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Eurelectric represents the interests of the electricity industry in Europe. Our work covers all major issues affecting our sector. Our members
represent the electricity industry in over 30 European countries.

We cover the entire industry from electricity generation and markets to distribution networks and customer issues. We also have affiliates
active on several other continents and business associates from a wide variety of sectors with a direct interest in the electricity industry.

We stand for

The vision of the European power sector is to enable and sustain:

- A vibrant competitive European economy, reliably powered by clean, carbon-neutral energy
- A smart, energy efficient and truly sustainable society for all citizens of Europe

We are committed to lead a cost-effective energy transition by:

investing in clean power generation and transition-enabling solutions, to reduce emissions and actively pursue efforts to become carbon-
neutral well before mid-century, taking into account different starting points and commercial availability of key transition technologies;

transforming the energy system to make it more responsive, resilient and efficient. This includes increased use of renewable energy,
digitalisation, demand side response and reinforcement of grids so they can function as platforms and enablers for customers, cities and
communities;

accelerating the energy transition in other economic sectors by offering competitive electricity as a transformation tool for transport,
heating and industry;

embedding sustainability in all parts of our value chain and take measures to support the transformation of existing assets towards a zero
carbon society;

innovating to discover the cutting-edge business models and develop the breakthrough technologies that are indispensable to allow our
industry to lead this transition.

Dépot légal: D/2024/12.105/35

Contact:

WG Climate Change and Decarbonisation loana PETCU, Advisor — Climate change; ipetcu@eurelectric.org
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KEY MESSAGES

e The introduction of the intermediary 2040 net emissions reduction target in view of reaching the
climate neutrality ambition enshrined in the Climate Law, is a decisive step in setting the path that
sectors across the economy are expected to follow. Thus, it must be ensured that the level of ambition
of the EU Emissions Trading System (EU ETS) and, particularly ETS I, which is a key decarbonisation
driver, is aligned with overall climate targets.

e Upcoming reviews and policy developments with regards to the post-2030 architecture must:

o ensure a fair distribution of climate targets between ETSI, ETS Il and non-traded sectors,
as well as across Member States and greenhouse gases (GHGs).

o proactively address the system’s functionality to mitigate market volatility, prevent
abnormal price surges and discourage excessive banking of allowances, as the cap
approaches zero.

o maintain a strong market-based EU ETS, and seek to minimise market distortions and
the risk for ad-hoc political interventions.

o consider the market liquidity and optimal functioning of the EU ETS and ensure that the
Market Stability Reserve (MSR) and its parameters are fit for purpose and reflect the
new market conditions.

o mitigate the potential risk of unintended volatility and preserve the environmental
integrity of the EU ETS, in the event of sectoral and/or geographical expansion.

o make sure collected revenues prioritise meaningful decarbonisation projects.
Additionally, simplifying and speeding up state aid procedures regarding the use of EU
allowances (EUA) revenues, as well as more accountability on the use of collected
revenues by Member States is needed.

e The EU ETS should remain the primary mechanism for achieving net-zero emissions. Predictability over
the long-term evolution is key for ensuring necessary decarbonisation investments and cost-effective
emissions reductions, as well as meaningful, long-term carbon price signals.

e The Carbon Border Adjustment Mechanism (CBAM) and EU ETS have to work hand in hand to ensure
they properly incentivise domestic carbon intensive industries to decarbonise in a competitive
manner, while stimulating international collaboration to deliver on global decarbonisation ambitions.

e Eurelectric is supportive of linking with neighboring carbon markets of equivalent ambition. In
particular, we encourage linking with the UK by COP30 to support the functioning of electricity
interconnections outside the European Economic Area (EEA) and exhibit international climate
cooperation.

1 This position paper refers mostly to the evolution of ETS | post-2030, unless specified otherwise in dedicated sections/
paragraphs. It calls for the implementation of the recent legislative reviews and seeks to pave the way for more certainty for
the post Phase IV developments.



SETTING THE SCENE

The first European Climate Risk Assessment (EUCRA) conducted by the European Environment Agency,
highlights that Europe is the fastest-warming continent. Since the 1980s, warming on the continent was
about twice the global rate. In 2023, the global average already exceeded pre-industrial levels by 1.5°C.
This calls for urgent action in slashing greenhouse gas emissions (GHG), both at local and global level.
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Figure 1 Copernicus, 31 October, 2022, link

With the European Climate Law, the EU made climate neutrality by 2050 a legally binding goal, set an
interim target of a net 55% emission reduction by 2030 and is working on setting an intermediary 2040
target. This February 2024, based on its Impact Assessment, the European Commission issued a
Communication recommending a target of 90% net emissions reductions by 2040. The actual legislative
proposal is expected to be tabled by the incoming Commission and will trigger the revision of the Climate
Law and other interlinked pieces of legislation. This target must be ambitious and accompanied by
enablers? to ensure the scale and pace needed is attained and ensures Europe’s competitiveness agenda
goes hand in hand with climate objectives.

