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1 Executive Summary

The EU ETS 1 remains the EU’s central market-based climate policy instrument and has delive-
red substantial emissions reductions in the energy sector and industry. In the upcoming re-
view, the system should be further developed without weakening its core function of provi-
ding a reliable, effective and investment-relevant CO, price signal. Planning certainty, market
stability, fair competition and carbon leakage protection are essential. Any dilution of the cap
or the linear reduction factor would undermine system credibility and disadvantage compa-
nies that have already invested in decarbonisation.

At the same time, ETS 1 is facing new challenges, including declining allowance volumes, rising
transformation costs, risks to industrial competitiveness and potential liquidity constraints.
These challenges should not be solved by weakening the ETS itself. Instead, industrial and
social policy objectives should be addressed through targeted accompanying measures such
as electricity price compensation, Carbon Contracts for Difference, investment programmes
and transition support.

Key recommendations:

» The linear reduction factor should not be weakened. Relief for hard-to-transform sectors
should be provided through targeted support instruments rather than by diluting the cap.

> The Market Stability Reserve should be developed into a rule-based liquidity buffer. Auto-
matic cancellation of allowances above 400 million should be suspended, distribution rules

should be smoothed and the withdrawal rate reviewed. Price triggers and price control
should be rejected.

» CBAM must be made effective, administrable and resistant to circumvention. The phase-
out of free allocations should only proceed where CBAM provides equivalent carbon
leakage protection. Export-oriented value chains, electricity imports and electrification pa-
thways need stronger consideration.

» International credits under Article 6 of the Paris Agreement should only be integrated in a
controlled, limited and quality-assured manner.

» Negative emissions and CO, removals should be integrated into ETS 1 as soon as a robust
certification and MRV framework is in place. This would support liquidity and incentivise
investment in carbon management technologies.

» Inthe long term, the EU should develop ETS 1 as a reference model for international car-
bon markets. Linking with similarly ambitious systems and high-quality Article 6 certificates
can increase liquidity and reduce carbon leakage risks, provided they do not weaken the
European CO, price signal or environmental integrity.
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2 Emission trading today

Emissions trading schemes are based on the simple idea that producers or emitters of CO,
must purchase a permit in order to be allowed to emit a defined quantity of CO, into the envi-
ronment. The aim of these schemes is to curb and reduce emissions of environmentally harm-
ful gases. A cap sets the maximum amount of emissions that may be released. This principle is
known as ‘cap and trade’. The value of individual emission allowances is generally determined
by the interplay of supply and demand, with the cap decreasing over time. The core idea is
that the declining availability of emission allowances and the resulting rise in price make CO»-
intensive processes more expensive, thereby incentivising emitters to switch to climate-
friendly processes.

A look at how this works in practice shows that the concept is fundamentally effective. Since
2005, around 9,000 installations across Europe in the energy sector and energy-intensive in-
dustries have been participating in the European Emissions Trading Scheme (ETS 1). In addi-
tion, intra-European air transport has been included since 2012, and maritime transport since
2024. Since then, the covered German installations have reduced their emissions by around
47 per cent; across Europe, emissions from stationary installations in ETS 1 have even fallen by
around 51 per cent. The key drivers of this development were the increasing share of renewa-
ble energy, the decline in electricity generation from hard coal and lignite, fuel switching, effi-
ciency improvements and other climate and energy policy measures.

Since its inception, the ETS 1 has generated auction proceeds totalling 248 billion euros, which
have been channelled at national level into climate protection measures and the transfor-
mation of the energy system. These impressive figures demonstrate that the European emis-
sions trading scheme is an effective market-based instrument of European climate policy and
generates effective price signals for the transition.

The energy sector sees itself as part of the solution to mitigating the consequences of climate
change and has contributed to the further development of the European emissions trading
scheme over the past two decades. For the energy sector, emissions trading offers reliability
and predictability, as well as effective price signals for future investment decisions. The BDEW
and its more than 2,000 members therefore support this central pillar of European climate
protection policy.

At the same time, the postponement of the European fuel emissions trading scheme (ETS 2),
signs of an economic recession and global conflicts such as the war in Iran indicate that emis-
sions trading itself is under pressure. The economic situation, combined with emissions trad-
ing, is leading to fundamental challenges in certain sectors, and market dynamics are set to
change fundamentally in the coming years.
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Since its introduction in 2005, ETS 1 has been continuously refined over four trading phases.
With this paper, the BDEW aims to prepare for the upcoming ETS 1 review and contribute to
its further development. First, the current positions on ETS 1 are outlined; subsequently, key
points and guidelines for the forthcoming review are formulated on the basis of this analysis,
against which the energy sector will assess any proposals following the review. Finally, an out-
look on the future of ETS 1 is provided.

The energy sector’s aim is to maintain and further develop emissions trading, whilst expand-
ing its scope of application. Companies that are already investing in decarbonisation must not
suffer as a result of a possible complete watering down of emissions trading. At the same
time, sectors that are difficult to transform must be protected from being overburdened. In
addition to the energy sector and industry, emissions trading also affects citizens themselves.
In times of geopolitical upheaval, it also plays a role in industrial policy and foreign policy. The
BDEW sees itself as an energy industry association that wishes to at least contribute to the dis
cussion of these major issues, even if it can only offer guidance on their resolution.

