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On 17 July 2026, the European Commission published its proposal to 
revise the EU Emissions Trading System (EU ETS). Due to be negotiated 
by EU policymakers from September, the proposal touches nearly all core 
structural parameters of the system: the pace of the cap’s decline, the 
integration of carbon removals and international credits, free allocation, 
the design of the Market Stability Reserve (MSR), the scope of covered 
sectors, and the use of auction revenues.

The EU ETS remains the cornerstone of EU climate architecture: a 
proven, market-based mechanism that has delivered real emission 
reductions since 2005, and one whose credibility is increasingly viewed 
as a model for carbon pricing systems worldwide. Over 20 years later, the 
Commission’s proposal rightly recognises that the system needs to adapt 
to remain workable for the industries under its scope. Extending ETS 
coverage to new sectors, updating the MSR, and strengthening the use 
of auction revenues are each, in principle, sound steps in that direction. 
Other elements of the proposal have proven far more contested. 

Taken together, these changes respond to a genuine and growing tension. 
Industry has repeatedly called on the Commission to moderate the 
pace of carbon price increases as the cap tightens. At the same time, 
the credibility of the ETS as the EU’s central decarbonisation signal 
depends on maintaining a trajectory toward structural allowance scarcity, 
a trajectory that early movers have already priced into their investment 
decisions. The central question raised by this review is therefore not 
whether the ETS should evolve, but how: how can structural changes such 
as a slower cap decline be justified if they come with flexibilities governed 
by clear, rules-based safeguards? And critically, how can this bargain be 
designed to protect, rather than penalise, the companies that acted early 
on the assumption of a steeper tightening path?

This brief sets out EPICO’s recommendations in response to that question. 
For each key parameter, it identifies where the Commission’s proposal 
offers a credible basis for the next phase of the ETS, and where further 
clarification or safeguards are needed to preserve the system’s integrity.

I N T R O D U C T I O N
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1 .  EPICO RECOMMENDS THAT
ANY REDUCTION IN THE LINEAR 
REDUCTION  FACTOR (LRF) 
BE MATCHED WITH CREDIBLE , 
COMPENSATING SAFEGUARDS, 
AND ASSESSED FOR ITS 
CUMULATIVE EFFECT ON 
SCARCITY RATHER THAN
IN ISOLATION.

The proposal lowers the LRF from 4.4% to 3.7% 
for 2031 to 2035, with a further reduction to 

1.7% for 2036 to 2040. If the required supply 
of international credits is not available by 2036, 
the LRF automatically reverts to 2.7%. The 
Commission justifies this adjustment by the 
need to recalibrate the cap around a 2040 
target composed of 85% domestic emissions 
reductions and 5% international credits. Initial 
estimates,1 as seen below, show the cap reaching 
near zero by 2048 under the new proposal, five 
years later than under current rules, and by 2043 
under the fallback LRF if the international credit 
market is not ready by 2036.

R E C O M M E N D AT I O N S

1  “EU ETS Proposal Softens Carbon Cap Cuts as Brussels Responds to Industry Pressure” OPIS, A Dow Jones Company, 
17 July 2026, https://www.opis.com/resources/energy-market-news-from-opis/eu-ets-proposal-softens-carbon-cap-
cuts-as-brussels-responds-to-industry-pressure/

Source: EPICO and Frontier Economics based on ETS proposal, July 2026
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While a revision to the LRF was expected 
ahead of the review,2 a slower cap decline has 
direct consequences for early movers. Such 
an adjustment lowers the expected return on 
low-carbon investments already made and risks 
reducing future allowance scarcity relative to 
the trajectory firms had previously priced in. 
At the same time, the adjustment responds to 
legitimate industry concerns about the pace 
of carbon price increases through the current 
Phase IV of the ETS (2021 to 2030).

The core challenge is one of regulatory credibility: 
how can the system continue to reward 
companies that invested early on the assumption 
of a steeper cap, if the cap itself is now being 
loosened? The logic of the Electrification 
Action Plan applies equally here: industrial 
decarbonisation investment decisions are made 
over decades, and a predictable, long-term price 
signal matters more than any single parameter. 
Recent analysis by EPICO has again underlined 
the need for a sufficiently high ETS price, and 
a credible pathway towards higher prices, to 
unlock abatement in the majority of sectors.3

“EPICO recommends assessing a lower LRF together with the other 
supply-easing measures set out below, since their cumulative effect 
on scarcity ultimately determines the system’s credibility.”

