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Reducing the EU ETS surplus: The new deal 
between manufacturing industry and the 

climate 
 

The EU ETS is in a dire state. Unless solutions are sought the quickly transferring the surplus into 
the MSR as well as reducing the overall size of surplus allowances, it will fail to deliver the 
outcomes committed to in the Paris Agreement. 

There are three broad routes to addressing the structural weakness with the EU ETS which range 
from: 

i) Cancelling the surplus and therefore changing the current -40% by 2030 target; 
ii) Transferring the surplus into the Market Stability Reserve (MSR) at a quicker rate than 

currently proposed;
iii) Replacing the ETS with other measures that have a strong track record delivering clean 

investments, jobs and growth.  

In this report, we concentrate on options from the second category and importantly, those which 
integrate options put forward by manufacturing industry in order to build a mutual win-win 
situation that supports installations at genuine risk of international competition with subsided free 
allocation as well as facilitating deeper decarbonisation in the electricity generation sector. 
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Summary  

• Reducing the share of auctioning allowances to 52%, as proposed by many stakeholders, would 
consume about 700 million allowances and reduce the size of the surplus towards the end of 
Phase IV.  

• This would have a greater impact on reducing the ETS surplus than increasing the LRF to 2.2% 
or 2.4%. However, the impact will be experienced towards the end of Phase IV so additional 
measures are required to impact earlier.  

• Temporarily doubling the MSR removal rate to 24% for three years, would transfer 1,009 
million tonnes to the MSR between 2019-2022 and help to make the ETS deliver a meaningful 
and more stable carbon price signal earlier in Phase IV. 



1. Reducing the auctioning share to 52%  

Manufacturing stakeholders, MEPs and governments are advocating for a reduction in the share of 
allowances for auctioning. Their intention is to avoid the application of the Cross Sector 
Correction Factor (CSCF) which reduces the amount of subsidised ETS allowances given to 
industry for free due to international competitiveness concerns.  This measure, if designed 
correctly, would also have a bigger impact on the long-term ETS price and surplus reduction than 
the Commission’s current proposal for reform. 

According to analysis kindly produced by Thomson Reuters the impact of the 52% auctioning rate 
will be to remove about 700 million allowances to 2030 and reduce the size of the surplus stored 
in the Market Stability Reserve (MSR) compared to the Commission’s current proposal (the Base 
Case scenario) as highlighted in Figure 1. The Base Case projections in Figure 1 and 2 are based on the 
current ETS including the Commission’s proposal to increase the Linear Reduction Factor (LRF) to 2.2% 
from 2021.

Figure 1: Impact of 52% auctioning rate on the ETS surplus to 2030 

 
Source: Thomson Reuters

Reducing the total volume of allowances available for auctioning dampens the supply of allowances 
on the flooded market. This scarcity would lead to an increase in price and a reduction in surplus 
as allowances on the market already would be purchased and surrendered for compliance. 
Overtime, this would reduce the size of the surplus in the market and within the MSR. Importantly, 
this would impact electricity generators the most as they are the largest compliance buyers in the 
market. 

This would also have a greater impact on reducing the surplus, strengthening the carbon price and 
supporting manufacturing industry than increasing the LRF to 2.4%, which is aligned to delivering 
the -40% objective agreed by Heads of State in October 2014.  
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Furthermore, the estimated ETS price also increases to €30 by 2030 on a much quicker and 
smoother trajectory as highlighted in Figure 2. 

Figure 2: Estimation of ETS prices with 52% auctioning share 

 
Source: Thomson Reuters

2. Temporarily doubling the MSR removal rate to 24% 

However, the impact of this measure come to fruition towards the end of the trading period.  An 
additional measure, which does not change the current -40% by 2030 target would be required to 
smooth the investment signal earlier in the trading period.

Here the best option would be to temporally double the MSR removal rate from 12% to 24% for 
three years between 2019-2021. The 12% removal rate is a non-structural element of the MSR.  
This would provide a short term boost to the EU ETS by speeding up the transfer of surplus 
allowances into the MSR prior to the MSR review which is scheduled to take place by 2022, in time 
for the UNFCCC global stocktake meeting in 2023. 

