
1 

 

 

 

 

 

 

 

 

 

 

  

Transition risk for the ASX200 

Design, operation and implications for the linking of emissions trading systems  

 

Summary for policymakers 

February 2020  

 



2 

Summary for Policymakers 

Jurisdictions are increasingly adopting market stability measures (MSMs) to help manage unexpected 

market shocks in emissions trading systems (ETSs). These MSMs provide predictable responses to 

unexpected circumstances and help ensure that carbon prices and quantities of emissions reductions 

are aligned with policy goals. This includes supporting low carbon investment by reducing the risk of 

very low carbon prices and increasing ETS acceptance by avoiding excessive costs. 

This paper presents a compilation of two reports that consider the operation of MSMs and analyse 

the potential implications of these measures for ETS linking. These papers are as follows:  

● Understanding price and quantity based MSMs, outlines the findings of a detail literature 
review and expert interviews regarding the design and operation of these measures 

● The impacts of linking ETS with MSMs, presents qualitative analysis and first of the kind 
modelling to consider the potential implications of these measures for ETS linking   

We find that MSMs have become an essential part of ETS design, with all major ETS operating 

worldwide adopting some form of measure. Our review investigates MSMs proposed or implemented 

in eight global jurisdictions: the EU; South Korea; California-Quebec; the North-eastern US states in 

the Regional Greenhouse Gas Initiative (RGGI); Australia; New Zealand; Chinese regional carbon 

markets; and Tokyo-Saitama’s city-level carbon market.  

For each jurisdiction, we provide an overview of the key ETS characteristics before considering in 

detail the design of MSMs. A comprehensive review of existing literature is complemented by 

practitioner interviews to identify the circumstances that led to market intervention, the processes 

taken to give effect to the intervention, and the factors considered under discretionary interventions. 

Subsequently, we detail the functioning of MSMs and evaluate the impact of these interventions on 

the functioning of markets, including spot and forward prices.  

From this analysis, we identify five observations from the comparison of MSMs implemented to date: 

1. Inflexible regulatory processes can delay policy makers' response to changed circumstances, 
which may necessitate the introduction or reform of MSMs. 

2. Implementing MSMs through auctions is a common and relatively simple approach. 

3. Rule based MSMs increase price predictability and refine market price expectations. 

4. MSMs that entail a permanent supply response alter emissions budgets and affect realised 
ambition levels.  

5. Linking ETS requires compatibility in the design of MSMs, with all linked system taking steps to 
coordinate MSMs to avoid potential adverse impacts.  

MSMs can make carbon markets function better, but they also increase their complexity in a manner 

that makes ETS linking challenging. The second section of our paper finds that, in all cases, 

jurisdictions should look to coordinate their MSMs if they are going to link to ensure markets interact 

smoothly and avoid adverse consequences. The potential interactions of MSMs is influenced by the 

design of MSMs and the relative size of carbon markets.  

Any ETS with an unbound MSMs, such as a hard price floor and/or ceiling, should not be linked to 

others unless MSMs are first aligned. Unbound MSMs come with a variety of risks, which can 
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undermine the functioning of markets and lead to large flows of funds between systems. Bound 

MSMs limit the potential scale of response and therefore pose a lesser risk to market functioning 

after linking.   

When linking a smaller ETS with a larger ETS, the MSM of a smaller ETS should be removed, or 

coordinated with that of the larger ETS. In many cases the MSM of a smaller ETS will prove ineffective 

after linking, as market developments in the larger ETS dominate demand across the linked markets. 

MSMs that use top-up fees or subsidies applied to a proportion of emissions may be effective, but still 

likely require coordination.   

When linking ETSs of similar size, MSMs in both ETSs can continue to operate effectively in certain 

circumstances. However, it is still better to coordinate to ensure markets continue to function well. 

The interactions that must be considered differ based on the types of MSMs being linked:  

● If linking an ETS with a price based MSM, such as the California price floor and price ceiling, 
and an ETS with a quantity based MSM, such as the Market Stability Reserve in the EU ETS, it 
is important to coordinate to avoid them working in opposite directions. Because these MSMs 
are triggered by different metrics, it is possible that one may inject allowances while the other 
is removing them, simply shifting funds and allowances from one to the other.  

● If linking two ETSs with quantity based MSMs, coordination is needed to use the appropriate 
quantity metric is used. The number of allowances banked in each system can differ for 
arbitrary reasons, meaning a joint measure of allowances in circulation should be used and 
rules for injecting or removing allowances aligned.  

● If linking two ETSs with price based MSMs, there are fiscal consequences for having different 
trigger levels. Different triggers (ceiling and floor prices) may reflect different preferences for 
price levels, but if introduced independently they can also have large fiscal and distributional 
impacts.  

We also find that there are several other features of ETSs which will determine how they will interact 

after linking. These include:  

● determinants of demand, which are choices made by jurisdictions that underlie the demand 
curve in a jurisdiction and result in certain market attributes. For instance, decisions regarding 
ETS scope and overlapping policies will affect demand and trade flows. 

● market attributes, which are the characteristics of carbon markets that effect equilibrium 
outcomes regarding price and quantity and the gains from trade that can be expected. 
Carbon markets differ in their volatility, liquidity and market concentration, which will affect 
how markets interact and the way in which MSMs operate in linked systems. 

● governance, which are the set of rules that move beyond pure economic factors but 
nonetheless effect the interactions of linked markets. For instance, reporting timeframes may 
need to be aligned for quantity based MSMs to operate, while parties may also wish to agree 
rules for future policy changes.  

These findings all suggest that linking ETSs with MSMs will require significant coordination, and hence 

a high degree of trust between linking partners. As an alternative to full linking, parties could consider 

restricted linking to maintain greater autonomy and independently effective MSMs. However, this will 

also reduce many of the advantages of linking. Similarly, as government’s preferences may change 

over time, this implies that clear rules for delinking are established to ensure this process is smooth. 

Table 1 sets out a checklist of questions that should be considered before linking ETSs: 
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Table 1 Summary: a pre-linking checklist 

Question Considerations 

Are you 
linking? 

one or more ETSs with an 
unbound MSM?  

Do not link unless aligning your MSMs 

with a much larger ETS?  Remove or coordinate your MSM to avoid excessive 
costs or an ineffective MSM within your own system 

an ETS with a bound price 
based MSM with an ETS 
with a bound quantity 
based MSM? 

Coordinate to ensure your MSMs do not operate in 
contradictory directions, and to share information on 
allowance holdings across all linked systems  

two ETSs with bound 
quantity based MSMs? 

Coordinate to ensure MSMs are responding to the 
joint number of allowances held across linked 
systems, and manage 

two ETSs with bound price 
based MSMs? 

Ensure you understand the fiscal impacts of having 
different trigger prices, it is still better to coordinate  

Have you 
considered: 
 

other aspects of policy 
design? 

ETS scope and overlapping policies will affect 
demand and trade flows 

the attributes of carbon 
markets?  

Carbon markets differ in their volatility, liquidity and 
market concentration, this can affect how markets 
interact and the way MSMs operate 

alternatives to full linking?  Consider restricted linking to reduce your exposure, if 
parties wish to maintain greater autonomy and 
independently effective MSMs 

delinking?  Clear rules are required to ensure delinking is 
smooth, and may prove particularly important if an 
ETS with a quantity based MSM is involved 

Source: Vivid Economics 
 

 

 

 

 

 

 

 

 

 