2.  EPICO SUPPORTS THE 
INTRODUCTION OF CARBON 
REMOVALS AND INTERNATIONAL
CREDITS PROVIDED THEIR 
INTEGRATION IS GOVERNED 
BY STRICT INTEGRITY 
SAFEGUARDS SET WELL IN 
ADVANCE AND RECOMMENDS 
BRINGING FORWARD THE 
COMMISSION’S MARKET-
READINESS ASSESSMENT FOR 
INTERNATIONAL CREDITS FROM 
2033 TO 2030.

The proposal introduces allowances tied to 
the purchase of 250 Mt of domestic BioCCS 
and DACCS removals certified under the EU 
Carbon Removals and Carbon Farming (CRCF) 
Regulation, alongside 260 Mt of allowances 
allocated to the purchase of high-quality, 

cost-effective international credits under 
Article 6 of the Paris Agreement. A Commission 
report due by 31 January 2033 will assess market 
development for international credits ahead of 
their integration in 2036.

International credits remain particularly 
contentious as a new flexibility introduced in 
this review. If the market is not ready to deliver 
high-quality, high-integrity credits at the supply 
needed by 2036, the fallback LRF of 2.7% is 
triggered, resulting in one of the most significant 
shocks to the cap trajectory at a moment when 
market predictability is most needed. Concerns 
over cost, quality, and market formation all add 
uncertainty to their integration. Bringing the 
Commission’s scheduled 2033 report forward 
to 2030 would give an interim read on quality, 
verification, and leakage risks ahead of the 
potential 2031 to 2035 pilot period for the 5% 

2  Ahead of the review proposal on 17 July, the Commission had already indicated that the LRF would be lowered to align 
with the 2040 climate target. “EU ETS Revision 2026: What the July Proposal Will Look Like,” OPIS, A Dow Jones Com-
pany, 3 June 2026, https://www.opis.com/blog/eu-ets-revision-2026-what-the-july-proposal-will-look-like/
3  EPICO / FfE (2026): The New Economics of Net Zero. https://epico.org/de/the-new-economics-of-net-zero
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international credits use set out in the European 
Climate Law.4 This would offer greater planning 
clarity for installations and an early signal on 
where the gaps are for establishing the market 
by 2036.

These are, in principle, welcome additions. 
Carefully designed access to high-integrity 
removals and international credits could 
moderate price spikes, strengthen cooperation 
with other international carbon markets, and 
enhance the system’s overall robustness. 
However, significant design questions remain 
open. There is not yet clarity on the exact quality 
and integrity requirements that will apply, nor 
on how the removals and credits markets will 
function by the time of their integration. Without 
clear guardrails, there is a real risk of repeating 
the oversupply problems that have previously 
undermined confidence in the ETS. The review 
should treat integrity control as a precondition, 
not an afterthought, for expanding access to 
removals and international credits, with clear 
volume limits and quality thresholds established 
ahead of their integration.

3.  EPICO RECOMMENDS A 
TIERED DESIGN FOR FREE 
ALLOCATION CONDITIONALITY,
WHILE PRESERVING
BASELINE CARBON-LEAKAGE
PROTECTION.

From 2031, the proposal makes 100% of free 
allocation conditional: 80% upon submission of

a verified decarbonisation plan, and 20% upon 
verification that the full value of the allocation 
has been invested, with the investment 
required to match at least 100% of the value 
of the free allocation and deliver significant 
emissions reductions.

EPICO supports conditionality as a tool to make 
flexibility credible, provided it comes with the 
right safeguards.5 As drafted, however, the 
proposal risks converting free allocation from 
a carbon leakage protection mechanism into a 
de facto investment obligation. Earmarking its 
value in this way weakens the leakage protection 
it was originally designed to provide, and risks 
pushing firms toward investments that are not 
yet economically viable.

Getting the division of labour right is essential 
here. The ETS price should remain the primary 
investment signal, dedicated instruments like the 
Innovation Fund or Industrial Decarbonisation 
Bank should support that signal, and free 
allocation should be reserved for its intended 
purpose of addressing carbon leakage risk. Any 
conditionality regime should include a baseline 
level of protection – the volume an installation 
would have received had the pre-review rules 
continued to apply – free from investment 
obligations and should be designed to protect 
first movers. As with the LRF, the cumulative 
effect of this measure alongside the revised 
MSR and expanded access to removals and 
credits needs to be assessed together, not 
parameter by parameter.

