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Abstract
Modelling the market price of risk for emission allowance prices
In the European Union Emissions Trading
System (EU ETS) banking of allowances reduces compliance costs and increases the
present value of future abatement benefits.
Because banking allows regulated firms to
maximise the future value of their allowances, it contributes to an increased interest from these firms that the EU ETS should
continue and succeed. In this way, banking
can prevent the collapse of allowance prices (as seen during the first phase of the EU
ETS). Banking can also improve market performance by contributing to market depth
and liquidity, while also reducing price volatility. These effects are possible because
inter-temporal flexibility through banking
can accommodate a longer time span of activity that determines the allowance prices.

as the banking value . So far, the pricing
model is discussed under the setting of a
single compliance period market. In order to
capture the effects of the banking value on
the permit prices, we will extend the pricing model to a multi-period setting. This
will improve the accuracy of the model and
will allow to study the size and the dynamics of the banking value as judged by the
market participants. We will evaluate this
implied banking value for different contract
maturities and assumptions on the regulatory framework. The implied banking value
provides an insight into the market participants’ view of the permit availability in the
current and subsequent trading periods,
which plays an important role for today’s
market design.

The literature on banking in emissions trading mainly focuses on banking strategies
and the impact of banking on firms’ compliance costs and general benefits. The effect
of banking on the price of allowances has
been considered very little.
As emission allowances are traded on the
market, their price paths carry information
on the market participants’ expectations
about the development of the fundamental
price drivers and the regulatory framework
itself. In particular, prices of allowance futures and options contracts carry forwardlooking information which can be extracted
by using appropriate valuation models.
In our research project we propose an allowance pricing model and calibrate it to the
market of the European Union Allowances.
Our aim is to extract an forward-looking
estimate for price components which are
linked to the assessment by market participants of future EU ETS development such
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