3 EUETS 1 - Between reform and continuity

The debate on reforming ETS 1 has gained significant momentum once again following the
postponement of ETS 2, the tightening of the EU’s climate targets, and the current energy cri-
sis — resulting from the conflict between the US and Israel on one side and Iran on the other.
However, even before these events, there were pressing issues requiring a review of ETS 1,
such as the competitiveness of energy-intensive industrial sectors. Against the backdrop of
these very diverse events, a number of distinct areas of tension are emerging in industrial, so-
cial and fundamental economic policy terms. The ETS 1 is intended to address foreign trade
policy issues, protect end consumers from high prices and organise the transition through the
market by means of effective price signals.

All these issues are important, but from the energy sector’s perspective, they cannot be re-
solved by the ETS 1 alone. The ETS 1 should, first and foremost, internalise externalised costs
and thereby create incentives to invest in lower-emission alternatives. Naturally, the market
design must protect market participants and end consumers from price distortions — but this
requires additional policy measures to address, for example, industrial and social policy issues
from outside the system. For the ETS 1 to effectively incentivise investment in climate-neutral
technologies, a sufficiently strong and reliable CO, price signal is needed. Robust and predicta-
ble market rules are essential to this end, to ensure the system’s steering effect and to make
investment decisions predictable. In the upcoming review process, it is therefore important to
coordinate all measures to generate a reliable, efficient and sustainable price signal whilst lim-
iting potential volatility.

www.bdew.de
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From the BDEW’s perspective, the following four guiding principles are crucial for the revision
of ETS 1, to modernise the scheme whilst ensuring ambitious and sustainable climate protec-
tion:

1.) Planning certainty

For the energy sector, the ETS 1 and the resulting planning certainty represent a major
achievement. Thanks to a reliable legal framework and market rules, companies can plan their
investments for the long term and be confident that interventions will only be made in the
event of external and unforeseen circumstances. This certainty is essential for long-term in-
vestment decisions. From the industry’s perspective, the annual linear reduction factor (LRF)
of 4.4 per cent — up to 2030 — is appropriate for achieving an incentive effect towards decar-
bonisation. The LRF should not be weakened. Weakening it would significantly jeopardise the
integrity of the system and put pioneers at a disadvantage.

2.) Effective price signal

Investment decisions are made on the basis of economic considerations. In order to create in-
centives, the ETS 1 requires an effective price signal that is not unduly diluted. Prices that are
too low may delay or even prevent necessary investments. Prices that are too high or too vol-
atile naturally lead to distortions, which must be minimised. With a falling cap, certificate
prices may rise in the long term, which will place a particular burden on businesses if climate-
neutral alternatives are not sufficiently available — hence it is all the more important, when re-
vising the ETS 1, to avoid, as far as possible, taking any measures that unnecessarily dilute the
existing price signal or undermine planning certainty.

3.) Using MSR for liquidity management

The MSR was originally introduced to reduce excess liquidity resulting from a structural over-
supply of CDM emission allowances. At the same time, however, it also withdraws allowances
from the market during periods of low demand — for example, as a result of weak economic
performance — and may thereby contribute to higher allowance prices. The MSR thus remains
an important liquidity management tool, particularly for addressing structural imbalances.
However, its role will change significantly in future: in view of the falling cap, it will increas-
ingly have to regulate scarcity. This makes it all the more important that the MSR operates on
a strictly rule-based basis. A suspension of the cancellation of certificates within the MSR must
not result in the MSR itself becoming an oversized buffer. The BDEW rejects price-based ap-
proaches.

4.) The Political Flanking of Emissions Trading Matters
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The ETS 1 is, first and foremost, a climate protection instrument designed to promote decar-
bonisation. From the energy sector’s perspective, the ETS alone should not be used to achieve
both industrial and socio-political objectives simultaneously. Therefore, alongside the ETS,
supporting policy measures are necessary to provide targeted relief to industry and certain
groups of private households. Possible measures here include climate protection agreements,
investment programmes or transition programmes towards, for example, climate-neutral
heating technologies and vehicles.

The various aspects of the ETS-1 reform are examined in more detail below. All the measures
listed here should be coordinated and primarily aimed at stabilising liquidity. From a purely
market-design perspective, such measures can only protect against price distortions. How-
ever, they are not suitable for steering CO, prices to a specific level.

3.1 Cap and linear reduction factor

From the BDEW’s perspective, the cap — or the LRF — is of particular importance. A credible,
declining cap is the key prerequisite for an effective price signal. Any excessive weakening of
the LRF would jeopardise the system’s climate policy integrity and, in particular, disadvantage
companies that have already invested in decarbonisation at an early stage. The forthcoming
review should therefore not seek to fundamentally call this path into question. From the en-
ergy sector’s perspective, the binding nature of the LRF is at the heart of emissions trading
and should therefore remain unchanged. Should adjustments nevertheless be discussed at a
political level, these would have to be strictly limited and must not jeopardise the integrity of
the cap or the certainty of planning and investment.

