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Snapshot
Policy makers have agreed on the future shape of Europe’s carbon market (EU ETS) after 
2020. With this White Paper we provide our insight and analysis regarding the details of the 
reform. Further, we assess the impact of the political agreement on the market balance and on 
the carbon price.

Key points

l    European policymaker adopted a common framework that will define the European carbon 
market for the period after 2020. Following the formal political process we expect the file to 
be rubberstamped during the first quarter 2018.

l    In our view, the key price-driving element of the new market framework is the doubling of 
the market stability reserve (MSR) withdrawal rate to 24% between 2019 and 2023. This 
will cause auction volumes to be cut by approximately 400m allowances annually during the 
first years of the mechanism in operation.

l    The invalidation of allowances from the MSR in 2023 will remove 2.4bn allowances from the 
market stability reserve

l    Our modelling suggests, that in phase 4 the cross-sectoral correction factor (CSCF) will not 
be applied, prevented by unused free allocation in earlier years.

l    We find the market reform to add more ambition to the EU ETS which is reflected in our 
model forecasting the EUA price to climb towards the €33 level by the end of 2023 before 
declining to €24 by 2030 as a result of increased emission abatement measures.
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Introduction
After two-and-a-half years of negotiations, delegations of the European Parliament and the 
Council together with support by the European Commission agreed on a common framework 
that will define the European carbon market (EU ETS) for the period after 2020. The outcome 
of the so-called trilogue negotiations reached in November 2017 now only needs approval by 
the parliament’s plenary (provisionally scheduled for 5 to 8 February) before being submitted 
to the council for final adoption. We expect the process to be finalised during the first quarter 
of 2018.

Key elements of the post-2020 deal
In this report, we first provide an update of the main elements of the post-2020 EU ETS deal 
and translate the trilogue outcome into a post-2020 market framework. Please note, that all 
modelling in this report is based on the assumption that UK installations will remain in the 
EU ETS until the end of the third trading period (2013-2020), leaving the system with the 
start of the fourth trading period (2021-2030). Other scenarios are possible depending on the 
development of the political negotiations.

Cap distribution

Reducing the number of allocated allowances

The linear reduction factor (LRF) defines the annual decrease of allowances provided to the 
market either via free allocation or via auctions. The linear decrease in the allowance cap is a 
means to ensure constant emission reductions over time. Policymakers agreed to increase the 
LRF from 1.74% per year during the third trading period (2013-2020) of the EU ETS to 2.2% 
per year during the fourth period (2021-2030). As a result, in the fourth trading period (TP4) 
the cap will decrease by 43m every year in order to achieve a total 43% reduction of emissions 
in 2030 compared to 2005 levels. The LRF will be kept under review in context of each global 
stocktake agreed under the Paris Agreement. The clear intention is to increase the ambition of 
the market and consequently the LRF at a later stage.

Free allocation

The general split of allowances into different distribution channels foresees that 43% of the 
cap, the total number of allowances available in a trading period, is handed out for free to 
market participants. This share is slightly reduced by a redistribution of these allowances to 
other elements of the market, explained in detail by Figure 1 below. The maximum allocation 
an installation can receive depends on the historic production of an installation multiplied with 
the benchmark of the product. Benchmarks define a reference value for emissions relative to a 
production activity.

In order to consider technological progress, the benchmark values – currently based on the 
emission intensity of the 10% most efficient installations in 2007-2008 – will be reduced by a 
flat rate approach. The flat rate is product-dependent and will be calculated for the first and 
second half of Phase 4 separately. Moreover, the flat rates can only be determined within a 
certain corridor with an upper boundary of 1.6% and a lower boundary of 0.2% annually to limit 
the potential benchmark adjustments. While the utilised flat rates depend on the real efficiency 
improvements of the respective product, the hot metal benchmark (0.2%) as well as the heat 
benchmark (1.6%) are fixed by flat rate adjustments.

Furthermore, the allocation depends on the carbon leakage risk a sector faces. The exposure 
to that risk is calculated by multiplying the intensity of trade by the emission intensity. If this 
value is greater than 0.2, a sector is considered as carbon leakage endangered during phase 
4. Sectors below the 0.2 threshold, will receive 30% free allocation in the first half of TP4. This 
free allocation will then be linearly phased out, reaching zero free allocation in 2030 with the 
extension of heat remaining at 30%. However, for values between 0.15 and 0.2, the reform 
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Sectors considered as non-
exposed to carbon leakage will 
receive 30% free allocation in the 
first half of TP4 with a linear phase-
out towards 2030
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allows a qualitative assessment of the carbon leakage exposure leaving the door open for a 
100% free lunch. 