In addition, 2030 marks the end of the Phase IV of the EU ETS (ETSI). This cap-and-trade mechanism is
considered to be the cornerstone of the EU’s climate policy and key tool to reduce GHG emissions in a
cost effective manner. Therefore, for all sectors falling within its scope, it is essential to have visibility
and predictability over its long-term evolution to take the necessary investment measures.

So far, through continuous improvement, the EU ETS as an instrument has successfully met its
environmental objective of maintaining emissions below a specified target cap. Going forward, it will be
crucial to understand whether it can continue to deliver results in its current shape and form, what the
necessary adjustments are and which possible paths exist towards climate neutrality.

Through this position paper, Eurelectric wishes to inform upcoming discussions on the post-2030
architecture of the EU ETS. This position will focus on six headline topics:

1) Ambition: need for sectoral, national and international action
2) Electrification

3) Carbon pricing - incentivising cost-effective decarbonisation
4) Market functioning

5) Stability and predictability

6) Use of revenues

2 Eurelectric presented the key enablers in its response paper accompanying the Consultation on 2040 targets.
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1. AMBITION: NEED FOR SECTORAL, NATIONAL AND INTERNATIONAL ACTION

Eurelectric is a staunch supporter of the Paris Agreement and the EU’s ambition to reach climate
neutrality by 2050. This commitment has resulted in accelerated decarbonisation of the power sector.
Between 2000 and 2023 CO2 emissions intensity of a kilowatt hour (kWh) of electricity on a yearly EU
average, was halved, reaching 200g/KWh3. Around 2040, this is expected to decline to zero, thus
enabling the decarbonisation of end-use sectors through electrification.

Setting an EU 2040 climate target provides clarity about the way forward and investment signals. This
ambition should be accompanied by an enabling policy framework that ensures its timely, cost-effective
and successful achievement, taking into account fair burden sharing and the need to contribute to the
competitiveness of the EU economy (and avoid its deindustrialisation).

In this regard, the EU ETS is a key decarbonisation driver and thus it must be ensured that its level of
ambition is aligned with overall climate targets. This implies ensuring a fair distribution of climate targets
between ETS I, ETS Il and non-traded sectors, as well as across Member States, and other GHGs. All
sectors of the economy should face similar pressure in reducing their emissions.

While the Fit for 55 package put
Fit for 55 puts 76% of EU‘s gross emissions under :p 76% of the EU’s gross emissions
a cap under a cap, almost a quarter of
EU emissions remain in non-
traded sectors.

However, the EU ETS is one of the
policy instruments designed to
deliver mitigation efforts. Thus,
when considering the potential
expansion of its coverage and
scope, a thorough assessment of
the most efficient
-;'-:Enr::sglial Processes and Product Use :;D ALnlc:tl::rr‘:mnal S decarbonisation pathway for
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Similarly, efforts are needed at international level. The Paris Agreement tells us that GHG emissions
must peak before 2025 at the latest and decline 43% by 2030, to limit global warming to 1.5°C. The EU
currently contributes 7% of total GHG emissions, its share having fallen from 15.2% in 1990. Instead, in
other major economies, such as the US, China, India and Russia, emissions are yet to peak.

What needs to be done?
When addressing Europe’s long-term climate ambition, Eurelectric recommends:

e Ensuring activities that reduce emissions continue to be prioritised. In particular, we need to
clearly distinguish between reduction and removal ambitions.

e Carbon removals will play an important role in capturing residual emissions and delivering
negative emissions.

o Appropriate policies and regulations, that among others, ensure the accurate
accounting of their contribution, are needed to avoid a negative impact on mitigation
efforts. The distinction between nature-based and technological removals, as well as
permanent and non-permanent removals, must be kept.