4  Article 4(5)(a) of Regulation (EU) 2021/1119, as amended by Regulation (EU) 2026/667 (European Climate Law).
5  EPICO KlimaInnovation, Reform of Free Allocations: Reconciling Carbon Leakage Protection, Investment and ETS 
Integrity, 2026, https://epico.org/en/publications/reform-of-free-allocations-reconciling-carbon-leakage-protec-
tion-investment-and-ets-integrity
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EPICO’s proposed tiered design would 
keep baseline protection free of investment 
obligations and apply conditionality only to 
additional support. This additional free allocation 
could function as a performance-based top-up 
for front runners, rewarding early action rather 
than tying conditionality to future spending 
promises that end up compensating late 
movers.  This serves a dual purpose: protecting 
front runners while avoiding pressure on firms to 
make investments that are not yet economically 
viable. It also gives operators regulatory 
clarity for the leakage-protection core of their 
allocation, while still applying conditionality to 
the additional support.

As a political compromise, this tiered design 
could be paired with a phase-in approach. For 
the 2031-2035 period, 100% of an installation’s 
baseline free allocation would be allocated 
unconditionally, with only the additional free 
allocation arising from this review subject to 
a conditionality regime. From 2036 onwards, 
conditionality could be incrementally phased 
in to apply to broader free allocation, giving  
operators time to build investment cases and 
secure financing before their entire allocation is 
put at risk. This would preserve carbon leakage 
protection while still delivering the Commission’s 
original policy objective on a later timeline.

4. EPICO RECOMMENDS 
PAIRING THE TOP-10% 
CONDITIONALITY EXEMPTION 
WITH ADDITIVE INSTRUMENTS,
SUCH AS TARGETED ACCESS 
TO THE INDUSTRIAL 
DECARBONISATION BANK (IDB)
AND INVESTMENT BOOSTER, SO
THAT FRONT RUNNERS RECEIVE 
ADDITIONAL SUPPORT RATHER 
THAN MERE RELIEF FROM A NEW 
OBLIGATION.

The proposal exempts the top 10% of 
performers from the new free allocation 
conditionality requirements. While this measure 
is performance-based and rewards early action, 
being exempt from a new burden is not the same 
as being rewarded for early action. The existing 
product benchmark system already functions 
as the primary mechanism for rewarding top 
performers, so any additional recognition for 
front runners introduced through this review 
should be designed as an additive measure.

One way to do this is to channel support from 
both phases of the IDB to deliver a genuine 
additive benefit rather than relief from a new 
burden alone. EPICO asks that this be spelled 
out clearly in negotiations, to clarify exactly how 
the IDB and its Booster can support existing 
low-carbon producers and other front runners 
who invested before 2028.

Source: EPICO and Frontier Economics based on ETS proposal, July 2026
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5. EPICO RECOMMENDS 
THAT THE PROPOSED 
ADJUSTMENTS TO THE MARKET 
STABILITY RESERVE (MSR) BE 
CALIBRATED TO OFFSET THE 
ADDITIONAL SUPPLY RISK 
INTRODUCED BY CARBON 
REMOVALS AND INTERNATIONAL 
CREDITS, PRESERVING THE MSR 
AS A CREDIBLE , RULES-BASED 
MECHANISM INSULATED FROM 
POLITICAL INTERVENTION 

The proposal revises the MSR through a lower 
buffer mechanism for the intake and release 
of allowances, dynamic thresholds reduced by 
a fixed 4% from 2029 onwards, a lower intake 
rate from 2028, and an updated calculation of 
the Total Number of Allowances in Circulation 
(TNAC). Since becoming operational in 2019, the 
MSR has played a central role in balancing supply 
and demand in the carbon market, absorbing the 
oversupply of allowances and helping restore the 
price signal the ETS depends on. A more gradual 
and responsive MSR is, on balance, a welcome 
development, building on that track record. 

The MSR should, however, remain a credible 
market-based mechanism, with sufficient 
safeguards in place to keep it resilient to, and 
less exposed to, political intervention. Crucially, 

its design cannot be assessed in isolation 
from the other flexibilities introduced by this 
review. As permanent carbon removals and 
international credits enter the system, the 
MSR should continue to address the additional 
risk of structural oversupply these flexibilities 
introduce, and to reinforce the shift toward 
long-term scarcity that the cap trajectory is 
meant to deliver.