In case the demand for free allocation exceeds the available number of allowances, a cross-
sectoral correction factor (CSCF) is applied, reducing the free allocation for all installations with the 
same percentage. In order to reduce the likelihood of the CSCF, EU legislators adopted a flexible 
part of the cap. This 3% of the cap (equal to 411m allowances) intended for regular auctions can 
be shifted from the auction pot to the free allocation if a CSCF would apply. This means that if a 
CSCF were to apply, the auction share would be decreased to mitigate or completely prevent the 
resulting allocation cut. Consequently, the auction share could reduce to as low as 54% of the cap. 

In contrast to TP3, the allocation process is optimised in a way that all volumes can be utilised. 
Consequently, in case the sum of free allocation in one year does not reach the maximum limit, 
the excess allowances will be used to prevent or limit a CSCF from being applied in later years. 

From our modelling, we conclude that the CSCF would not be applied due to the use of regular 
leftovers from the first half of TP4 and the use of 109m of the conditional flexibility from the 
auction volumes explained later.

New Entrant Reserve 

The New Entrant Reserve (NER) provides free allocation for new installations and for significant 
capacity increases in in existing installations. The NER during TP4 will consist of 145m 
unallocated allowances taken from TP3 (of which 25m will be provided to Greece for co-financing 
decarbonisation of the electricity supply of islands) and 200m allowances from the market 
stability reserve (MSR). This means the NER will have a starting value of approximately 320m 
allowances. If unused by the end of TP4, up to 200m allowances will be returned in the MSR.

As of 2021, the NER will also cater for production increase and decreases of at least 15% 
expressed as a rolling average of verified production data for the two preceding years compared 
to the level used initially for determining free allocation..

Auctioning

The auction share forms 57% of the cap, but is reduced by several elements before the 
auctions de facto take place. In the first place, 2% of the cap is reserved for the Modernisation 
Fund; the entire volume of 274m is taken from the auction share. 

In order to lower or prevent a cross-sectoral correction factor (CSCF) from being applied, 
an additional 3% of the cap can be shifted from the auction pot towards free allocation (see 
above). In case no CSCF is triggered or the maximum of the flexibility pot is not exploited, up 
to 50m EUAs would be transferred to the Innovation Fund and up to 68m EUAs (0.5% of the 
cap) would be added to the Modernisation Fund. Only then, additional volumes remaining in 
the set-aside flexibility will come to market via auctions towards the second half of TP4. Should 
there be fewer allowances left over than the 118m foreseen to be shifted towards the funds, 
the funds will be filled on a pro rata basis.

The remaining auction share gets allocated to member states in the form of 90% regular 
distribution and 10% for the purpose of solidarity and growth to member states whose GDP 
per capita did not exceed 90% of the EU average in 2013..

Derogation rules for the power sector

Member states with a GDP below 60% of the EU average in 2013 are allowed to support their 
electricity sectors with free allowances. For this, the entitled 11 member states are allowed 
to use up to 40% of their auction share. This can be increased to 60% of auction volume if a 
member state also receives solidarity auction volume. In such case, a member needs to use 
solidarity volume for the increase from 40% to 60% while shifting a corresponding amount of 
allowances from the solidarity volume to the Modernisation Fund. Further, a member state can 
decide to voluntarily shift derogation volume to the Modernisation Fund.

In TP4 the CSCF will not be 
applied due to use of leftovers and 
the flexibility in the auction share

The New Entrant Reserve will have 
a breathing element, accounting for 
upward and downward adjustments 
of production levels  
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Funds

FFor supporting innovative low carbon projects, including renewable energy and CCS, an 
innovation fund will be established. The fund will consist of 400m TP4 allowances, sourced 
with 325m from the free allocation share and 75m from the auction side. In addition, up to 
50m allowances can be added in case the 3% flexibility is not fully used to prevent the CSCF. 
Further, 50m will be taken from the MSR and monetised in 2019-2020 to bridge between TP3 
and TP4.

The allowances will be monetised to generate cash that is used to support innovative projects. 
While still completely at this stage, we assume a frontloaded monetisation over 2021 to 2025, 
resulting in a supply of 80m per year. 