At the same time, the task is to examine, in light of the 2040 target, how an industrially viable
transition to the post-2039 phase can be shaped — without jeopardising the aforementioned
core of the system. In preparation for the ETS review, the BDEW would like to point out at this
stage that providing relief to certain sectors does not necessarily have to be achieved by
weakening the LRF. The most effective levers lie in the previously announced extension of free
allocations, as well as in the integration of negative emissions and Article 6 allowances — the
framework conditions for this will be discussed later in the paper.

» Recommendation: The energy sector is already investing in the transition. The success of
these investments is closely linked to stability and planning certainty. The BDEW therefore
opposes any excessive watering down of the LRF and recommends that, as part of the ETS-1
review, sectors where the transition is particularly challenging should be addressed not pri-
marily through the LRF, but through other relief measures.

www.bdew.de
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3.2 Market Stability Reserve

In its early stages, ETS 1 suffered from a massive fall in prices due to a structural oversupply of
allowances. From the BDEW'’s perspective, the Market Stability Reserve (MSR) was an appro-
priate response to this oversupply. Whilst the MSR does, in principle, constitute market inter-
vention, which the BDEW views critically, Nevertheless, it has played a key role in effectively
reducing the oversupply during the early years of ETS 1 and in strengthening the market’s
functionality. The MSR has thus contributed significantly to the stabilisation and credibility of
the CO, price signal in the ETS 1. At the same time, however, it also withdraws allowances
from the market during periods of low demand — for example, as a result of weak economic
performance — and may thereby contribute to higher allowance prices. Any reform of the MSR
should take such adverse effects on market participants into account. The MSR will continue
to withdraw allowances in the coming years. It is therefore appropriate to build up a buffer for
future situations of scarcity by suspending the cancellation of allowances from the MSR.

The linchpin of the reform debate on the ETS 1 is therefore the further development of the
MSR. Even before the upcoming review, it was proposed that the automatic cancellation of
allowances above the 400-million threshold be suspended. To date, allowances in the MSR
above this threshold have expired annually. From the BDEW'’s perspective, such an adjust-
ment could be an important step towards modernising the ETS 1. Whilst the MSR has so far
been primarily geared towards reducing structural surpluses in the allowance market, its role
will need to be redefined in an increasingly tight market environment. In future, the MSR
should be designed more as a rule-based liquidity buffer capable of cushioning fundamental
supply and demand shocks and limiting excessive market volatility, without undermining the
environmental integrity of the ETS 1.

Adapting the existing thresholds to future market conditions could also contribute to the fur-
ther development of the MSR. With the cap falling, the issue of the reallocation of allowances
from the MSR is expected to become increasingly important. Care should be taken to ensure
that falling below a single threshold does not lead to an abrupt and very large-scale realloca-
tion. A corresponding smoothing mechanism has already been introduced for the range be-
tween 833 million and 1,096 million allowances. From the BDEW's perspective, consideration
should be given to whether a comparable sliding-scale distribution rule would also be appro-
priate for the range below 400 million allowances. It is crucial that the distribution rules re-
main strictly volume-based, transparent and rule-bound. The BDEW opposes the introduction
of price triggers. The MSR should remain a liquidity management tool and not be used for ex-
plicit political price control. Only in this way can the CO, price signal fulfil its function and effi-
ciently incentivise investment in climate-neutral technologies.

www.bdew.de
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Another adjustment mechanism could be the withdrawal rate. Currently, when the Total
Number of Allowances in Circulation (TNAC) exceeds 1,096 million allowances, 24 per cent of
the total volume of allowances in circulation is withdrawn from the auction volumes over a
twelve-month period and transferred to the MSR. Withdrawals may still occur in the coming
years despite falling caps. As part of the review, it should therefore be examined whether the
withdrawal rate needs to be adjusted to ensure sufficient market liquidity in the short and
medium term. In doing so, the short-term relief effect and the long-term function of the MSR
as a stability buffer must be carefully weighed against one another. Any adjustment to the
withdrawal rate must not lead to a relaxation of the cap, but must remain focused on safe-
guarding the market’s functionality in the face of increasing scarcity events.

A further issue concerns the calculation of the TNAC. To avoid misalignment caused by the
MSR, the calculation of the TNAC should take into account the use of EUAs by the aviation sec-
tor up to 2024, as well as by certain Member States under the ESR flexibility mechanism (up to
100 million by 2030).

Overall, the reform of the MSR should be aimed at strengthening its effectiveness and resili-
ence without undermining the environmental integrity and market-based incentive effect of
the ETS 1.

» Recommendation: The MSR should be further developed into a rule-based liquidity buffer
for an increasingly tight market environment. To this end, the automatic cancellation of al-
lowances exceeding 400 million should be suspended, the distribution rules smoothed out
and the withdrawal rate reviewed. Price triggers and political price control should be re-
jected; the reform must safeguard market liquidity without undermining the cap, price sig-
nal or environmental integrity of the EU ETS 1.

3.3 Maintaining the competitiveness of industry

Another key area of focus in the review is carbon leakage — that is, the relocation of produc-
tion and investment to countries with less stringent climate protection requirements. From
the BDEW'’s perspective, this risk may increase further as the transformation and electrifica-
tion of industrial processes progress. This applies in particular to energy-intensive sectors,
whose electricity and energy requirements are rising as a result of decarbonisation. The EU’s
carbon leakage list should therefore be reviewed regularly and adapted to changing transfor-
mation pathways and actual competitive risks.

