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1. Why now is “credibility crunch time” for the EU ETS

2. Measuring the current credibility

3. What might help strengthening credibility going forward

Overview
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1. Why now is “credibility crunch time” for 
the EU ETS
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Much tighter cap after 2023 requires massive investments (“endgame”)

~2040
(2023 reform)

2057
(pre-reform)

Source: Pahle et al. (2024), ETS endgame
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But things are not going well on investment side…
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…and also not politically: cap still credible? 
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› Expectation of future price-
reducing intervention (𝑝𝐴) reduces 
short term prices (Salant 2016):

› Mores steeply rising price make 
interventions later more likely
(Pahle et al. 2022)

 Could lead to a vicious cycle that 
further undermines credibility

Risk of low credibility could leading to vicious cycle

ሶ𝑝𝑅(𝑡)

𝑝𝑅(𝑡)
= 𝑟 + 𝛼 1 −

𝑝𝐴

𝑝𝑅(𝑡)
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2. Measuring the current credibility
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› Low credibility should be reflected in current market prices

› Helpful to distinguish between short term and long term 
component of price signal

› Short term component: counterfactual ETS w/o banking
› Low credibility depresses long term component

› Measurement using modelled counterfactual prices 𝑝𝑚 with 
different degrees of foresight (discount rate 𝑟𝑚, or rolling horizon): 

› Identification challenge as other factors also reduce long term 
component, e.g. uncertainty combined with limited information  
(Quemin & Trotignon 2021)

Methodological considerations

𝑝𝑚(𝑡, 𝑟𝑚) − 𝑝𝑜(𝑡)
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› Prices before 2018 reform 
consistent with rolling horizon
model (Quemin & Trotignon
2021)

› Prices from 2018 onwards 
increasingly consistent with 
perfect foresight model (Sitarz et 
al. 2024)

› Potential explanation: high 
political costs of reform 
strengthened credibility

Analysis suggests past ETS reforms have strengthened credibility
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But ETS back in a low credibility regime?

50

100

1/21 1/22 1/23 1/24

EU COM proposal 
to tighten cap

Onset Covid
crisis

Reform adopted

Disclaimer: Short term
fundamentals (gas price, 
industry production, additional 
REPowerEU supply) all bearish
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3. What might help strengthening credibility 
going forward
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› Accelerating decarbonization through 
complementary policies & measures

› Subsidizing investments in clean technologies 
(“Clean Industrial Deal”)

› Removing non-market barriers, in particular 
red tape and veto points in planning processes

› Related economic research on new economics 
of industrial policy (e.g. Juhász, Lane & Rorik
2023) and CCfDs generally endorsive, but 
important caveats 

› ETS rules and governance itself “untouched”…

What is happening: Current policies focus on complementary measures
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› Credible commitment by using rules rather than discretion (Kydland & 
Prescott 1977) that are sufficiently flexible to be stable over time (e.g. 
Brunner et al. 2012, Dolphin et al. 2024)

› Recommendations to ensure stability
› Carbon central bank very prominent idea among economists  
› But questionable if politicians would delegate (e.g. Doda 2016) and if such an 

institution would outperform market (Oman et al. 2024), depends on rule

› Recommendations to ensure flexibility
› Recent proposals for flexible cap (e.g. Benmir et al. 2024, Karp & Traeger 2024)
› But with increasingly tighter supply, “upward” flexibility (increasing supply) more 

and more limited main credibility challenge
› Main options to increase supply: (1) linking to other carbon markets and (2) 

integration of carbon dioxide removal technologies

Economists’ recommendations
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› Linking paradox (Burtraw et al., in preparation): the higher the value 
of linking, the more difficult it is to implement

› Substantial distributional concerns of linking (very) high price systems with low 
price system

› Substantial environmental integrity concerns when linking to ETS with low 
standards or CDR

› Implementing linking a problem for credibility, NOT linking also a 
problem for credibility!

› Basically two options to strengthen credibility:
› Solve the linking paradox (quickly)
› Cap rule that ensures more temporal flexibility

It all breaks down to…
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Additional material
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Way forward: Draghi Report & Clean Industrial Deal
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ETS reform 2023 ushered in “endgame”

~2040
(FF55 reform)

2057
(pre-reform)

2024
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Possible price paths through 2030

Source: Ariadne Projekt (2023)

Source: Carbon Pulse POLL April 2024
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