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Executive summary 
In  light of the current state of European emissions trad-
ing, with a surplus of more than 2 billion allowance and a 
low price (around €6) , the European Commission has pro-
posed using a Market Stability Reserve (MSR) to restore 
the function of the European Emissions Trading Scheme 
(EU ETS). The objective of the MSR is to regulate the sur-
plus of allowances so that it falls within an ‘optimal’ band. 
This is achieved by adjusting annual auction volumes in a 
rule-based manner.  The European Commission’s proposal 
builds on two triggering thresholds, which are based on 
the quantity of allowances in circulation. The first thresh-
old is triggered when the quantity of allowances is higher 
than 833 million tons, then 12% of the allowances are re-
moved from auctions and placed in the MSR. If the quan-
tity of allowances is less than 400 million tons, 100 million 
tons are taken from the MSR and added to the auction of 
that current year. 

The objective of this policy paper is to analyze how the 
MSR affects the function and efficiency of the EU ETS. The 
paper builds on previous analyses from other observers, 
as well as additional analysis made by our team. 

We conclude that making a significant volume of planned 
allowance allocations unavailable for buyers is gener-
ally positive. Yet our preferred choice, and in our view 
the most effective way to reset the market, would be to 
permanently remove a number of allowances from the 
market.

If a temporary removal of allowances is preferred, the pro-
posed MSR has some merits. It is likely to reduce the rap-
idly growing surplus, and it is designed in a way that keeps 

the removed allowances out of the market for enough 
time to have a real impact on price. Yet for a number of 
reasons, we are less certain that the MSR as proposed by 
the Commission constitute the best option for strengthen-
ing the functioning of the EU ETS because:

• The MSR does not come into effect until 2021 and 
hence does little to improve the current oversupply of 
allowances. Therefore we suggest that the MSR enter 
into force in 2017 or 2018. In addition, it is crucial that 
the 900 million backloaded allowances are not inject-
ed into the market in 2019, but rather moved to the 
MSR. 

• There are legitimate concerns regarding the impacts 
on price volatility, where some analyses show a risk of 
higher volatility.

• The discussion on the exact number of allowances 
needed for hedging obscures the fact that the over-
arching aim of the EU ETS is to reduce emissions in a 
cost efficient manner.   

• The MSR is also adding yet another layer of complex-
ity to an already complex system. This raises questions 
pertaining to the transparency and predictability of 
the system. 

• Discussions about the surplus and the MSR often 
focus on impacts on price. If the ambition is to secure 
a certain price level, we note that the MSR is indirect, 
blunt, and uncertain. In this respect, the idea of a price 
collar would be a relevant alternative to investigate 
further.

• There is little insight into how the MSR might affect 
possible future linkages between the EU ETS and oth-
er markets and should therefore be evaluated further. 
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Introduction – Identifying 
the problem
Since 2008 the surplus of emission allowances in the EU 
Emissions Trading System (EU ETS) has grown rapidly to a 
level around 2.1 billion allowances at the end of 2013. This 
surplus is expected to grow even further and is projected 
to total around 2.6 billion allowances by 2020 (European 
Commission, 2012; European Commission, 2014a). To put 
this into context, 2 billion allowances fall within the range 
of yearly emissions covered by the scheme (European 
Commission, 2012). 

The European Commission had identified several factors 
that explain this large surplus. First, the economic 
downturn and then the banking of leftover allowances 
from phase 2. Another contributing factor was an early 
auctioning of phase 3 allowances to the power industry to 
finance carbon efficient technologies. Also, a strong and 
unexpected influx of Certified Emissions Reduction credits 
took place under the Clean Development Mechanism 
(European Commission, 2012).  In addition, other 
European level policies such as the targets for renewable 
energy and energy efficiency have most likely led to 
emission reductions and contributed to the surplus. As 
the surplus has grown, the price of European allowances 
was lower then expected. In January 2013, the price was 
as low as €2.81 (Guardian, 2013), but has subsequently 
recovered to above €6 in August 2014 (Vertis, 2014). 
Again, to put this into context, the European Commission 
had estimated  that reducing emissions to levels consistent 
with reaching the two degree target would require a 
carbon price of €32-€63 by 2030 (European Commission, 
2011). 