The BDEW considers the existing instruments for carbon leakage protection — in particular the
free allocation of allowances and the compensation for indirect CO, costs — to be fundamen-
tally effective and important. However, they should be designed in a rule-based, targeted and
transformation-oriented manner. Free allocations must not permanently weaken the
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incentive for transformation. They may, however, remain necessary on a transitional basis as
long as the Carbon Border Adjustment Mechanism (CBAM) does not offer equivalent and reli-
able protection. Their phasing out should therefore only take place to the extent that CBAM is
actually administrable, resistant to circumvention and effective. From the BDEW'’s perspec-
tive, the focus should therefore be on the further development of CBAM.

Electricity price compensation (SPK) continues to be of particular importance. From the
BDEW'’s perspective, it is one of the most effective instruments for protecting against carbon
leakage, as it addresses indirect CO, costs and thus supports electricity-based transition path-
ways. With the increasing electrification of industrial processes, its continuation and long-
term financing are becoming ever more important. From an economic perspective, the SPK
can be an efficient instrument, as it safeguards competitiveness whilst creating incentives for
electrification. At present, companies have to fight year after year at national level for the
continuation of the SPK. This uncertainty does not create incentives for investment in electrifi-
cation. The possibility of introducing an SPK should therefore be enshrined in the ETS Directive
in a way that provides planning certainty across the EU, and the corresponding national ETS
revenues should, for the most part, be earmarked for this purpose. Each Member State should
continue to decide for itself on the actual introduction of the scheme.

In addition to the instruments enshrined in ETS legislation, accompanying measures should be
utilised more extensively to stimulate concrete investment in climate-neutral processes. This
applies in particular to the further development of the Innovation Fund, the Temporary Decar-
bonisation Fund and the Industrial Decarbonisation Bank. These include, in particular, Carbon
Contracts for Difference (CCfDs), which cover the additional costs of the transition and enable
investment in electrification, hydrogen or other climate-neutral processes. One advantage of
these contracts for difference is that their terms can be tailored to specific conditions. This
makes it possible to anchor certain stages of the value chain at locations in Germany or Eu-
rope, thereby combining industrial competitiveness with climate protection. Furthermore, the
Industrial Accelerator Act (IAA) offers the possibility of establishing lead markets for various
sectors. The state would not need to provide any further funding, as the framework condi-
tions already provide the right incentives. This would ensure the uptake of green products and
enable the transformation costs to be refinanced within the value chain.

3.4 CBAM and free allocations

For the energy sector, CBAM is by no means a peripheral issue that primarily affects energy-
intensive industries. The design of this instrument will determine whether the price signal
from ETS 1 remains politically viable. If rising CO, costs put European industrial companies at a
disadvantage compared with producers in third countries, the pressure to water down ETS 1
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itself will increase. Only an effective CBAM can reduce this pressure and help to maintain an
effective price signal. Effective climate action is only sustainable in the long term if it limits dis-
tortions of competition and the relocation of production to countries with lower climate pro-
tection standards.

At present, the CBAM is not yet a fully tested instrument, as it will not come into full effect un-
til 2026. At the same time, the phased reduction of free allocations is beginning in the sectors
affected by these free allocations. From the BDEW'’s perspective, it is therefore essential to
carefully assess whether the CBAM actually provides equivalent protection against carbon
leakage and for which sectors it can offer such protection. The phasing out of existing protec-
tive measures must not proceed more rapidly than the demonstrable establishment of an ef-
fective, manageable and tamper-proof border adjustment mechanism. The BDEW therefore
welcomes the fact that a time-limited continuation or adjustment of the phase-out path for
free allocations is being discussed in the reform debate. It is important, however, that some of
the pressure to transform the sector is maintained, as the free allocations will only support
the affected sectors up to a point where, overall, few allowances will be available. It is there-
fore important to establish effective carbon leakage safeguards as soon as possible.

Particular attention must be paid to the international competitiveness of export-oriented
companies. CBAM, in its current form, primarily addresses competition within the EU internal
market. However, this focus on the EU internal market does not do justice to the competitive
reality faced by export-oriented companies. Their competitive disadvantages arise in particu-
lar in markets outside the EU. Supplementary, WTO-compatible instruments are therefore
needed to complement CBAM and thus safeguard industrial value creation in Europe. The
BDEW is unable to present a comprehensive concept on this matter, as our member compa-
nies are practically unaffected by it. Effective protection against carbon leakage is therefore
crucial for the energy sector, because industrial electrification, the roll-out of hydrogen, cli-
mate-neutral heating and investments in grids, storage and generation depend on a competi-
tive industrial demand base.