3 Eurelectric, PowerBarometer2023
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o It is important to maintain the voluntary nature of carbon removal activities without
establishing obligations on companies to sell or purchase certificates in a EU system.

o The use of permanent technological CO2 removals for compliance purposes in ETS |
should be analysed and tested, in view of a prospective balanced and progressive
integration. Their efficiency and cost-effectiveness needs to be proven, as well as
ensuring no distortive impacts on ETS | functioning arise.

o The European Commission should learn from and consider the direction of travel in
other jurisdictions, with regards to their approach on carbon removals.

e The treatment of municipal waste requires attention. In this regard:

o Measures applied to waste-to-energy need to be conducive to emissions reductions.

o A harmonised approach across Europe is needed.

o Carbone leakage and circumvention must be avoided, thus both landfills and treatment
need to be addresses.

e Examine possibilities to broaden the scope of ETS | and ETS Il (i.e., assess the possibility to
include combustion-related emissions of agriculture, forestry, fishing, rail transport, domestic
navigation and off-road transportation into ETS Il coverage).

e While the power sector accelerates its efforts, it is critical to ensure that all sectors contribute
adequately to the achievement of climate neutrality ambitions, including the non-traded sectors.

o ldentify priority areas for decarbonisation, leading to their progressive and just
transition.

o Organise stakeholder engagements and communication fora to increase the
involvement and participation of non-traded sectors in climate action.

o Devise levers to deliver cost effective and efficient decarbonisation across the economy.

e A robust approach to climate diplomacy, particularly related to carbon pricing, is needed for
addressing the intricate balance between decarbonisation, security of supply and competitiveness.

o The EU should continue the works of its taskforce on international carbon pricing and
markets diplomacy, to ensure the ETS community is growing and moving in the same
direction. This could increase the likelihood of new parties joining the EU ETS |, and thus
increase market liquidity.

= Create detailed roadmap for these linkages, ensuring they maintain the
integrity of the EU ETS while supporting decarbonisation efforts globally.

= Linking should remain subject to high quality requirements, including similar
decarbonisation targets/trajectories to avoid that EU economy subsidises the
decarbonisation of non-EU economies.

o The EU should continue to set the standard for carbon market credibility and
environmental integrity, considering the growing appetite among UNFCCC parties to
use international carbon credits and transfers to achieve their climate targets. Thus, EU
negotiators should use the COP framework to sort out outstanding disagreements on
Article 6, including the need to finalise detailed rules for carbon credit trading to ensure
environmental integrity and transparency, and to address concerns about double
counting of emissions reductions.

= |f the EU wishes to become an international trading partner, a detailed impact
assessment should be conducted and testing the potential opening of the EU
ETS for international carbon credits with a limited scope, in the long run could
be explored. This could be based on preliminary expericient gained by the
Commission in integrating high-quality technological removals certified under
the EU Carbon Removal Certification Framework (CRCF).

= However, no international carbon credits should be recognised unless
environmental integrity and transparency as well as all concerns about double



counting of emissions reductions are solved thorough negotiations under the
COP framework. The environmental integrity of the EU ETS must be ensured,
while the risk of oversupply must be neutralised.

2. ELECTRIFICATION AND CARBON PRICING, SIMULTENOUSLY TACKLING DIRECT AND
INDIRECT EMISSIONS

The electricity sector is pioneering Europe's climate neutrality journey. In 2023, 68% of the EU’s
electricity was generated from nuclear and renewables. In 2024, January to August, this increased to
74%, with 50% coming specifically from renewables. By 2040, Eurelectric’s estimates show that fossil
fuels will represent around 6% of the generation mix. However, this projection will materialise only if
the right enabling framework is in place. An Electrification Action Plan, together with market stability,
regulatory coherence and investor certainty will be key.

Since 2015, electrification rates in Europe have stagnated around 23%. This means that while the power
sector is taking significant steps to decarbonise, other sectors are still running on carbon-emitting fossil
fuels. However, modelling shows the electrification rate must reach between 50% and 70% by 2050 for
Europe to reach climate neutrality.

This has also been acknowledged in the 2040 Impact Assessment, which establishes the need to increase
the use of electricity to 50% of the final energy consumption, to accelerate the decarbonisation of
Europe’s economy and end-use sectors. In the medium term, to achieve our REPowerEU ambitions, we
need to already reach 35% by 2030. Europe must set both the right milestones and a clear plan to deliver
that trajectory. In the absence of clear demand, new investment in additional clean and renewable
capacities remains uncertain.

In the power sector, carbon pricing supports the priority dispatch of the least emitting generation
capacities. Similarly, in other sectors (like, transport, heating and cooling, metals, steel, pulp and paper),
CO2 prices affect sectoral demand and the technology mix.