The persistence of low carbon prices in the EU ETS inhibits 
low-carbon innovation and investments, and poses a risk 
of lock-in when it comes to carbon-intensive, industrial 
infrastructure. Furthermore, the auction revenues are 
significantly lower than expected, which limits the 
availability of financing that could be used for carbon 
efficient technology. In addition this problem also has 
strategic dimensions. The low price placed on carbon 
does not only decrease the credibility of the EU ETS, but 
it may also lead member states to introduce domestic 
complementary policies in order to meet national climate 
objectives. 

For instance, the UK has introduced a carbon price floor 
on electricity generation facilities already covered by the 
EU ETS (UK Parliament, 2013). Such domestic actions 
place downward pressure on the price of allowances in 
the common European market. If similar actions are taken 
by other member states, the demand for EU allowances 
would be reduced further and result in an even lower 
allowance price. Such policy fragmentation would cause 
the effective marginal cost of emissions reduction to 
differ across Europe, and as a consequence, distort 
competitiveness (European Commission, 2013). Given 

these developments, the role of EU ETS as the central 
pillar of EU climate policy is put at risk. Without a policy 
intervention, the problem is expected to persist beyond 
2020. As a result some observers, like Eurelectric (2013), 
have described this as a lost decade for climate goals in 
the EU.

The Market Stability Reserve 
– Objectives and design 

To address the oversupply in the EU ETS, in 2012 the 
European Commission proposed a short-term reform 
called backloading. This backloading meant the 
auctioning of 900 million allowances was to be postponed 
until the end of phase 3 and made available during 2019 
and 2020. In addition, in November 2012 the European 
Commission put forward a number of suggestions for 
structural reforms to address the surplus in the long term 
(European Commission, 2012). After public consultation, 
the European Commission, taking into consideration the 
proposal for a 2030 framework for climate and energy 
policies, proposed the creation of a Market Stability 
Reserve (MSR). The MSR could help address the current 
imbalances and make the EU ETS more resilient to future 
disturbances in the supply-demand balance (European 
Commission, 2014a).

MSR objectives

The European Commission’s specific objective with the 
MSR is to restore the functioning of the carbon market 
in the short term, and beyond (2014b). This is linked to 
the EU ETS’s overall objectives in that the trading scheme 
should “promote reductions of greenhouse-gas emissions 
in a cost effective and economically efficient manner” (EU 
ETS Directive 2003/87/EC). Although today’s low prices 
are viewed as cost-efficient, a lack of investment in the 
coming years will lead to higher future costs for emission 
reductions and necessitate a large concentration of 
investments during a short time-span. Therefore, the 
MSR aims to improve the inter-temporal efficiency of the 
carbon market in the short term, and beyond.

The MSR further aims to lead to increased resilience 
of the EU ETS against future unexpected and sudden 
demand shocks, such as abrupt economic downturns 
(European Commission, 2014b). The reserve is described 
as not only being able to capture changes in demand 
due to macroeconomic changes, but also impacts from 
complementary policies such as targets for renewable 
energy and energy efficiency (European Commission, 
2014a). 
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To summarize, a number of MSR objectives can be 
identified: 

• Address the current oversupply of allowances;
• Address future supply-demand imbalances that arise 

from  macroeconomic changes and/or complementary 
policies;

• Ensure inter-temporal efficiency of the system; and
• Increase credibility vis-à-vis functioning of the 

European carbon market.