CBAM is of particular significance to the energy sector in relation to cross-border electricity
trade. As electricity itself falls within the scope of CBAM, the aim is to prevent CO,-intensive
electricity generation in third countries from gaining a structural competitive advantage over
electricity generation subject to the ETS within the EU. This can help to safeguard the integrity
of the EU ETS 1 and the European internal electricity market. At the same time, the specific
design of the CBAM rules for electricity imports must remain practicable from an energy mar-
ket perspective. Electricity flows are short-term, physical in nature and often serve the sys-
tem; therefore, reporting, calculation and settlement obligations must not create perverse in-
centives that undermine security of supply, cross-border trade or system stability. For

www.bdew.de

Page 11 of 20



Making the EU ETS 1 fit for the Future bdew

Energie. Wasser. Leben.

electricity exports and electricity-based value creation outside the EU internal market, it also
remains to be examined whether supplementary, WTO-compatible instruments are required
to limit competitive disadvantages arising from differing CO, costs.

Closely linked to this issue is the question of benchmarks for allocations. In principle, the
benchmarks determine how many free allowances a plant receives. They are based on the
greenhouse gas intensity of the most efficient plants within a product segment. From the
BDEW'’s perspective, benchmarks must be further developed in such a way that they incentiv-
ise ambitious decarbonisation, whilst taking into account technically feasible transition path-
ways and the availability of climate-neutral alternatives. Particularly in view of the increasing
electrification of industrial processes, it is crucial that benchmarks do not create perverse in-
centives at the expense of electricity-based solutions. Climate-neutral or, in the long term, cli-
mate-neutral electrification, hydrogen applications and low-carbon heating and process solu-
tions must not be disadvantaged by a failure to accurately reflect direct and indirect emissions
or the associated costs. The design of the benchmarks must therefore be considered in close
conjunction with electricity price compensation, the CBAM and the transformation of energy
infrastructures. One sensible proposal currently under discussion is to give greater weight to
indirect CO, costs associated with electricity procurement when determining benchmark fac-
tors. To date, only direct costs have been taken into account when calculating these factors. In
order to reduce disincentives to electrification, one option is to factor in indirect costs. How-
ever, care must be taken to ensure that this is implemented in a legally sound manner. At pre-
sent, it is not legally clear whether this form of consideration is legally feasible. To date, fund-
ing frameworks have made a clear distinction between direct and indirect costs, and Article
10a(6) of the ETS Directive excludes double compensation via national support instruments.
From the BDEW'’s perspective, legal clarification is required here. In any case, the inclusion of
indirect CO, costs can be taken into account when determining the benchmarks for the ongo-
ing electrification process.

Furthermore, with regard to free allocations, the New Entrants Reserve should be examined
more closely. Originally allocated 330 million EUAs, the NER has since grown to over 500 mil-
lion EUAs (as a result of adjustments to free allocations following closures and partial clo-
sures). From 2031 onwards, these quantities should be used for additional free allocation to
industry.

The aim must be a consistent carbon leakage framework that preserves the CO, price signal of
the ETS 1, enables industrial electrification and, at the same time, strengthens the investment
conditions for the energy sector in a climate-neutral electricity, heating and hydrogen supply.

» Recommendation: The CBAM should be further developed in a targeted manner as part of
the ETS-1 review so that it provides effective, manageable and anti-circumvention
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protection against carbon leakage. The phasing out of free allocations should only take
place to the extent that the CBAM actually guarantees equivalent protection; a time-limited
adjustment to the phase-out path should therefore be considered. At the same time,
greater account must be taken of export-oriented value chains, electricity imports and elec-
tricity-based transition pathways. Benchmarks should be designed in such a way that they
do not disadvantage electrification, hydrogen applications and low-carbon process solu-
tions. In addition, electricity price compensation and legal clarifications regarding the con-
sideration of indirect CO; costs are required in order to reconcile competitiveness, invest-
ment certainty and the CO; price signal from the ETS 1.

3.5 International credits

International credits under Article 6 of the Paris Agreement could play an important role in
the further development of ETS 1 in the long term — their direct inclusion should take place in
phases. Direct inclusion in ETS 1 right at the start of the integration process is not the most ef-
fective approach. With the falling cap and increasing scarcity in the European allowance mar-
ket, the question arises as to how hard-to-avoid emissions can be addressed in the long term
whilst at the same time strengthening market liquidity and international interoperability.
High-quality international emission reduction credits can contribute to this, provided they
meet strict requirements regarding effectiveness, additionality, transparency and the avoid-
ance of double counting. If the use of international allowances is permitted in the ETS 1, it
must be ensured that carbon dioxide removals (CDRs) from international sources are subject
to the same requirements as CDRs from EU sources. Otherwise, international allowances
would set the (long-term) marginal price and EU CDRs would have little chance of success.

From the BDEW'’s perspective, the inclusion of international credits in ETS 1 should therefore
only be considered with great caution and on a limited basis. Experience with project credits
under the Kyoto Protocol has shown that inadequate quality standards, unclear additionality
and a lack of oversight can significantly undermine the credibility of emissions trading
schemes. An uncontrolled opening of the ETS 1 to international credits would therefore be in-
appropriate and could weaken the CO; price signal as well as the environmental integrity of
the system.

