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The EU ETS reset: trading flexibility for investment

28 July 2026

The European Commission (EC) has proposed a substantial recalibration of
the EU Emissions Trading System (ETS). Carbon allowances would decline
more gradually after 2030, industrial protection would last longer and more
ETS revenues would be directed towards decarbonisation projects. The
reform’s success will depend on whether this additional flexibility translates
into additional investment.

1. What is the EU ETS? The EU ETS is the EU’s carbon market, which has helped halve emissions from power
deneration and energy-intensive industry since 2005. Most of the progress has come from the power sector; the
remaining industrial emissions will be harder and more expensive to eliminate.

2. EU ETS proposed review: The EC proposes slowing the decline in allowance supply after 2030, extending
industrial protection and directing more ETS revenues towards decarbonisation investment. This would reduce
future allowance scarcity risks while softening the carbon constraint on industry.

3. Review implications: The proposal changes the bargain between policymakers and industry: more time and
support in exchange for investment in Europe. Its success will depend on whether strong conditionality converts
additional flexibility into additional decarbonisation.
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The EU ETS has delivered, but the next phase will be harder

Launched in 2005, the EU ETS is the world’s first major carbon market and remains one of the largest. Since its
launch, it has already generated more than EUR 270bn in revenues, according to the Commission. It caps greenhouse-
gas (GHG) emissions from power and heat generation, energy-intensive industry, aviation and shipping, accounting
for around 40% of the EU’s total GHG emissions. Companies must surrender one allowance for every tonne of carbon
dioxide equivalent they emit. Allowance trading enables emissions reductions to take place where they are least
costly. Because the number of new allowances falls over time, the system creates an increasingly strong incentive
to invest in lower-emission production. Energy-intensive industries also receive some allowances free of charde to
limit carbon leakage, that is, the relocation of production and investment to jurisdictions with weaker carbon
constraints.

The system has delivered substantial results. Scope-adjusted emissions from stationary installations, covering power
and heat deneration and enerdy-intensive industry, were around 51% lower in 2024 than in 2005, keeping the EU
broadly on track towards its 62% reduction target for 2030. However, much of the historical progress has come from
the power sector, while industrial emissions have proved more difficult to reduce.

The next phase will be harder. Under the existing rules, the linear reduction factor (LRF) is set at 4.3% for 2024-27,
and 4.4% from 2028 onwards. If unchanged, this trajectory would bring new allowance issuance close to zero by
around 2039, potentially creating acute scarcity and price volatility. Yet, sectors such as steel, cement and chemicals
are likely to retain residual emissions and have limited commercially viable low-carbon alternatives. Europe’s
relatively high energy costs add to the challenge.

This prompted an intense debate over whether the ETS was tightening faster than European industry could
realistically transform. The concern was that carbon costs could shift production abroad, while new low-carbon
investment might be directed to regions offering cheaper energy or more generous support, rather than helping to
decarbonise European industry. Critics of a softer regime countered that weakening the scarcity signal could penalise
early movers and undermine investment predictability.

CHART 1: EMISSIONS FROM EU ETS STATIONARY INSTALLATIONS HAVE HALVED SINCE 2005
SCOPE-ADJUSTED GREENHOUSE-GAS EMISSIONS, MTCO,E
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Source: European Environment Agency, EU ETS Data Viewer, The Investment Institute by UniCredit.
Note: Historical emissions are adjusted by the EEA to improve comparability across changes in the scope of the EU ETS.
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The Commission proposes to offer industry more time and more support

The Commission is therefore proposing a review of the EU ETS that seeks to preserve the carbon-price signal while making the
systemn more compatible with industrial investment and competitiveness. Its July proposal will now be negotiated by the
European Parliament and the Council of the European Union. The outcome is far from certain, with calls for additional industrial
flexibility set against concerns that a weaker carbon-price signal could penalise early movers and undermine climate ambition.

The most consequential proposed change is a slower decline in the supply of new allowances. The Commission would
reduce the LRF from 4.4% to 3.7% for 2031-35 and to 1.7% from 2036. This is a significant concession to heavy industry,
as a lower reduction factor means a slower tightening of the cap and more allowances available than under the existing
trajectory. The issuance of new allowances would therefore continue into the 2040s, increasing their availability relative
to the existing trajectory and thus providing more room to manage residual emissions from hard-to-abate sectors while
preserving market liquidity. For companies covered by the ETS, this should reduce the risk of extreme compliance costs
and carbon-price spikes, although it may also weaken the incentive to accelerate emissions reductions.

Industrial protection would also last longer. For steel, cement and other sectors covered by the Carbon Border
Adjustment Mechanism (CBAM), which is designed to apply an equivalent carbon cost to selected imports, free ETS
allowances would be phased out by 2038 rather than 2034. This would extend the period over which European producers
benefit from lower compliance costs, with the full phase-in of CBAM delayed correspondingly. The additional protection
would, however, be tied more closely to decarbonisation: companies would receive 80% of their free allocation after
submitting a plan to decarbonise their European operations, and the remaining 20% only after its implementation. The
most efficient 10% of installations would be exempt, rewarding companies that have already reduced emissions.

A new ETS Investment Booster would use 400 million allowances, worth around EUR 30bn at recent carbon prices,
to frontload support from the planned Industrial Decarbonisation Bank, which would have a total budget of
EUR 100bn over 2030-40. Assistance could last up to ten years and be linked to verified emissions reductions, giving
companies greater certainty over the value of future carbon savings. The proposal would also require member states to invest
50% of their national ETS auction revenues in decarbonising sectors covered by the system. Together, these measures would
channel a larger share of the value generated by the ETS towards the transformation of the sectors it covers.