Design
To ensure accountability, the MSR is designed as a rule-
based mechanism where auction volumes are adjusted in 
a controlled manner. The European Commission’s proposal 
builds on two triggering thresholds, which are based on the 
quantity of allowances in circulation. When the quantity 
of allowances is higher than 833 million tons, also called 
the “high threshold”, 12% of the allowances are removed 
from auctions and placed in the MSR. When the quantity 
of allowances is less than 400 million tons, called the “low 
threshold”, 100 million tons are taken from the MSR and 
added to the auction of that current year1.  The proposal 
also includes amendments to the EU ETS Directive to ensure 
a smooth transition between trading periods. If the volume 
of allowances to be auctioned in the last year of each period 
exceeds the expected auction by more than 30% of the 
first two years in the following trading period, transitional 
measures are applied2.  

Due to the availability of data on verified emissions and 
surrendered allowances, the number of allowances to be 
added to or removed from the MSR is calculated based on 
two year old data. The mechanism is currently set to begin in 
phase 4 of the EU ETS, although the European Commission’s 
Impact Assessment includes analyses with an earlier starting 
date (European Commission, 2014b). The first review of the 
MSR is scheduled to take place in 2026, with particular focus 
on certain reserve parameters. 
1. According to the European Commission, the numbers 833 and 400 million al-
lowances are set to take the hedging need of the energy industry into account.
2. Two thirds of the difference between the volumes are deducted from the 
auction volumes of the last year. This is then added to the volumes to be auc-
tioned during the first two years of the following period.

Results from MSR-analyses 
and discussions
The effects of the proposed MSR have been analyzed by 
a number of scholars and policy commentators. Some of 
these results and thoughts are presented below, including 
our own viewspoints. The results summarized below are 
discussed in relation to the stated MSR objectives, while 
also highlighting a number of other important issues 
that require further unpacking.  Below we describe how 
the MSR may affect the surplus, price formation and 
inter-temporal efficiency, hedging demand, institutional 
concerns, and credibility

Impact on surplus 

The European Commission defines the surplus as: ‘The 
difference between the cumulative amount of allowances 
available for compliance at the end of a given year, and 
the cumulative amount of allowances effectively used 
for compliance with the emissions up to that given year’ 
(2014a). With this definition, allowances transferred to 
the MSR are not considered to be a part of the surplus, 
since they have not been made available for compliance 
yet. 

The MSR will impact the available allowances during 
a given time period since it automatically adjusts the 
allowances available on the market. What is interesting 
to estimate is the extent to which the MSR could tackle 
today’s existing surplus. With the current surplus, the 
European Commission’s impact assessment illustrates 
that only in 2027 will the surplus be reduced below 
800 million, or fall below the high threshold 2014b3).   
In 2028, the size of the reserve would be 1,300 million 
allowances. The Swedish National Institute of Economics 
Research (NIER) demonstrates similar results and points 
to 2027 as the year when the surplus will fall below 800 
million (Konjunkturinstitutet, 2014). Moreover, NIER’s 
assessment predicts that the total size of the market 
reserve will be around 1,700 million allowances in 2028.  

Modeling from Point Carbon (2014) shows that the 
surplus  could dip below  the high threshold a couple of 
years earlier, in 2025. They estimate the total size of the 
reserve to be 900 million allowances in 2028. Trotignon 
and his colleagues at the Climate Economics Chair use 
two ‘extreme’ scenarios)4 for analyzing the impact of the 
MSR (Trotignon et. al. 2014). 
3. This refers to option 2d in the impact assessment, which differs somewhat 
from the final MSR proposal. In this option, the MSR starts in phase 4 and the 
adjustment that puts allowances into the reserve is calculated as 10% share 
of the cumulative surplus, with a minimum adjustment/release of 100 million 
allowances. The triggering thresholds  sit at  400 and 1000 million allowances 
for this option.
4. In the “high scenario”, participants reduce their emissions early and keep a 
large quantity for future use (high banking). In the “low scenario”, participants 
do not reduce emissions or hold on to allowances, but use them fairly quickly 
(low banking).
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In the “high scenario”, the triggering surplus threshold 
is not reached during phase 4. Alternately, in the 
“low scenario” the surplus is less than 800 million in 
2025.  According to these authors, the “high scenario” 
results in the reserve holding approximately 1,800 
million allowances and the “low scenario” 1,200 million 
allowances in 2028. 