In road transport and buildings, carbon pricing through the introduction of ETS Il is expected to drive
the transition away from fossil fuels. It is also likely to incentivise their decarbonisation through
electrification by reducing the price differences between the fossil-based and electric technologies.
Treating these two sectors as a priority for emissions reductions is essential, as they represent 72% of
the energy consumption in the EU, and energy efficient, mature electric solutions for decarbonisation
are available. As it is the case for ETS |, ETS Il also requires that the market provides reliable price signals
that should be known as soon as possible (i.e., start auctioning before 2027). In addition, sufficient
support must be provided to vulnerable consumers to avoid social backlash.

When it comes to energy intensive sectors, process heating represents 63% of the final energy
consumption and is responsible for 75% of the GHG emissions of the European industry sector (Agora
Industry, Power Barometer 2024). While electricity represents only 4% of the fuels used in process
heating, fossil fuels cover 75%. However, there is already a 92% technical direct electrification potential
thanks to the broad range of technologies available to electrify process heating for various temperature
ranges. An appropriate support framework for these technologies should be provided.

Not only is the EU’s electricity industry the most progressive sector in terms of decarbonisation, but it
can also provide the solutions (e.g. direct and indirect electrification) needed for other sectors to
accelerate their transition. For that, a holistic approach is needed to incentivise the simultaneous:

e cutting of direct emissions of end-users, i.e. by replacing fossil fuels with electric technologies
in industrial heating processes, or by using an electric vehicle (EV) fleet for the transportation
of produced goods, instead of thermal engine vehicles; and

e tackling of indirect emissions in adjacent sectors. For instance, corporate and utility power
purchase agreement (PPA) volumes increased by 41% in 2023, after a dip in 2022. This market
mechanism ensures long-term, stable pricing for off-takers, while securing investment in new
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clean and renewable energy capacities. They are thus playing an essential role in reducing the
power sector’s direct emissions, and their users’ indirect emissions.

What needs to be done?

In order to achieve a net-zero emissions economy, action must be taken to:

e Enable investment in clean* electricity generation, expand and modernise connecting
distribution grids and stimulate growth in flexible and storage technologies, along with providing a
framework of support and funding.

e Ensure continuous support for power sector decarbonisation to reduce the impact of CO2 cost
in electricity prices.

e Encourage the reduction of direct and indirect emissions through the electrification of energy
consumption.

O

Establish indicative electrification targets of at least 35% by 2030, and 50% by 2040 to
monitor evolution and adjust planning in view of achieving a net-zero economy.
Provide better recognition of market-based instruments, such as PPAs, in accounting
for off-takers’ efforts to transform their business strategies and deliver on climate
commitments (i.e. reduce their scope Il emissions).

Ensure that State Aid guidelines for Climate, Environmental Protection and Energy,
consider electrification of industry as a means to decarbonise industrial uses.

The overlaps with the EU ETS | system must be managed so that the emissions
reductions which could be generated are accounted for and maintain equilibrium in the
carbon market.

Ensure a harmonised approach to indirect cost compensation in view of supporting
industrial use of electric technologies. This measure would be limited in time
(connected to the gradual phase-in of CBAM).

e Ensure timely transposition of agreed legislation, such as the ETS Il into national law.
e Asregards ETS Il, points of consideration include:

O

O

Ensuring a smooth evolution of this carbon market, in a way that it: i. is signalling to
consumers the appropriate cost-efficient decarbonisation solutions, ii. leads to
increased support for energy efficiency (instead of subsidising consumption), and iii.
manages social acceptance.

Organise early auctions, as soon as technically feasible, to support price discovery and
hedging needs.

Use the Social Climate Fund to reduce upfront costs of electric-based solutions for
decarbonising heating and transport needs. Provide sufficient support to end users (in
particular vulnerable consumers) to avoid social backlash.

Assess carefully the functioning and effectiveness of ETS I, and the implications of
potential merger into ETS |, before considering such fusion.

3. CARBON PRICING - INCENTIVISING COST-EFFECTIVE DECARBONISATION

Carbon pricing provides incentives and signals for companies to reduce emissions cost-effectively.
Following the latest ETS reforms, CO2 prices have increased from below €10 in 2017 to about €80 in
2022. In the long-run, market analysts expect prices to increase, with estimates for 2030 ranging
between €100-200. As the cap is getting closer to zero and cheaper forms of emissions abatement are
exhausted, market analysists estimate that EUAs could reach levels above €400/tCO2.