At the same time, the EU should actively support the development of high-quality Article 6
mechanisms. In particular, the Paris Agreement Crediting Mechanism under Article 6.4 can, in
the long term, help to establish international CO, markets and organise climate finance in a
more market-based manner. This may open up new opportunities for the energy sector, for
example through trading in high-quality allowances, investments in international climate pro-
tection projects and new business areas in the field of carbon management and CO, markets.
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For ETS 1, a controlled, centralised approach should initially be examined. One possible option
would be the limited use of international credits via a centralised European or nationally coor-
dinated purchasing and verification model. This would allow the quality, integrity and eligibil-
ity of the allowances to be assessed centrally before they are further integrated into European
compliance markets. It is crucial that international credits are not viewed as a short-term re-
lief mechanism designed to water down the ETS 1, but rather as a building block of a long-
term, integrity-driven and internationally compatible CO, market architecture.

»  Recommendation: The potential use of international credits under Article 6 should be dis-
cussed as part of the ETS-1 review. Purchases should be made centrally, and compliance
with strict quality requirements is essential. This requires clear international rules on addi-
tionality, permanence, transparency, independent verification and the avoidance of double
counting. For ETS 1, a controlled purchase and verification model should initially be consid-
ered to enable international market integration without undermining the CO, price signal,
the cap or the environmental integrity of the system. It is important to ensure fair competi-
tion between measures implemented both within and outside the EU, particularly for CCU
measures.

3.6 Waste incineration

The possible inclusion of waste incineration in the ETS 1 is another key issue for the forthcom-
ing review. Under the EU ETS Directive, the European Commission is required to assess the
feasibility of including waste incineration in the ETS 1, with a view to its possible inclusion
from 2028. The assessment is also to examine whether Member States require an opt-out op-
tion until 31 December 2030. This assessment is also to cover the possibility of including fur-
ther waste management processes in the EU ETS, in particular landfills that cause methane
and nitrous oxide emissions. From the BDEW’s perspective, such an extension of the scope
could, in principle, be sensible provided it is harmonised across the EU, practical to implement
and consistent with waste management policy.

In the BDEW’s view, the possible inclusion of municipal waste incineration plants in ETS 1
should only take place on the basis of a comprehensive cost-benefit analysis. In this context,
the impacts on climate protection, competition, administrative burdens and waste disposal
costs must be assessed collectively. Inclusion is, in principle, sensible provided that it is imple-
mented uniformly across Europe, covers all relevant types of facilities — including co-incinera-
tion plants — and thus avoids distortions of competition and the diversion of waste streams.

There is currently no uniform CO, pricing across the EU for waste-to-energy plants. Creating a
level playing field for waste-to-energy plants and competing waste disposal options within the
EU should be a high priority. This could be achieved by introducing an EU-wide obligation for
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waste-to-energy plants to hold allowances under the ETS 1 from 2028 onwards: the sooner a
uniform EU-wide CO, pricing system for waste-to-energy plants is introduced, the sooner fair
competition between waste disposal options within the EU can be established, and the
greater the benefits for climate protection.

With the EU-wide inclusion of waste incineration plants in ETS 1, the incentives and require-
ments for landfilling waste must be further developed across the EU to prevent a distortion of
competition and the resulting climate-damaging shift in waste disposal from TAB plants to-
wards landfilling. The aim must be to minimise as far as possible the proportion of waste sent
to landfill, which results in highly climate-damaging methane emissions.

At the same time, it must be borne in mind that municipal waste incineration plants have only
a limited ability to influence the composition, calorific value and fossil carbon content of the
waste delivered to them. They primarily process unavoidable and non-recyclable residual
waste, which still needs to be disposed of safely. The direct steering effect of a CO, price is
therefore limited in this sector. Effective emissions reductions depend much more on up-
stream circular economy measures, in particular waste prevention, improved separate collec-
tion, recyclable product design and the reduction of fossil components in the waste stream.

The prospective inclusion of municipal waste incineration plants in ETS 1 makes sense, pro-
vided that it is coordinated across the EU, that carbon leakage risks are adequately addressed,
and that perverse incentives for landfill disposal are avoided. With the expected transition of
the nEHS to ETS 2, likely in 2028, a seamless transition of waste incineration from the nEHS to
ETS 1 would be advisable. If waste incineration were not included in ETS 1, there would other-
wise be a risk of a national ‘special path’ being adopted, which could put waste incineration in
Germany at an economic disadvantage in the long term. Should inclusion in ETS 1 take place, a
practical and sector-specific framework is therefore required. This includes an appropriate ad-
justment of the ETS cap, suitable rules for free allocation for heat and steam supplies, and
simplified yet robust MRV rules, for example through standard values for waste categories.
Furthermore, CO, removals — particularly those resulting from the installations’ own carbon
management activities or from recognised permanent removals — must be eligible for credit
against the emissions liability. As the relevant technologies are unlikely to be financed solely
through the CO, price during the market ramp-up phase, supplementary support mechanisms
such as Carbon Contracts for Difference may be necessary. The potential inclusion of munici-
pal waste incineration in the ETS must therefore not be viewed in isolation as merely an addi-
tional form of CO, pricing. Rather, it must be considered in conjunction with the waste hierar-
chy, the circular economy, waste disposal security, heat recovery and carbon management.
The aim should be to establish a framework that provides additional incentives for climate
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protection without creating perverse incentives at the expense of safe disposal, high-quality
recovery or the stability of local authority charges.