The results on the size of the surplus over time are 
confirmed by our own analysis. Figure 1 presents our 
estimates of how the surplus and reserve volume changes 
over time. Here we combine the Commission’s assumption 
that the surplus will be 2640 million in 2021 (European 
Commission 2014b) that emissions are reduced at a rate 
of 1% per year. Based on this, it will take until 2026 before 
the surplus is reduced below 800 million. If emissions 
decrease by 2% per year it will take until 2029 before the 
surplus falls below 800 million. 

To summarize, our analyses, supported by the results of 
others, shows that the surplus will decrease faster with 
the MSR than without it. Yet, the surplus will continue 
well into phase 4, and at least until 2025.

Impact on price formation and 
inter-temporal efficiency
In this section we discuss how the MSR may affect carbon 
prices and thereby also affect the inter-temporal efficiency 
of the system. The inter-temporal efficiency of the carbon 
market can be described as the optimal balance between 
the carbon price signal and the low-carbon investments 
that are needed now, and those that will be needed in the 
future (European Commission, 2014b). Inter-temporal 
efficiency is strongly linked to the price signal, and since 
the MSR is expected to support the price signal, the MSR 
is anticipated to improve market functioning and reduce 
emissions in line with the gradually decreasing long-term 
target. 

Yet the principles behind how the MSR will affect price 
formation in the long term, beyond 2020, can still be 
debated. One could argue that prices, in theory, will not 
be affected since the total number of available allowances 

in the long run remains the same (Konjunkturinstitutet, 
2014). This assumption, however, strongly depends upon 
the ability of actors to make decisions based on long-term 
projections. 

The real outcome is likely to depend on how participants 
view the stored allowances in the reserve (available or 
not) and the investment horizon of participants. In the 
short term, prices are more likely to be driven by the 
availability of allowances on the market. Since the MSR 
will tighten the supply of allowances during its first years, 
the reserve is likely to have an upward pressure on prices. 

While the European Commission has not published 
estimates of MSR-related impacts on prices, several 
other institutes have modelled such impacts. These 
results indicate that there will be a price effect from 
the reserve. While prices have historically proven to be 
difficult to predict, and should be used with caution, it is 
still interesting to discuss these results.

Modeling from Trotignon et al. (2014) showed that the 
MSR will lead to higher price levels due to the introduced 
scarcity of permits. Yet results differ depending on the 
abatement assumptions and the agents’ anticipation. 
In the “high scenario” the price level increases radically 
from 2021 and reaches approximately €65 euro per ton in 
2028. In the “low scenario” the price reaches nearly €30 
per ton in 2028.

Moreover, Trotignon et al. (2014) also point out the 
risks that the MSR will lead to increased price volatility 
due to the reserve’s mechanical behavior. According 
to Trotignon, the reserve does not take into account 
agents’ reactions to shifts in their economic environment. 
Depending on developments between the year being the 
basis for calculations of allowances in circulation (year 1) 
and the date when allowances are inserted or removed 
(year 3), allowances could be inserted to a flooded market  
or withdrawn from a market already short on allowances, 
hence not corresponding to the actual market need at the 
given moment.  

Point Carbon in their analysis of the MSR predicts a steady 
price increase from around €7 per ton in 2021 to almost 
€50 per ton in 2028. These numbers can be compared to 
a reference scenario without the MSR where the price 
would increase from €2 per ton in 2021 to €40 per ton in 
2028 (2014a).  Richstein et al. (2014) use an agent-based 
model on a hypothetical electricity sector, which consists 
of two interconnected zones: Great Britain and Central 
Western Europe. Here, the hedging of power by producers 
is taken into account. They find that the MSR significantly 
increases prices, with large price shocks well above €150 
per ton. The authors note, however, that such high prices 
would not materialize5.  Still the authors point out the risk 
that the MSR could lead to high prices and high volatility, 
since the triggering thresholds are set below the hedging 

5.  For instance, the model does not take into account the flexibility of other 
sectors, demand flexibility due to higher electricity prices, and policy flexibility. 
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Figure 1. Estimated MSR volume and surplus 2021-2031, assuming that 
emissions are reduced by 1% per year.  The surplus between 2011 and 2020 
is based on estimates by the European Commission (2014b). In reality, the 
surplus will never reach zero. 



need for power producers, thus creating a scarcity of 
credits. 