4 clean to be understood as renewable, low-carbon, decarbonised electricity generation technologies included in article 4 of
the Net-Zero Industry Act
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» The EU ETS price is expected to remain quite stable by 2030.
» After 2030, the price starts to progressively increase, with the market getting more constrained.
» After 2040, the allowance price could quickly skyrocket, with the cap getting closer to zero.
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percentage.
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As the ETS architecture evolves, policy developments need to consider the different abatement costs
that existing and potentially new sectors to be integrated have. In particular, increases in prices and
possible volatility could stem as decarbonisation technologies for certain sectors are either still in the
development phase, their availability in the future is uncertain or the decarbonisation pathway that will
be chosen has not yet been decided.

The way prices evolve will influence the public acceptance of these measures and the potential coverage
expansion. It is therefore important to minimise the distributional effects that might emerge, to avoid
market-damaging political interventions.

What needs to be done?

e High policy credibility is crucial for emissions trading systems to efficiently incentivise emission
reductions in the long term. This calls for timely and proper implementation of agreed policies.

o  While sufficiently high carbon prices are important, they are not the only mechanism to
incentivise carbon reductions. This triggers a need for creating commitment, as well as
acceptability of both prices and the extent of the EU ETS. The appropriate use of collected
revenues will be of the essence, as acceptability of carbon pricing depends at least on the use
of revenue.

e Ensure astrong, market and volume-based EU ETS |, which delivers meaningful price signals that
spur investment in decarbonisation. Political interventions in the market should be avoided.

e Improve ETS predictability, via i. better explainability (make sense of price movements) and ii.
enhanced credibility.

o Increased price predictability is a desirable feature both for companies investing in
decarbonised technologies and for Member States re-channelling collected revenues to
complementary decarbonisation actions.

o ETS should not be used as a funding mechanism for other EU policies (cf. REPowerEU)
that undermine the credibility and functioning of the system.

e The rationale for strong market-based carbon pricing, as well as for predictability (via
explainability and credibility) should also be guiding principles as ETS Il develops.

e Ensure that any updates to the linear reduction factor support the decarbonisation ambition.

e  Monitor market evolutions and ensure that mechanisms aimed at stabilising the market are
geared towards counteracting credibility slumps.

4. STABILITY AND PREDICATABILITY

The Market Stability Reserve (MSR) was implemented in 2019 to address oversupply of allowances that
had been accumulated in the ETS I since its creation. Its general function is to help ensure a satisfactory
adequation between the supply and the demand of quotas, and support market stability by adjusting
the volumes downwards if the number of allowances exceeds the upper threshold, or reinjects permits
from the reserve, should the volumes be below the lower threshold. In practice, the upper limit is set at
833 MtCO2, coupled with a 24% intake rate of the previous year's surplus. The lower limit is fixed at 400
MtCO2. At this stage and until 31 December 2030, the MSR can release 100 MtCO2 of allowances, within
the limit of what is available in the reserve.

Already in the previous revision of the EU ETS directive in 2021-2022, Eurelectric argued that the
provisions that steer the MSR must be updated in order to properly reflect new market conditions. The
two activation thresholds, 400 and 833 Million EUAs, were originally proposed by the European
Commission more than 10 years ago (January 2014), based on the best knowledge at that time, and
then implemented as from the start of the MSR in January 2019. Since then, the EU ETS has developed
significantly and the hedging needs in this market continue to decline with the reduced CO2 emissions,
but may increase again in light of potential scope, sectoral or geographical expansions.
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Figure 2—Evolution of EUA price and TNAC (current MSR indicator)

The latest MSR review has also adjusted the absorption “buffer”. From 2024 onwards, if the previous
year’s surplus is lower than 1,096 Mt and higher than 833 Mt, the difference between the surplus and
833 Mt will be absorbed (instead of 24%).