The impact of this would be to place an estimated 1,009 million tonnes in the MSR by 2021 
compared to 540 million tonnes from the current ETS, as highlighted in Table 1.

Table 1: Comparison of 12% and temporary 24% removal rate 

Source:  Thomson Reuters

12% removal rate (million tonnes) 24% removal rate (million tonnes)

2019 190 381

2020 183 351

2021 167 277

Total 540 1,009
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The price impact would be to smooth the increase before the 52% auctioning ratio took effect as 
indicated in Figure 3. 

Figure 3: Estimated impact of 24% MSR removal rate from 2019-2021 on price 

 
Source: Thomson Reuters

3. Supporting deeper decarbonisation for electricity generators 

These options go on the basis that there is full fungibility of ETS allowances between the electricity 
generation sector and manufacturing industry. 

Given the need for quicker and deeper decarbonisation in the electricity generation sector to 
2030, it is vital for the electricity generation sector to have a steeper reduction trajectory than 
some manufacturing industry sectors. 

The optimal solution would be to employ a solution similar to that for the aviation sector. 
European Union Aviation Allowances (EUAAs) were created for the aviation sector to safeguard 
them from purchase by other sectors in the EU ETS because no other sector can use these 
allowances for compliance. 

To shield the manufacturing industry and protect against the CSCF, subsidised free allocation 
allowances should be in the form of European Union Industry Allowances (EUIAs). Electricity 
generators will not be able to use EUIAs for compliance. This way, these allowances can only be 
used by manufacturing industry for compliance or trading with other manufacturing industries. 
Importantly, it would allow for differing LRFs between electricity generation and industry from 
2021 onwards and prevent mass selling of excess subsidised free allocation to undermine the 
electricity generation sectors investment pathway to decarbonisation. 
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Amendments - 52% auctioning ratio 

Amendments - 24% MSR removal rate 

. 

Amendments - Definition of EUIA 

Commission proposal

Proposal for a directive 
Article 1 – point 4
Directive 2003/87/EC
Article 10

Suggested amendment

Proposal for a directive 
Article 1 – point 4
Directive 2003/87/EC
Article 10

“From 2021 onwards, the share of allowances to be auctioned 
by Member States shall be 57%”

“From 2021 onwards, the share of allowances to be auctioned 
by Member States shall be 52%”

Justification 

52% auctioning share avoids the CSCF for manufacturing industry and reduces the surplus.

Suggested amendment

Proposal for a directive 
New 

Amendment to Decision (EU) 2015/1814

Decision (EU) 2015/1814 is amended as follows:

In Article 1 the following paragraph is inserted after paragraph 
5:

5a. In derogation from the first sentence of paragraph 5, for the 
years 2019, 2020 and 2021, the number of allowances that 
shall be deducted from the auctioned allowance and placed in 
the reserve shall be equal to 24% of the total number of 
allowances in circulation. 

Justification 

To accelerate the removal of the surplus in order to provide short-term strengthening of the ETS prior to the MSR review in 
2022. 

Suggested amendment

Proposal for a directive 
New 

Amendment to Directive 2003/87 
Article 3 - a - 1

‘European Union Industry Allowance’ means an allowance 
to emit one tonne of carbon dioxide equivalent during a 
specified period, from sectors governed by Article 10a, 
which shall be valid only for the purposes of meeting the 
requirements of this Directive and shall be transferable in 
accordance with the provisions of this Directive;

Justification  

Only installations that are eligible for subsidised free allocation shall receive EUIA allowances.  
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Amendments - Segregating EUIAs 
Suggested amendment

Proposal for a directive 
New 

Amendment to Directive 2003/87 
Article 12 - 3 - b

“Member States shall ensure that, by 30 April each year, 
the operator of each installation defined as an electricity 
generator under Article 3 of this Directive, surrenders a 
number of allowances, other than allowances issued under 
Chapter II or classified as EUIAs, equal to the total 
emissions from that installation during the preceding 
calendar year as verified in accordance with Article 15, and 
that these are subsequently cancelled. 

Justification  

Electricity generators are not permitted to surrender EUIAs for compliance. However, manufacturing industry would be able to 
surrender EUAs for compliance.
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