only responds to single large
shocks

A PCM responds to sequences of
shocks as well

A shown are PCM base rates of
0.95% and 5% of annual cap
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RESPONSH-30H VS. PCEIBIDIRECTIONAIHOCK

Bidirectional Shock

Al haQa ! NIUAOf S
because the average price
R2SayQid UGUNRIIS
works in one direction

A PCM responds to positivand
negative price shocks

A shown are PCM base rates of
0.95%, 5% and 15% of annual
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