To summarize, the modeling exercises, although uncertain 
and projecting different price levels, indicate a higher price 
in the end of phase 4 with the MSR than without it. This 
suggests that the MSR will have some impact on prices. 
Some results also indicate an increased risk for volatility 
if the MSR is introduced given that hedging needs are not 
taken into account. 

A plausible explanation for such an outcome on price 
levels could be that ETS participants only consider the 
allowance availability for the next two or three years. 
What happens later involves assumptions on economic 
development, technical development, and political 
interventions which are challenging to predict. As such, 
one could argue that prices, to a large degree, are likely 
to depend on the number of allowances available on 
the market instead of the available allowances plus the 
allowances put into the reserve. Another explanation as 
to why the surplus may impact prices could relate to the 
fact that once the allowances have been moved into the 
reserve, they will only trickle back slowly. The allowances 
from the reserve are only released in small portions over 
a long time period. Our estimates show that if emission 
reductions continue at a 2% annual rate, the first release 
of allowances that were initially withdrawn in 2021 will 
not occur until after 2035. 

Another relevant point is that while prices are likely to 
be affected in the medium term (8-10 years), it is still 
unlikely that the MSR, in the short term, will have a 
significant effect on prices. This can be attributed to late 
implementation (2021), but is also accentuated by the 
release of 900 allowances from the backloading reserve 
in 2019-2021. Most estimates predict that prices are likely 
to remain low (below €10) until 2020 and a few years 
beyond, with Point Carbon estimating a price close to zero 
in 2019 and 2020. 

Such a development does not seem in line with the 
objective of the MSR, which is to restore the functioning of 
the carbon market in the short term, and to prevent carbon 
lock in. This has led to suggestions about how to create 
scarcity before 2020, such as setting aside allowances 
before phase 4, canceling backloaded allowances, and 
moving up the start date, to improve functioning and the 
inter-temporal efficiency (see e.g. Konjunkturinstitutet, 
2014; Matthes et al, 2014; and Sandbag, 2014). According 
to Point Carbon, if the mechanism were to start in 2018 
rather than in 2021, then it would keep the price from 
falling when backloaded allowances are being placed 
back onto the market in 2019 (23% higher price 2014-
2020). This will also mean slightly higher prices after 2021 
(12% higher) (Point Carbon 2014a).

Even if the MSR affects the development of prices, there 
are also arguments that the MSR could affect the inter-
temporal efficiency in the wrong direction. Trotignon et al. 

argue that the reserve may induce participants to deviate 
from their optimal inter-temporal emissions reduction 
paths (2014). Should an actor decide to buy allowances 
with the intention to bank them for future use, this would 
increase the surplus (as defined by the MSR). As a result, 
the mechanism would reduce the allowances available 
at auction and thereby force operators to either pay a 
higher price for the allowances needed for compliance, 
or use the allowances meant for banking for compliance 
(Trotignon et al. 2014). 

It would, however, be possible to counter the argument 
put forward by Trotignon et al. by viewing this is a positive 
effect since it helps increase price levels in a way that the 
market is set to do (reduced supply means higher price). As 
we previously mentioned, the MSR could strengthen this 
effect in a way that could lead to further price volatility. 

Since the MSR’s effect on prices is difficult to predict, some 
have argued for using price triggers instead of volume 
based triggers (Konjunkturinstitutet, 2014 and Taschini, 
2014). This would resemble the idea of a price collar, 
which has been rejected by the European Commission, 
but is in place in other emissions trading systems such 
as RGGI and the Californian system, and advocated by a 
number of observers (Burtraw et al. 2013; Edenhofer & 
Knopf, 2014; and Konjunkturinstitutet, 2014). 