The introduction of a buffer zone between the total number of allowances in circulation (TNAC) and the
MSR’s upper threshold (833 Million EUAs), that was politically agreed in the previous EU ETS reform,
has its benefits in terms of reducing volatility around the thresholds, however as it was negotiated
around the peak of the gas market crisis, the thresholds were untouched. This has also led to a
weakening of the effectiveness of the MSR, which could undermine the EU ETS in the late 2020s. To
address this, both the MSR’s buffer zone upper level (1,096 Million EUAs) and the upper threshold for
hedging (833 Million EUAs) should be adjusted properly reflect the level of decarbonisation and hedging
requirements. The exact levels should be determined through analysis to ensure a smooth market
functioning.
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Figure 3 Enerdata

After 2030, analysts expect the carbon price to start a progressive increase, as the market becomes
more constrained. The MSR is likely to help smooth the rise by reinjecting allowances onto the market.
A softening of its intake rate has also been foreseen post-2030, this being expected to be lowered to
12%, smoothing the absorption of EUAs in the MSR. But, after 2040, the reserve of the MSR is likely to
be empty (following the cap trajectory) if no changes to the EU ETS and corresponding MSR adjustments
are operated. Thus, the mechanism will not be able to contribute to the stabilisation of the market
anymore. In this perspective of accelerated decarbonisation and significantly lower TNAC, the current
MSR parameters might require adjustments.

The MSR is the main mechanism at play for market balancing and depends on a key indicator: the TNAC,
which is not fully reflective of market tightness. Data published by the European Commission, shows
that last year the TNAC number stood at 1,111,736,535. In line with the revised legislation, a total of
266,816 768,allowances have been placed in the MSR over a 12-month period, from 1 September 2024
to 31 August 2025. In addition, 381,744,844 allowances held in the reserve became invalid on 1 January
2024, considering the invalidation rules and the set a cap at 400 million allowances kept in reserve.

The TNAC has so far largely reflected historical oversupply.

i However, quantities are known only on a yearly basis, and
generally indicate a nearly two-year lag in reflecting potential
shocks in the market (i.e. macroeconomic shock like the financial

‘ crisis). In other words, there is no immediate relation between
ol the TNAC and price levels. More frequent adjustments could be
: defined, so that supply management is more responsive to
changes in market (tightness) conditions in a timely manner.
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However, a more frequent adjustment of the MSR would require additional rules and parameters, which
would increase the administrative burden and complexity. An important aspect going forward is to
analyse and define parameters to ensure a smooth management of system tightness taking into
account the anticipation of allowances that could be removed in the mid-term. Equally important, the
MSR review should assess and foresee potential risks of oversupply triggered by adjustments to the ETS
(i.e. gradual introduction of permanent removals, geographical expansion, international credits, etc.)

In addition to the overall market stability tackled via the MSR, Article 29a of the ETS Directive should
provide a response mechanism to excessive price fluctuations, thus dampening volatility. The efficiency
of this approach needs to be studied in the context of future evolutions.

Indeed, high volatility is often an indicator of risk in the market and causes utilities and industrials to
adjust their investment strategies, as they require a reliable price signal for their long-term investment
decisions. At this stage, as confirmed by the latest ESMA report on EU Carbon Markets the volatility in
the EU ETS | remains low. “Volatility tumbled in 2023, averaging 32%, down from a record-high 53% in
2022 and below the values of the past five years”, as shown in the ERCST report on the State of the EU
ETS. This was due to a conjunction of factors, including reduced power sector emissions and low
industrial output, on the demand side.

CMR.5 CMR.6

Historical volatility Intraday volatility
Historical volatility averaged 2% in 2023 Intraday volatility remained low
8% 8%
7% 7%
6% 6%
5% 5%
4% 4%
3% f\ 3%
2% "1‘ \“ 2%
1% W 1%
0% 0%
Jul-22 Jan-23 Jul-23 Jan-24 Jul-24 Jul-22 Jan-23 Jul-23 Jan-24 Jul-24
Historical volatility 3IMMA Intraday volatility 3MMA
Note: Historical volatility of EU emission allowance prices calculated as 20-day Note: Intraday volatility of EU emission allowance prices calculated following
standard deviation of daily returns. 3MMA= three-month moving average. the Parkinson method. 3MMA= three-month moving average.
Sources: Refinitiv EIKON, ESMA. Sources: Refinitiv EIKON, ESMA.

What needs to be done?

e Enable the MSR to recalibrate potential imbalances by improving its responsiveness to periods
of high volatility:
o Explore whether additional indicators are needed and how to balance risk for increased
complexity and administrative burden.
o Revising its timing/velocity for activation depending on market changes, including
surplus or scarcity, to provide a more flexible and adaptable framework.
o Analysing its parameters (and potentially new ones) in an integrated manner, ensuring
changes do not water down ambition.
o Ensure that the MSR activation thresholds reflect market conditions and stay relevant
at this horizon.
e Conduct thorough analysis (impact assessment) to determine how the potential ETS evolution
would influence the reserve and which adjustments are needed.
e Strengthen Article 29a of the ETS Directive to ensure it can be effectively applied in view of the
market evolution.
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5. MARKET FUNCTIONING

A robust EU carbon market is a key driver for the decarbonisation. So far, the EU ETS market has evolved
in a positive direction, both through a strengthening of the mechanism and an expansion of its coverage.
Extrapolating on the trajectory of the revised Directive, no more allowances will be issued by 2040 in
ETS | (and in the mid-40s when accounting for aviation and maritime, ETS I1).

