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Due to the new rules of the EU Emission Trading System (ETS), Perino (2018)1 argues that the so-called waterbed effect is temporarily punctured. That is, additional abatement efforts can reduce cumulative emissions – if they occur within a few years. However, two critical perspectives are lacking from Perino’s argument. First, if the abatement efforts are permanent rather than temporary, the waterbed effect is likely restored. Second, if abatement efforts take place later rather than sooner, cumulative emissions will increase rather than decrease.
As a response to low allowance prices and a huge surplus of allowances in the EU ETS,2-3 the EU introduced a Market Stability Reserve (MSR) in 2015.3-4 When the total number of banked allowances is sufficiently large, parts of next year’s allowances are put into the reserve instead of being auctioned, reducing the short-term supply of allowances. In 2018, the MSR rules were revised, now stating that when the MSR exceeds a certain threshold, the allowances exceeding the threshold become permanently canceled. Hence, the long-term supply of allowances is reduced too.
Perino1 argues that this new MSR rule temporarily punctures the waterbed effect of the ETS. The waterbed effect denotes the phenomenon that if additional abatement efforts are implemented, e.g., due to some supplementary climate policy,5 total emissions will not change because the overall emission cap is fixed.6 Instead, emissions from other sources will increase correspondingly, e.g., in a future year. With the waterbed punctured, Perino calculates that one ton of additional abatement within the EU ETS in 2018 will lead to a net long-term emission reduction of 0.4-0.8 tons. The intuition is that lower current emissions imply more banking and therefore increased input of allowances into the MSR, and subsequently increased cancellation of allowances. The puncture of the waterbed is only temporary though, ending when the MSR no longer takes in allowances.
Perino’s finding is interesting but incomplete. First of all, abatement efforts are typically long-term rather than short-term, such as new regulations or additional investments. Hence, additional abatement efforts today will in many cases reduce the demand for allowances both today and in the future. This is not accounted for in Perino’s article. Second, many abatement efforts are announced today, but will take effect in the future. Again, this is not dealt with in Perino’s article. As I explain below, Perino’s finding can be eliminated or reversed in these cases.
Starting with the latter case, consider a situation where it is announced or expected today that some additional abatement efforts will be imposed in one or more future years – after the MSR has stopped taking in allowances. This will reduce the demand for allowances in those years, leading to lower future prices of allowances. When market participants anticipate this, banking of allowances becomes less profitable than before. Less banking implies fewer allowances enter into the MSR, and hence fewer allowances become canceled. In other words, cumulative emissions will increase rather than decrease, and the abatement effort can have counterproductive effect.  
As an example, when the German coal commission delivered its final recommendations in late January 2019, the allowance price “tumbled by more than a euro … amid speculation that Germany’s coal phaseout deal would prompt big-emitting utilities to unwind generation hedges”.7 The main impacts of the German coal phaseout are expected to occur after 2030.8 Following the reasoning above, the policy measure may increase rather than decrease cumulative emissions regulated by the EU ETS. That is, unless the coal phaseout is followed up with cancellation of allowances, which the coal commission also proposes.9 
If an abatement effort takes place immediately, but is permanent rather than temporary, demand for allowances will decline both before and after the MSR stops taking in allowances. Hence, both the mechanism pointed to by Perino, and the one pointed to in the previous paragraphs, will be in effect. The net effect on cumulative emissions is thus ambiguous. However, as demand for allowances are expected to drop not only today but in all future years, the incentives to bank allowances are not much changed, implying that cumulative emissions are also little affected.
How important is the effect pointed to in this comment? That remains to determine, and merits further investigation and quantification. My own (not yet peer reviewed) research indicates that the effects might be quite substantial.10 
Whereas Perino’s conclusion is quite optimistic when it comes to the effects of supplementary climate policies, my message is more detrimental. Continued efforts to strengthen the cap on emissions thus seems to be a more productive approach. At the same time, supplementary policies that lead to lower ETS prices might make it politically easier to strengthen the cap in the future. If so, the case for supplementary policies is more ambiguous. In any case, announcing supplementary policies that are not followed up in due course will be particularly detrimental. 
[bookmark: _GoBack]Last, but not least, even though the new cancellation rule of the EU ETS leads to some unintended effects,11 this comment should not be used to conclude that the new rule has been counterproductive. Quite the contrary, the cancellation rule is likely to reduce cumulative emissions by several gigatons of CO2.12
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