Hedging demand

Hedging is the action taken by industries to buy a larger 
portion of allowances today in order to ensure they 
have enough allowances at a later stage. Today hedging 
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is used mainly by the power sector. Nowadays, hedging 
has emerged as a central topic in the MSR policy debate 
(European Commission webcast, 2014). Concerns have 
been raised as to whether the hedging demand is fulfilled 
with the suggested thresholds (Acworth, 2014 and 
Richstein, 2014). For example Richstein et al., concludes 
that the MSR thresholds are set far below the assumed 
hedging demand of power producers (2014). As a result, 
the MSR will lead to a shortage of allowances, an increase 
in medium term prices, and high price volatility. Other 
analysts, however, believe that a surplus of 833 Mt is in 
line with hedging needs (European Commission, 2014b 
and Point Carbon 2014b). 

When the power sector begins reducing its emissions, 
hedging demand may actually decrease. At the same 
time, the manufacturing industry’s future hedging need 
may increase when they need to largely buy allowances 
at auctions (European Commission, 2014b). The inability 
to make correct hedging assumptions today, in regards 
to  a mechanism that will be implemented in six years, 
has led to several discussions and suggestions about how 
to adjust the hedging corridor after changed hedging 
needs. For example, one can adjust the hedging corridor 
gradually, in line with the linear reduction factor. Or one 
can adjust the volume faster in extreme situations so 
that more allowances are removed when the surplus is 
extremely high (European Commission webcast, 2014 
and Sandbag, 2014). 

While hedging demands and the need to understand 
how hedging may impact price formation should not 
be underestimated, it is somewhat surprising that the 
hedging issue has arisen as a key point of discussion 
around the MSR. This is surprising because the hedging 
need is not a new phenomenon, and secondly it is not 
obvious why the MSR should be meant to deliver an exact 
amount of allowances available for hedging. 

It is also important to keep in mind that the central 
objective of the EU ETS is to reduce emissions in a cost-
effective manner, and that the specific aim of the MSR is 
to address the supply-demand imbalance to help ensure 
this. Hedging demand is a natural part of any market, and 
if policymakers are serious about increasing the credibility 
of the EU ETS, participants will need to adjust. How? 
Either by buying allowances on the secondary market 
or through emissions reduction investments, as was the 
original idea with the EU ETS. Importantly, keeping the EU 
ETS simple and understandable should be something to 
strive for. For example, adjusting the volume of corridors 
in the MSR over time risks adding more complexity to an 
already complicated system. This could lead to situation 
where only a limited number of specialized policy experts 
are able to understand the entire situation.
        
Institutional concerns

The carbon price is affected by a number of parameters 
and several uncertainties. The economic recession, the 

accident in Fukushima and the following energy transition 
in Germany, the shale gas in the US, and the UK price floor 
were all developments that were hard to foresee in 2007. 
Yet they have all had an impact on allowance prices. In 
addition, the failure to reach an ambitious deal during the 
2009 Copenhagen UN-meeting meant that EU preserved 
its 20% reduction target, rather than committing to a 30% 
reduction until 2020. Under a 30% reduction target for 
2020, a discussion about the surplus of allowances would 
have been less likely than is the case today.

Uncertainties are likely to continue to influence the 
functioning of the carbon market into the future. The 
MSR, as proposed by the European Commission, may 
be able to deal with these long-term uncertainties since 
the effects of any eventual developments that lead to a 
growth in surpluses (or shortages) would be limited. Yet 
at the same time, results from the European Commission 
(2014b) show that if the MSR had been implemented 
before the financial crises, it would not have been able 
to prevent the rapid build up of the surplus in 2011 and 
2012.  