6. EPICO SUPPORTS THE 
PROPOSED EXPANSION 
OF ETS SCOPE, PROVIDED 
IT IS ACCOMPANIED BY A 
PREDICTABLE TRANSITION PATH 
THAT EXPLICITLY ACCOUNTS 
FOR THE FINANCIAL AND 
ADMINISTRATIVE BURDEN ON 
NEWLY COVERED INSTALLATIONS.

The proposal extends the scope of the ETS to 
waste incineration installations, phased in from 
2031 to 2034, to aviation, extending coverage from 
intra-EEA flights to flights landing in countries 
within 5,000 km of the EU from 2029 onwards, 
and to maritime transport, extending coverage 
to smaller vessels of 400 to 5,000 gross tonnage.

Extending the carbon price to additional 
emissions-intensive sectors fits the logic of 
a cost-effective decarbonisation pathway. 

Source: European Commission - Impact Assessment Report accompanying the ETS review proposal, SWD(2026) 616 final,
                Part 5/5, Annex 15: Evaluation Report, Brussels, 17 July 2026.
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Predictability during this transition will be 
crucial, including explicit consideration of 
the financial and administrative burden that a 
rapid phase-in would place on newly covered 
installations and operators.

7.  EPICO RECOMMENDS THAT 
THE 50% EARMARKING 
REQUIREMENT FOR ETS 
AUCTION REVENUES BE BACKED 
BY CLEAR DEFINITIONS OF 
ELIGIBLE SPENDING AND 
ROBUST MONITORING, SO IT 
DELIVERS AN EFFECTIVE 
REALLOCATION OF RESOURCES.

The proposal introduces or updates several 
supporting instruments: an Industrial 
Decarbonisation Bank to support the scale-up of 
emission reduction technologies from 2028, an 
updated Innovation Fund to accelerate the roll-
out of low-carbon technologies, and an updated 
Modernisation Fund with revised eligibility and 

distribution criteria, now expanded to cover 
electrification, industrial decarbonisation, and 
carbon capture, storage and utilisation. In 
parallel, the proposal requires Member States to 
earmark at least 50% of all ETS auction revenues 
for specified decarbonisation purposes, 
alongside greater transparency requirements 
on revenue use.

These mechanisms rightly reinforce the 
case for channelling carbon revenues more 
systematically toward industrial electrification, 
clean industrial heat, grid modernisation, 
storage and flexibility. However, the 50% 
earmarking requirement will need considerably 
more detail to be credible, particularly in light 
of past accounts showing that only around 5% 
of ETS revenues have historically been directed 
toward industrial decarbonisation.6 Without 
clear definitions of eligible spending and robust 
monitoring, the earmarking target effectively 
becomes a reporting formality rather than a 
reallocation of resources.

6  Ursula von der Leyen, President of the European Commission, opening keynote speech at the European Industry 
Summit, Antwerp, 11 February 2026.

Photo: Ella Ivanescu / Unsplash
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The Commission’s 17 July proposal is a commendable attempt to reconcile 
two increasingly difficult objectives: moderating the pace of carbon 
price increases in response to industry concerns, while preserving the 
long-term scarcity that gives the ETS its credibility as Europe’s central 
investment signal. Each individual element of the proposal, a slower LRF, 
access to removals and international credits, conditional free allocation, 
an adjusted MSR, sector expansion, and revised revenue rules, can be 
supported on its own terms.

The risk lies in their cumulative effect. Structural changes that ease 
supply, combined with flexibilities designed as safety valves, can together 
undermine the very scarcity the system depends on to drive investment. 
EPICO’s recommendations are designed to address this risk directly 
by pairing supply-easing measures with compensating safeguards, 
protecting baseline free allocation from investment obligations, and 
ensuring new flexibilities are subject to strict integrity requirements 
before they take effect. 

The test of this review will be whether it can deliver flexibility without 
sacrificing credibility, protecting the front runners who invested on the 
assumption of a tightening cap, while giving the wider industrial base 
a viable and predictable path towards compliance. A strong, scarcity-
driven ETS and an accelerating industrial transition should be seen as 
mutually reinforcing, not competing, objectives of Europe’s climate and 
energy policy.

C O N C L U S I O N
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