In addition, a modernisation fund will be established to support eastern European countries by 
providing them with financial assistance to modernise their energy systems. Those allowances 
are auctioned according to general auction rules. The revenues of the auctions are set aside to 
create a monetary fund. With an initial volume of 2% of the cap (approximately 274m EUAs), 
the fund is accessible to low income member states with GDP/capital below 60% of the EU 
average in 2013. 

The fund may be increased by up to 0.5% of the cap in case not all flexibility volume is needed 
to avoid the CSCF. The modernisation fund will not support energy facilities using solid fossil 
fuels except investments in highly efficient co-generation in Bulgaria and Romania if these also 
use a corresponding amount for derogation projects as outlined by Article 10c.

For Greece, which is not eligible for the modernisation fund, a special solidarity provision 
applies. Greece will receive 25m allowances from unallocated TP3 NER allowances to co-
finance up to 60% of decarbonising the electricity supply of islands.

Voluntary cancellation

Member states can cancel allowances from their auction volume to account for domestic 
policy measures (such as coal phase-out) corresponding to the average verified emission of 
the previous five years of the installations concerned. Given the uncertainty of the rules, we 
have not made any assumption of how many allowances would be cancelled. This is mainly 
as this question is a black box in the absence of any countries making statements about their 
willingness to sacrifice auction revenue for safeguarding the EU ETS for member states. 
Overall these elements lead to the final cap distribution that can be seen in Figure 1.
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Market Stability Reserve

In 2015 policymakers agreed to implement the Market Stability Reserve (MSR) withdrawing 
allowances as of 2019 in order to tackle the EU ETS supply and demand imbalance and make 
the market more resilient to external shocks. The MSR was initially designed to take out 12% 
of the market surplus until the latter drops below 833m. If the surplus drops further below 400m 
allowances, 100m EUAs would be added from the MSR to the auction volume to stabilise the price.

Even though the MSR starts withdrawing allowances only as of 2019, EU legislators adopted, 
with the post-2020 file, a doubling of the intake rate to 24% from 2019-2023 (five years) and a 
corresponding doubling of the minimum withdrawal rate from 100m to 200m per year. This is the 
most ambitious measure in terms of price implications in the post-2020 reform. The MSR will lower 
the annual auction volume by around 400m allowances during the first years of the MSR, gradually 
decreasing to levels around 100m allowances per year once the withdrawal rate is reverted to 12%. 

Further, as of 2023, the MSR stock will be compared with the previous year’s auction volume. 
If the MSR stock were higher than the previous year’s auction volume, the surplus would be 
made invalid. This will lead to a significant decline of 2.3bn allowances in MSR stock during 
one single year and several small-scale invalidations throughout the remainder of TP4.

Market balance and prices
The post-2020 reform in general tightens the market framework during TP4 compared to 
the current market set-up. Largely, this is achieved via volume-based measures such as the 
doubling of the MSR intake rate and the tightening of the reduction target to minus 43% by 2030. 
During the second half of TP4, the fundamental balance is relaxing as the high carbon prices 
resulting from the doubled MSR withdrawal result in additional abatement (emission reductions). 
The MSR doubling for the first five years of its operation will change market participant behaviour 
already during TP3. As of 2018, we expect market participants building long positions to 
anticipate the MSR price effect. Within the first half of TP4, the strengthened MSR will reduce the 
market surplus significantly. This will push the abatement pressure forward in time, causing the 
carbon price to increase towards the €37/tonne level at the end of the first half of TP4.

After this peak, our modelling suggests the carbon price will fall again due to the significant 
emission reductions realised during the early years of TP4 resulting from abatement. Paired 
with the reduced 12% MSR for the rest of the period and the inflow of the unused flexible 
share and the funds, this leads to a fundamental yearly surplus during the second half of TP4 
and consequently decreasing prices with EUAs reaching €23/tonne in 2030.

Our model predicts EUA prices to 
go as high as €37/tonne by 2023 
and 2024 before abatement will 
bring prices lower again 

Figure 2: Historic EUA prices and forecast



5
ICIS accepts no liability for commercial decisions based on the content of this report. Unauthorised reproduction, onward transmission or copying of the EU ETS White Paper in either its 
electronic or hard copy format is illegal. Should you require a licence or additional copies, please contact ICIS at sales@icis.com.

EU ETS post-2020 reform: status quo or seismic shift?