It could be argued that the MSR may reduce political 
uncertainty, since the mechanism is ‘automatized’ in 
the sense that the annual withdrawal and addition 
of allowances is predefined. On the other hand, such 
predictability might not be so easy to foresee given the 
relatively complicated construction of the mechanism. 
Furthermore, uncertainties may continue regarding the 
political will to possibly cancel the allowances in the 
reserve at a later stage, should the future political debate 
so demand.  

It is unlikely that the MSR will be able to handle all types 
of unforeseen events. Trying to construct such a “deus 
ex machina” may prove futile. Although it is important 
to reform the EU ETS with a mechanism that can address 
certain types of supply-demand imbalances, this tool 
needs to be complemented by reoccurring reviews.
 
Credibility

The credibility of the system is closely related to any 
discussion on reforms and interventions. In our opinion, 
the MSR runs three risks in terms of credibility. 

• From now until the next decade when the MSR may 
have a significant impact on prices, enough time 
may have elapsed to undermine the system to the 
degree to which policymakers start evaluating other 
policy measures, including domestic actions. This 
could have a detrimental effect on common European 
climate policy. 

• The MSR may lead to greater price volatility in the 
short term and may even create greater uncertainty 
about the amount of future available allowances. 
This, in turn, could lead to more speculation. 

• Adding yet another a layer of complexity to a system 
that is already criticized for a lack of transparency and 
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for being difficult to understand may further distance 
the EU ETS from citizens, civil society, and decision 
makers on different levels. This would undermine the 
credibility of the trading scheme. 

Conclusions and 
recommendations
It is clear that without action the current surplus of 
allowances is likely to persist for a decade or more, which 
makes the EU ETS irrelevant as an instrument for driving 
climate (and economic) efficient investments. In order 
to address the surplus, the European Commission has 
proposed the creation of a MSR. Since the MSR was first 
proposed in January 2014, several organizations have 
analyzed the function of the MSR. Based on these studies 
and our own analysis, we arrive at a set of conclusions 
and recommendations regarding the MSR proposal as 
suggested by the European Commission. 

We are generally positive that a significant volume of 
planned allowances will be made unavailable to buyers, 
either permanently or temporarily. Our preferred choice 
would be to permanently remove a number of allowances 
from the market, which is in our view, the most effective 
way to reset the market. 

Alternately, if a temporary removal of allowances is 
preferred, then the proposed MSR has some merits. 
Namely the MSR is likely to reduce the rapidly growing 
surplus, and it is designed in a way that keeps removed 
allowances away from the market for enough time to 
have a real impact on prices. However, we are less certain 
that the mechanism, as proposed today, is the best option 
to strengthen the functioning of the EU ETS. We have 
identified a number of weaknesses of the MSR.

First the MSR does not come into effect until 2021, it, 
hence does little to improve the current oversupply of 
allowances. Our own analysis, along with the research of 
others, illustrates that the large oversupply will continue 
well into phase 4. This constitutes a risk of another decade 
without sufficient investments in low-carbon technology. 
Therefore, we suggest that the MSR enter into force in 
2017 or 2018 rather than 2021. In addition to beginning 
early, it is key that the 900 million backloaded allowances 
are not injected into the market in 2019, but rather moved 
to the MSR. This would protect the market from being 
flooded just before the MSR kicks in, and would lead to a 
quicker impact on price levels

Hedging demand has become an important topic of 
discussion around the MSR. The discussion illustrates 
that actors wish to understand not only current hedging 
demand, but also how hedging demand may change in 
the future, and how this may interact with the reserve. 
If the hedging need is an important objective of the EU 
ETS it should be analysed further, for example, in the first 

review of the MSR. When discussing technical aspects of 
thresholds and changes in hedging demand, we believe 
that it is important to keep in mind that the primary aim 
of a reform should not be to deliver an exact amount 
of allowances available for hedging need. We feel that 
hedging is secondary to the goal of reducing emissions. 

Several observers have raised concerns that the MSR may 
lead to greater price volatility in the short term, a loss 
of inter-temporal efficiency, and introduce risk relating 
to gaming or speculation.  We share these concerns 
and suggest that the impacts of the MSR on prices, 
efficiency, and gaming be further investigated before 
implementation. 