»  Recommendation: The inclusion of municipal waste incineration in the EU ETS 1 should,
where possible, be harmonised across the EU from 2028 onwards, be practicable and con-
sistent with waste policy, and avoid creating perverse incentives for landfill. In doing so, ac-
count must be taken of the limited influence that plants have on waste input, disposal secu-
rity, the impact of charges, and the role of carbon management. This requires adapted MRV
rules, an appropriate cap adjustment, suitable allocation rules and the eligibility of CO, re-
movals for crediting.

3.7 Inclusion of negative emissions

The BDEW recognises the challenge posed by the fact that sectors which are difficult to trans-
form are under particular strain as a result of the current LRF and the cap. At the same time,
these framework conditions are essential to ensure the credibility and predictability of the ETS
1. From the energy industry’s perspective, there are a number of measures that can alleviate
this pressure. In principle, increasing liquidity can help in this regard.

From BDEW'’s perspective, the fastest possible integration of negative emissions into ETS 1
should be pursued as part of the CO, offshore storage strategy and in light of industrial emissi-
ons that cannot be avoided. Against this background, companies covered by ETS 1 should be
allowed to use CO, removal certificates to meet their obligations, in order to create incentives
for investments in CO, removal technologies whose implementation requires a corresponding
lead time. This measure would establish a regulated market for negative emissions, and
further supporting instruments such as contracts for difference could ensure an accelerated
technology ramp-up. In order for the transformation to succeed also in sectors where emissi-
ons are difficult to avoid, a clear and uniform regulatory certification framework is also nee-
ded for industrial sinks such as DACCS and BioCCS. This framework must ensure clear calcula-
tion bases as well as transparent and reliable monitoring, reporting and verification of perma-
nently removed quantities of carbon.

In this context, the recognition and enablement of CCU, for example in the context of munici-
pal waste incineration — such as the production of synthetic naphtha — as “temporary nega-
tive emissions” must also be taken into account. One objective of further developing ETS 1
may be, also from the perspectives of technological openness and the promotion of innova-
tion, to incentivise the use of CO, as a raw material beyond the cases already provided for in
Article 12(3)(b) of the ETS Directive. This may include, for example, the temporary binding of
CO, in a product or its material use as a carbon feedstock in the chemical industry. Such a
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circular economy can make an important contribution to climate neutrality in the final stretch
of the decarbonisation pathway.

4 The Future of Emissions Trading — From the EU ETS to a Global CO, Market

ETS 1 is the world’s most advanced emissions trading system and has formed the central mar-
ket-based framework of European climate policy for two decades. However, with the declining
cap, increasing requirements for industrial transformation and growing risks to international
competitiveness, the question increasingly arises as to how an ambitious European CO, price
signal can be secured in the long term. From BDEW'’s perspective, the further development of
ETS 1 should therefore not be viewed solely from a European perspective. In the longer term,
ETS 1 should be understood as a starting point and reference model for the development of
an international CO, market.

Greater internationalisation of emissions trading can help reconcile several objectives. It can
increase market liquidity, limit price volatility, reduce carbon leakage risks and, at the same
time, strengthen international climate action. The more economic areas establish comparable
CO, pricing systems, the less pressure there will be to offset competitive disadvantages for Eu-
ropean companies solely through CBAM, free allocation or compensation instruments. This is
particularly relevant for the energy sector, as industrial electrification, the hydrogen ramp-up,
climate-neutral heat and investments in grids, storage and generation depend on a competi-
tive industrial demand base in Europe.

4.1 Linking as a First Step Towards International Market Integration

A key building block for stronger internationalisation is the linking of ETS 1 with other emissi-
ons trading systems. By connecting compatible systems, larger markets can emerge, enabling
higher liquidity, more stable price signals and more efficient emissions reductions. At the
same time, linking can help reduce competitive distortions between economic areas with
comparable levels of climate ambition.

From BDEW'’s perspective, the EU should actively advance linking perspectives with emissions
trading systems that are similarly ambitious and robustly regulated. The United Kingdom is an
obvious reference point, as its emissions trading system is structurally closely related to the
EU ETS. Existing experience with linking the EU ETS and the Swiss emissions trading system
can also be used for this purpose. However, any linking must be conditional on preserving the
environmental integrity, market stability and regulatory quality of ETS 1.

Linking must not result in the import of lower ambition levels. Comparable caps, robust MRV
systems, effective market oversight, clear rules to prevent double counting and mechanisms
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to avoid significant market disruptions are required. Any linking should therefore be designed
to be gradual, conditional and reversible.

> Recommendation: The EU should strategically assess and actively pursue linking options
with emissions trading systems of comparable ambition. This requires high standards for
cap integrity, MRV, market oversight and the prevention of double counting. Linking should
strengthen market liquidity and international compatibility without weakening the CO,
price signal or the environmental integrity of EU ETS 1.

4.2 Article 6 Certificates as a Bridge to a Global CO, Market

In addition to linking existing emissions trading systems, Article 6 of the Paris Agreement can
play a central role in the long-term development of international CO, markets. Article 6 provi-
des the legal basis for voluntary cooperation between countries and for market-based climate
protection mechanisms. It is intended to help raise climate ambition, promote sustainable de-
velopment and safeguard the integrity of national climate targets. As such, Article 6 provides a
framework for organising climate action more efficiently at international level while opening
up new market-based financing channels for climate protection projects.

