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		Abstract

		We study the general equilibrium effects of carbon permit banking during the transition to a climate-neutral economy by 2050. To this end, we develop and estimate an environmental real business cycle model for the European Union, in which the business sector is regulated by an emission trading system. Firms are allowed to transfer unused permits from one period to the next (banking), but the reverse direction (borrowing) is prohibited. Allowing for positive banking gives firms the opportunity to act as speculators and enables them to smooth their permit demand along the business cycle. Our projection exercises underscore the critical role of permit banking in shaping the policy outcomes. Specifically, the 2023 cap reform would lead to a strong increase in permit banking until 2035, a doubling of the carbon price, and an average GDP loss of approximately 5.3% or 6% (depending on whether we account for the market stability reserve) by 2060. Importantly, forgetting about permit banking when assessing cap policies would lead to both a significant underestimation of the total macroeconomic effects and an inaccurate representation of the carbon emission trajectory. 
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