The complexity and uncertainty of the MSR are two 
further concerns.  While the ‘automatized’ structure of 
the mechanism could increase predictability, there may be 
uncertainties regarding the political will to cancel reserve 
allowances at a later stage, and how the MSR would handle 
future unknowns such as technological breakthroughs or 
new economic crises. Even with a mechanism that can 
address future supply-demand imbalances, it is likely that 
the EU ETS will continue to need adjusting and there will 
be a need for recurring overviews. 

The credibility of the system is closely related to any 
discussion on reforms and interventions. Adding 
yet another a layer of complexity to a system that 
is already criticized for its lack of transparency and 
incomprehensibility, could further distance the system 
from citizens, civil society, and even decision makers 
on different levels. This, in turn, would undermine the 
credibility of the system. 

Discussions about reforming the EU ETS contain certain 
elements of confusion. Despite being clear that the EU 
ETS is a system to regulate quantity, it is obvious that 
price levels are important to most parties. Then perhaps 
it would be more straightforward to discuss a price collar. 
At present, the European Commission and others regard a 
price collar to be in conflict with the EU ETS as a quantity 
based instrument. It could, however, be argued that the 
MSR is a complicated way of securing an acceptable price 
level, and that it would be less complicated to introduce a 
reserve price for auctioned allowances. Some argue that a 
price collar would change the cap, and thus the objectives 
of the policy. Yet a price collar could be implemented so 
that it functions under a quantity cap. When the lower 
price level is reached, allowances are not allocated to 
participants, but instead placed in a reserve. When the 
upper price level is reached, extra allowances are taken 
out of the reserve. This way the price collar would not 
change the total cap (over all periods), but only shift the 
allocation of allowances between years. 

Finally, we would like to highlight a concern that we 
have not seen others discuss. The ability to link the EU 
ETS to carbon markets in other countries and regions 
has previously been an explicit goal of the European 
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Commission. Although attempts to link up with other 
markets, like Australia and California, have been unfruitful 
thus far, linking carbon markets should continue to be 
prioritized. Linking of carbon markets are also likely to have 
some role to play in a new global agreement on climate 
change. Therefore, possible MSR-related consequences 
from linking need require evaluation. Through this, there 
is a need to make clear how the MSR could handle a reality 
where other markets (outside the EU ETS) buy and sell 
EU allowances. For instance, how would the MSR react in 
a situation where Chinese ETS participants decide to use 
EUA for compliance rather than Chinese allowances?

Final Thoughts
The MSR is not the easiest or the most predictable of 
the reform options being considered for the EU ETS. Yet 
politics is the art of the possible, and the MSR is perhaps 
the one reform option which can create the largest 
amount of support. However, we believe that the impacts 
of the MSR on the function and efficiency of the EU ETS 
are not yet fully understood. 

In this paper, we have made an attempt to summarize 
some of the recent analyses on the topic along with our 
own. The MSR will probably have an impact, but our 
general impression is that the MSR is  ‘too little, too late’ 
for the MSR to contribute to saving the EU ETS, it needs 
adjustments. As such, the mechanism is also subject to 
valid questions. 

In particular, we would like to highlight the risk of adding 
another lawyer of complexity to a system that is already 
difficult to grasp for a considerable portion of policymakers 
and observers. It may be that a very technical solution is 
the only possible way forward, but there are a number 
of reforms that could achieve the same effect in a more 
straightforward manner. Two examples include the 
cancellation of allowances and a price collar. Here, the 
devil is truly in the detail.

The two truisms of politics – as the art of the possible 
and as the devil in the detail – have come to influence the 
debate following the European Commission’s proposal 
to introduce a Market Stability Reserve. With the risk of 
sounding naïve; perhaps there is a need to take a step back 
and discuss the principles behind the proposed reform 
before delving into debates about the exact number of 
thresholds, hedging needs, and annual removal from the 
market to the reserve.
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