Carbon Leader Team
Judith Schröter Jackie Cooley
Business Director Carbon Market Analytics Senior Analyst – North American Carbon Markets
judith.schroeter@icis.com jackie.cooley@icis.com

Philipp Ruf 
Director – EU Power & Carbon Analytics 
philipp.ruf@icis.com 

European Union Carbon Market
Marcus Ferdinand Vincent Ehrmann
Lead Analyst – EU Power & Carbon Markets Senior Analyst – EU Power & Carbon Markets
marcus.ferdinand@icis.com vincent.ehrmann@icis.com

Yann Andreassen Stefan Feuchtinger
Senior Analyst – EU Power & Carbon Markets Analyst – EU Power & Carbon Markets
yann.andreassen@icis.com stefan.feuchtinger@icis.com

Simone Lischker Vlasis Megaritis
Analyst – EU Carbon Markets Analyst – EU Power & Carbon Markets
simone.lischker@icis.com vlasis.megaritis@icis.com

Vija Pakalkaite Lars Petersen
Analyst – EU Power & Carbon Markets Analyst – EU Power & Carbon Markets
vija.pakalkaite@icis.com lars.petersen@icis.com

Nefta Kanilmaz Nick Sibarani
Student Analyst – EU Power & Carbon Markets Student Analyst – EU Power & Carbon Markets
nefta.kanilmaz@icis.com nick.sibarani@icis.com

Florian Rothenberg Philipp Landes
Student Analyst – EU Power & Carbon Markets Student Analyst – EU Power & Carbon Markets
florian.rothenberg@icis.com philipp.landes@icis.com

EU ETS White Paper – EU ETS post-2020 reform: status quo or seismic shift? | 11 December 2017 | analytics.icis.com

European Union Analyst Research Report
Tschach Solutions GmbH
Steinhäuserstrasse 9
76135 Karlsruhe
Germany
Tel: + 49 (0)721 205 9629 0

Website: analytics.icis.com

Enquiries – ICIS Customer Support
Asia +65 (0)6789 8828
Europe/Asia +44 (0)20 8652 3335
The Americas +1 (0)713 525 2600

csc@icis.com

Director – EU Power & Carbon Analytics
Philipp Ruf
+49 (0)721 205 9629 13
philipp.ruf@icis.com

EU Carbon Analysis Team
+49 (0)721 205 9629 13
eu-carbon@icis.com

Business Director Carbon Market Analytics
Judith Schröter
+49 (0)721 205 9629 14
judith.schroeter@icis.com

Head of Sales – Analytics
Justin Banrey
+44 (0) 207 911 1939
justin.banrey@icis.com

Market analysis, price forecasts and data to help you make better trading decisions:

Request a free trial Request a free trial

The EU ETS Portal provides our complete suite of tools
designed to help traders, analysts and risk managers interpret
the impact of policy and regulatory developments whilst also
identifying risks and opportunities in the market. These tools
include behaviour-driven analysis, price forecasts and the
inputs and outputs from the Timing Impact Model (TIM),
which are the perfect starting point for your own analysis.

The EU ETS Insight provides the highlights of the ICIS
EU behaviour-driven analysis. Therefore, it’s ideal for
stakeholders who need to keep in touch with key
developments in the EU ETS and want to understand the
market impact of those developments but require neither
detailed datasets nor deeper insight.

https://www.icis.com/contact/free-trial-to-the-eu-ets-portal/?channel=energy&commodity=carbon-emissions&cmpid=ILC|ENER|CHHNT-post-2020-reform-EUETSPortalTrial-07-12-2017&sfid=7012X000001mIuv
https://www.icis.com/contact/find-out-more-about-eu-ets-insight/?channel=energy&commodity=carbon-emissions&cmpid=ILC|ENER|CHHNT-post-2020-reform-EUETSInsightTrial-07-12-2017&sfid=7012X000001mIv0
https://www.icis.com/contact/free-trial-to-the-eu-ets-portal/?channel=energy&commodity=carbon-emissions&cmpid=ILC|ENER|CHHNT-post-2020-reform-EUETSPortalTrial-07-12-2017&sfid=7012X000001mIuv
https://www.icis.com/contact/find-out-more-about-eu-ets-insight/?channel=energy&commodity=carbon-emissions&cmpid=ILC|ENER|CHHNT-post-2020-reform-EUETSInsightTrial-07-12-2017&sfid=7012X000001mIv0