While emissions for the industry, electricity, aviation and maritime sectors are around 1,200 Mt now,
the 2035 cap is expected to be below 400 Mt. This implies that post-2030, the ETS | could be much
smaller than it is today, indicating that the ETS end game is approaching. A question however remains:
while the market shrinks and increases pressure on sectors to accelerate their decarbonisation, will all
compliance entities achieve the zero-emissions objective? The “how?” and “at what cost?” will also play
a role in the upcoming discussions, as the competitiveness of EU industries in the overall international
context would be factored in.

KP1 6.10: Supply and demand of EUAs and TNAC The introduction of CBAM is also likely
to influence the market functioning

Market stringency going forward as it will lead to the phase
of EVETS out of free allowances for CBAM
Supply vs. demand X
of allowances covered sectors and drive a greater
market participation of industries to
TNAC match their surrender obligations. In
—— MR feed the current trading period (2021-2030)
packioading 57% of the allowances will be auctioned.
CERs and ERUs .
_ This reversed the trend of the Phase 3
_— Auctioned ) )
aFrecly allocated trading period (2013-2020) when over
eVerifiad P1.03 4.3 billion allowances were distributed
IEEEEEED . e—verified P4 for free, although 4.1 billion EUAs were
2005 2008 2013 w0 203 surrendered by industrial operators.

This led to a net overallocation of 200

Commission (2023) million allowances.

*CERs ‘Certified Emission Reduction’, ERUs ‘Emission Reduction Units’

What needs to be done?

The post-2030 architecture must give proper consideration to the following aspects:

e The achieved decarbonisation levels by current compliance entities, their remaining emissions
and how this will influence their participation in the market (i.e. the power sector will be less
present in the market as its decarbonisation advances, with a potential impact on liquidity).

e New market behaviours (i.e. increased supply of allowances; hedging needs etc.) emerging from
the potential integration of new compliance entities (e.g., new sectors, merger with ETS Il), as
well as triggered by the phase out of free allocation.

e The availability of abatement technologies for different sectors and the CO2 price required to
make them profitable, as this might further generate unexpected price movements.

e The impacts of the potential integration of negative emissions and the interaction between
allowances and removal certificates, while maintaining the mitigation hierarchy. This needs to
also balance the risk of driving early investment into costly and inefficient technologies.

e Ensuring a cost-efficient transition that maintains the acceptability of this instrument across
society and compliance entities.
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https://www.eea.europa.eu/data-and-maps/dashboards/emissions-trading-viewer-1
https://www.eea.europa.eu/data-and-maps/dashboards/emissions-trading-viewer-1

e Explore options available to ensure a liquid market (i.e., linkage with similar compliance
markets, like the UK ETS;). This implies devising rules that lead to a swift linking process and
mitigate potential volatility.

o Early engagement with countries setting up their own ETS and carbon price systems is
recommended to ensure compatibility and avoid evolutions in directions that
exacerbate differences between markets.

o In particular, when the coupling of the electricity markets is available, such exchanges
should mitigate perverse results due to pricing arbitrage.

o Create detailed roadmap for these linkages, ensuring they maintain the integrity of the
EU ETS while supporting decarbonisation efforts globally. Linking should remain subject
to high quality requirements, including similar decarbonisation targets/trajectories to
avoid that EU economy subsidises the decarbonisation of non-EU economies.

e Price signals must remain market-based and devoid of political interventions. Their relevance is
influenced by the liquidity in the market. At the same time, with the expected tightening of ETS
I market, EUA price increase and the possible expansion coverage, the transparency of the
market and trading activities should be ensured.

e Maintain the integrity of the EU ETS, while exploring the integration of ETS Il and permanent
high quality removals®. Including CDR once high-quality is achieved could bring extra volumes
to the market and avoid high abatement costs.

e Manage costly policy overlaps, which could appear due to the implementation of other climate
and energy targets, or though the implementation of out-of-the market support systems for
decarbonisation technologies (subsidies, , etc.). Going forward the EU ETS needs to be able to
account for such policies and their impact.