For the development of global CO, markets, the Paris Agreement Crediting Mechanism under
Article 6.4 is particularly relevant. It is supervised by the United Nations and could, over time,
establish a central global mechanism for trading emission credits. The decisions adopted at
COP29 in Baku laid important foundations for operationalising this mechanism. This brings the
practical implementation of international CO, markets closer. For the energy sector, this could
open up new opportunities, for example through the trading of high-quality certificates, the
accounting-based achievement of climate targets, investments in climate protection projects
and the development of new business areas.

From BDEW's perspective, an international carbon market can also contribute to stabilising
European compliance markets in the long term. If CO, markets become more closely in-
tegrated internationally, this can increase market liquidity, reduce competitive distortions
and, over time, reduce the need for complex compensation instruments such as CBAM or free
allocation. A more global CO, market can therefore contribute to an international level playing
field while enabling market-based international climate finance. This is particularly relevant
for the German energy sector, as many member companies operate globally, pursue ambiti-
ous climate targets and can develop new business areas in climate-friendly technologies, car-
bon management and CO, markets.
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Article 6 should therefore not be understood as a short-term relief instrument to dilute ETS 1.
Rather, its added value lies in building robust international CO, markets over the long term,
strengthening climate finance through market-based mechanisms and making European CO,
markets more internationally compatible. Such a development can complement ETS 1, but
must not undermine its price signal, cap integrity or transformational impact.

»  Recommendation: The EU should closely monitor the development of the Paris Agreement
Crediting Mechanism and other Article 6 mechanisms, and assess at an early stage under
what conditions high-quality international certificates could be integrated into the Euro-
pean climate policy framework. This requires high standards for additionality, permanence,
transparency, independent verification and the prevention of double counting. For EU ETS 1,
the EU should initially assess a controlled, quality-assured model that enables international
market integration without diluting the CO, price signal or the environmental integrity of
the system.

4.3 Global CO, Markets as a Response to Carbon Leakage

A long-term objective of European climate policy should be the development of a more global
CO, market. CBAM is an important step towards addressing competitive distortions at the
EU’s external border. In the long term, however, it cannot replace an international CO, mar-
ket. The more comparable CO, pricing systems emerge in third countries, the less need there
will be to correct competitive differences solely through border adjustment mechanisms.

This perspective is particularly important for the energy sector. Industrial transformation will
depend to a large extent on climate-neutral electricity, hydrogen, heat, storage and grid infra-
structure. If industrial value creation relocates away from Europe due to one-sided CO, cost
burdens, this weakens not only the industrial base, but also the investment outlook for trans-
formation projects in the energy sector. International CO, markets can therefore help to bet-
ter align climate action, competitiveness and investment security.

At the same time, internationalisation must not be confused with arbitrariness. A global CO,
market can only build trust if it is based on common minimum standards. EU ETS 1 should
serve as a reference point in this regard. Its standards for monitoring, reporting and verifica-
tion, market oversight, cap integrity and transparency should not be lowered, but used as the
basis for international market integration.

»  Recommendation: The EU should actively promote the development of international CO,
markets and position EU ETS 1 as a reference model for high market and environmental in-
tegrity. The aim should be to limit carbon leakage in the long term not only through CBAM
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and compensation, but through the gradual convergence of international CO; pricing sys-
tems.

4.4 Guardrails for the Internationalisation of ETS 1

The internationalisation of ETS 1 can only succeed if clear guardrails are observed. First, the
environmental integrity of ETS 1 must be preserved. International links or certificates must
not lead to the European cap being effectively weakened or the transformation pressure
being permanently reduced. In addition, international units must meet high quality require-
ments. This requires robust rules to prevent double counting and to ensure actual emissions
reductions.

Internationalisation must also proceed gradually. Linking, Article 6 certificates and the recog-
nition of international mitigation outcomes should not be introduced simultaneously and wit-
hout control. Instead, pilot phases, quantitative limits, review clauses and clear exit options
are needed in case environmental integrity or market stability are put at risk. Internationalisa-
tion should also be considered together with European industrial and energy policy. It is not a
substitute for the expansion of climate-neutral infrastructure, electricity price compensation,
carbon leakage protection or transformation support, but complements these instruments.

» Recommendation: The internationalisation of ETS 1 should proceed gradually, with quality
assurance and based on clear rules. Linking and Article 6 mechanisms can contribute to the
long-term development of a global CO, market, but must be tied to high standards for en-
vironmental integrity, transparency, additionality, the prevention of double counting and
market stability.

EU ETS 1 has demonstrated that market-based climate action can be effective. Its next stage
of development should be to make this logic internationally compatible. A more global CO,
market can help organise climate action more efficiently, reduce carbon leakage risks and cre-
ate fair competitive conditions for climate-neutral investments. From BDEW'’s perspective, ETS
1 should therefore not only be defended, but further developed as a starting point for the
gradual creation of robust international CO, markets. What matters is that internationalisa-
tion does not dilute the European price signal, but strengthens market integrity, investment
certainty and global climate ambition.
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