Finally, the Commission proposes halving the rate at which the Market Stability Reserve withdraws surplus
allowances from auctions, from 24% to 12%. Combined with its separate April proposal to retain allowances that
would otherwise be permanently cancelled, this would make the reserve less focused on eliminating past surpluses
and better equipped to manage future scarcity in a shrinking market.

CHART 2: THE COMMISSION PROPOSES A SLOWER TIGHTENING OF THE ETS CAP?
EU ETS LINEAR REDUCTION FACTOR (%)
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Source: European Commission. Figures from 2031 refer to the European Commission proposal presented on 17 July 2026
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The test is whether flexibility translates into decarbonisation investment

With this proposal, the Commission is responding to a genuine design mismatch. The existing trajectory risks bringing
new allowance issuance close to zero around 2039, even though the EU’s economy-wide climate-neutrality target is
2050 and hard-to-abate industries are likely to retain residual emissions. A more gradual reduction of the cap could
lower the risk of disorderly price spikes, but the proposal also recognises that the carbon price alone cannot deliver
industrial transformation.

Steel, cement and chemicals require larde investments in electrification, hydrogen, carbon capture and new
production processes, supported by affordable clean electricity, infrastructure and demand for low-carbon products.
Many of these technologies are not yet commercially viable at scale and require further investment, as well as
enabling infrastructure and public support to close the cost gap with conventional production. Using part of the value
generated by the ETS to support investment may therefore produce more decarbonisation than relying exclusively
on an increasingly scarce supply of allowances.

The most promising feature is the conditionality attached to support: companies would receive more time and
protection in exchande for investing in European decarbonisation.

However, the package carries a risk of cumulative overcorrection. A slower cap reduction, a more generous free
allocation, a less aggressive Market Stability Reserve and additional financial support may each be defensible in
isolation. Together, they could weaken the scarcity signal that makes low-carbon investment economically attractive.
The challenge will be to ensure that support generates investment that would not otherwise occur.

The proposal would move the ETS from a largely standalone carbon-pricing instrument towards a broader industrial-
investment framework. Its success should be judged by whether dreater flexibility produces additional
decarbonisation. If it does, the reform could strengthen both competitiveness and the credibility of the transition;
otherwise, it risks postponing adjustment while weakening the market signal intended to drive decarbonisation.

The proposed reform buys European industry more time. Its success will depend on whether industry turns that time
into additional investment.
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Ledal Notices

Glossary

Terms used in the report are available on our website: Our glossary.

Marketing Communication

This publication/video constitutes a marketing communication of UniCredit S.p.A., UniCredit Bank Austria AG, Schoellerbank AG and
UniCredit Bank GmbH (hereinafter jointly referred to as the “UniCredit Group”) is addressed to the general public and is provided free of
charge for information only. It does not constitute investment recommendation or consultancy activity by the UniCredit Group or, even
less, an offer to the public of any kind nor an invitation to buy or sell securities. The information contained herein does not constitute an
investment research or financial analysis since, in addition to the lack of content, it has not been prepared in accordance with legal
requirements designed to promote the independence of investment research, and it is not subject to any prohibition on dealing ahead
of the dissemination of investment research.

UniCredit Group, including all its group companies may have a specific interest in relation to the issuers, financial instruments or
transactions detailed herein. Relevant disclosures of interests and positions held by UniCredit Group are available at: Conflicts of interest.
Any estimates and/or assessments contained in this publication represent the independent opinion of the UniCredit Group and, like all
the information contained therein, are given in good faith on the basis of the data available at the date of publication, taken from reliable
sources, but having a purely indicative value and subject to change at any time after publication, on the completeness, correctness and
truthfulness of which the UniCredit Group makes no duarantees and assumes no responsibility. Interested parties must therefore carry
out their own investment assessments in a completely autonomous and independent manner, relying exclusively on their own
considerations of the market conditions and the information available overall, also in line with their risk profile and economic situation.
Investment involves risk. Before any transaction in financial instruments please refer to the relevant offering documents. It should also
be noted that:

4. |Information relating to the past performance of a financial instrument, index or investment service is not indicative of future results.

5. Ifthe investment is denominated in a currency other than the investor’s currency, the value of the investment can fluctuate strongly
according to changes in exchande rates and have an undesirable effect on the profitability of the investment.

6. Investments that offer high returns can undergo significant price fluctuations following any downgrading of creditworthiness. In the
event of bankruptcy of the issuer, the investor may lose the entire capital.

7. High volatility investments can be subject to sudden and significant decreases in value, being able to generate significant losses at
the time of sale up to the entire capital invested.

8. Inthe presence of extraordinary events, it may be difficult for the investor to sell or liquidate certain investments or obtain reliable
information on their value.

9. If the information refers to a specific tax treatment, it should be noted that the tax treatment depends on the individual situation of
the customer and may be subject to change in the future.

10. If the information refers to future results, it should be noted that they do not constitute a reliable indicator of these results.

11. Diversification does not guarantee a profit or protect against a loss.

The UniCredit Group cannot in any way be held responsible for facts and/or damages that may arise to anyone from the use of this

document, including, but not limited to, damades due to losses, lost earnings or unrealised savings. The contents of the publication —

including data, news, information, imades, graphics, drawings, brands, and domain names — are owned by the UniCredit Group unless

otherwise indicated, covered by copyright and by the industrial property law. No license or right of use is granted and therefore it is not

allowed to reproduce its contents, in whole or in part, on any medium, copy them, publish them and use them for commercial purposes

without prior written authorisation from UniCredit Group unless if purposes of personal use only. E 25/1
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