6. REVENUES

Aside from being an instrument that captures the external cost of GHGs, the EU ETS’s carbon pricing
mechanism also determines the revenue generated from the sale of allowances. Following the latest
ETS revision, 100% of the generated revenues must be invested by Member States in energy and climate
projects.

According to the estimates of the
European Commission, since 2013, the
EU ETS has raised over €175 billion. The
bulk has been generated as the market
has tightened, growing from €14 billion
to €38 billion between 2019 and 2023.
This 3.4 times increase follows a
- - - - - significant evolution of EUA prices,

[ — which went from an annual average of
= The carbon prices grew 3.4 times from 2019 fo 2023. This helped boosting ETS revenues from 14 billion in €24 73/Mt of COZeq in 2019 to

EUA auction revenue & average auction price

urftanne)

Avemge auctian price (E

2019 to 38 billion Euro in 2022.
= Qut of the 43.5 billion euro generated in 2023 went 34.7 billion was available directly for EU MSs €83 _6/|\/|t of COZeq in 2023.

Source : Eurelectric based on EEX
Positively, the latest review has set an obligation on Member States to use ETS revenues to drive
investment in renewable energy, energy efficiency improvements and other technologies that help
companies lower their carbon costs. In addition, a share of this revenues is dedicated to the Innovation
Fund (expected to raise over €57 billion between 2021 and 2030) and the Modernisation Fund (which
is is expected to raise and invest €69.5 billion by 2030). While these amounts seem high, they represent

5 ETS Il once it appears to be well functioning and responsible of the decrease of emissions in the covered sectors
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only a fraction of the total investment need, that the European Commission estimated at €1.5 trillion,
from 2031 to 2050, in the Impact Assessment on the 2040 target.

Under the current linear reduction factor (LRF), the EU ETS is moving into an undersupply regime. On
one side, this means a higher price of the auctioned EUAs corresponding to an upward price movement.
On the other, it shows that the ETS is a temporary source of revenues. The reduction of allowances in
the market will also have implications on the volumes allocated for ETS funds, such as the Modernisation
and Innovation Funds.

With the more ambitious pace of decarbonisation and the expected investment needs to achieve 90%
reduction in 2040, the amount of available funds should be adjusted accordingly.

What needs to be done?

e Enable early investment in decarbonisation. The 2040 Impact Assessment shows that delayed
investment in decarbonised solutions would increase the cost of the transition.

o Ensure that a majority of funds is channelled into projects with long-term, and if
possible permanent, decarbonisation effects (i.e. the electrification of industrial
processes/end-uses).

o Provide the legal framework for using part of the revenues to de-risk investment in
decarbonised projects.

e Ensure the increase in income is well spent. This can be in the form of support for early movers
or temporary, targeted compensations which should avoid negative feedback loops.

e Considering the impact of CO2 on electricity prices®, Member States should continue to support
the power sector decarbonisation in regions where such support is still needed. This support
will be temporary in nature, as the power sector continues its decarbonisation trajectory.

e Boost the Innovation Fund to ensure higher levels of support for the development and upscale
of decarbonised solutions.

e Seek to ensure that projects supported by the Innovation Fund are more evenly distributed
geographically and between sectors, while continuing to ensure the funds are efficiently
allocated and support Europe’s competitiveness.

e Revenues collected via the auctioning of EUAs are likely to be insufficient to deliver the
appropriate level of support to decarbonise all covered sectors’. Therefore, the EU’s long-term
financial framework needs to consider the development of appropriate funding mechanism to
deliver on the climate and reindustrialisation challenge.

e The phase-in of CBAM coupled with the progressive phase-out of free allocation under the EU
ETS is also a factor that needs to be considered going forward. The European Commission
estimates that that the CBAM own resource will generate about €1.5 billion (2018 prices) per
year as of 2028.

e Continue the Modernisation Fund post-2030.

e Improve accountability of Member States regarding the use of revenues.

o Simplify and speed-up state aid procedures regarding the use of revenues.

e ETS revenues should not be used for overall EU budget/financing needs.

6 The Draghi report on industrial competitiveness estimated that carbon costs accounted for around 10% of the EU industrial
retail electricity price in 2023.

7 According to the estimates by The National Centre for Emissions Management (Poland), the revenues from ETS auctions
between 2031 and 2050 could cover only 11% of the investment needs of the EU’s energy sector.
https://www.europeanenergyforum.eu/wp-content/uploads/2024/02/KOBiZE.pdf
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