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Summary assessment: Proposal provides helpful progress on ETS flexibility, but investment
conditions pose substantial carbon leakage risks while first movers are insufficiently protected

Key strengths of the proposal:

v Carbon pricing remains the core policy instrument, preserving the integrity of the EU ETS as main driver of emissions reductions.
V' Introduction of rules-based flexibility elements helps reducing risks to EU competitiveness.

v Stronger decarbonisation investment support recognising that carbon pricing alone cannot deliver industrial transformation.

0 What should be changed:

* Blanket obligations in mandatory investment conditionality design should be replaced by targeted approach to reduce carbon
leakage risk and maintain competitiveness, where this is genuinely at stake. Investment conditionality should focus on
additional free allocation and additional support only.

* Broaden investment conditionality only over time, if evidence shows that it supports investment without undermining carbon
leakage protection.

G What is missing;
Additional reward for early movers: Companies that decarbonised early will be negatively affected by lower CO2 prices and
should be eligible for compensation beyond CSCF protection.
Proposed partial exemption from investment conditionality is insufficient, as it does not actively reward early action or best
performers beyond relief from a new requirement.

Export solution to address carbon leakage risk for EU producers competing in non-EU markets.




Commission reform proposal at a glance: Moving towards flexibility, targeted leakage protection and

investment support

@ Slower cap reduction CDR & international credits

LRF reduced from 4.4% to
= 3.7% for 2031-2035 and

= 1.7% from 2036, with a 2.7% fallback if
suitable international credits are
unavailable

* Negative emissions: Integration of 250
Mt permanent domestic carbon removals
raise allowance supply

» 2% International credits: cap trajectory
assumes central purchase of 260 Mt of
high-integrity credits from 2036-2040

Free allocation (FA)

= Extended free allocation for industry at
carbon leakage risk beyond 2034

= But require companies to invest 100%
of FA value in decarbonisation efforts in
Europe (‘conditionality’)

a More flexible MSR ‘ Q Funding & revenue earmarking

= Stick to volume-based MSR

» MSR parameters become more flexible:
intake falls from 24% to 12%, thresholds
decline with the shrinking market

= (automatic cancelling of allowances
already removed in April decision)

® Aviation: Wider scope (<5k km flights &
business jets); support for clean aviation

® Shipping: extended to smaller vessels;
support for clean maritime fuels

m Waste: Gradual inclusion from 2031—
2034, support waste prevention, recycling
& CCUS

= Investment Booster for industrial decarb
in 2027-30 with fix premium

= Industrial Decarbonisation Bank for
long-term decarb with CCfDs

= Condition for MS to spend 50% of ETS
revenues on decarbonisation
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Initial assessment of 6 key reform proposal elements: a constructive reform, but preserving credible
investment incentives and carbon leakage protection remain the key challenges

More on next slides

More on next slides

@ Slower cap reduction CDR & international credits Free allocation (FA)

m Commission states that proposal remains
aligned with EU climate targets.

m A slower ETS1 cap decline requires
compensating ambition elsewhere,
including in non-ETS 1 sectors or through
the use of carbon removals and
international credits.

m Credibility depends on strict governance:
additional allowances should only be
issued against verified, additional
international reductions or permanent
carbon removals.

® Proposed LRF fallback is an important
safeguard against availability risks.

= Shifts the logic of free allocation: It risks
turning free allocation from protection into
a de facto investment obligation, with
added administrative burden and
substantial carbon leakage risk. c

a More flexible MSR Q Funding & revenue earmarking

® Maintaining volume-based MSR
preserves continuity vs. risk of
discretionary price-management MSR.

m Key challenge is not MSR stock size, but
credibility of future release rules.

® Transparent, rule-based governance key
to preserve investment incentives.

® Broader sector coverage strengthens the
ETS logic and supports decarbonisation
incentives in aviation, shipping & waste.

m Effectiveness will depend on limiting
traffic diversion and competitive leakage
in aviation and maritime transport.

= The Investment Booster/IDB can improve
investment conditions if support is
additional, predictable & well targeted.

» The 50% earmarking requirement is likely
to be politically contentious, as it restricts
Member States’ discretion over auction
revenues.
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Cap and LRF: balancing investment certainty and long-term ETS ambition

LRF scenarios from the EC proposal

900

EUA Cap (mn. tCO2)

LRF —44% July Proposal = = = July Proposal w/o Art.6

Source: Frontier Economics based on the EC’s reform proposal

Proposal direction

= The Commission proposes an LRF of 3.7% for 2031-2035 and 1.7% for
2036-2040 (2.7% if suitable international credits are not available).
This replaces the continuation beyond 2030 of the 4.4% LRF applying from
2028.
The stated objective is to align the ETS1 with the EU’s -90% 2040 climate
target while avoiding a zero-cap trajectory for ETS1 around 2040.
The proposal seeks to combine a more gradual cap decline with flexibility
through Article 6 and CDR while maintaining an ambitious long-term
emissions pathway.

Main implications

= More time for industrial transformation while maintaining long-term scarcity.

= A more credible investment trajectory may reduce transition risks for energy-
intensive industries.

= | ong-term investment incentives depend on preserving confidence that
flexibility will remain rule-based and limited.

A more gradual transition can provide investment credibility,
only if long-term scarcity is preserved through rules-based

governance
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Free allocation

EC proposal: From carbon leakage protection to mandatory investment policy?

= From 2031, free allocation is conditional on EU decarbonisation investment 1000/
m Unlike the phased approach assessed in the Impact Assessment, 100%

conditionality applies from the start
80% ) allocated after plan approval

m 80% of free allocation is granted following approval of a verified plan; the
remaining 20% is released after successful implementation

® |[nvestment must equal at least 100% of the value of free allocation and deliver
significant emissions reductions

) i
Plan and eligibility Implementation and proof Allocation framework

® Verified and authority-approved “Invest  ® Installation-level climate-neutrality m Carbon leakage protection retained for
in EU decarbonisation plan” pathway and intermediate targets eligible sectors

® |nvestment implemented in the EU m Ex post verification of investment and ® Benchmark methodology broadly

= CAPEX and eligible OPEX subject to emissions reductions continued
detailed rules ® Clawback where relevant activities are m Sector-specific heat and fuel

= Exemptions for frontrunners: the 10% relocated outside the EU benchmarks may be introduced

most efficient and qualifying zero- and
low-emission installations
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- but the evidence for mandatory investment conditionality remains limited

Commission IA" analyses 3 narrow policy options. And finds that the only non-extreme version performs best.
The Commission has not analysed the impact of different conditionality options, so the findings’ value is limited

m Continue free allocation for non-CBAM sectors
= Simplify application and benchmarks
m Current conditionalities remain.

EC’s recommendation

@ Improved current approach @ FA subject to investment conditionality

= Same free allocation approach as under CL1,

but with investment conditionality.

® Conditionality is phased in progressively: 20% in

2031, rising to 100% from 2035 onward.*

@ No free allocation from 2034

= Alternative: partial surrender mechanism
phasing to full surrender by 2034.

= All sectors pay for 100% of emissions.

EC’s rationale for investment conditionality

= Stronger investment incentives?: The EC claims
that conditional free allocation would accelerate
industrial decarbonisation and complement EU
funding (IDB or Innovation Fund).

Addressing weakened price signals?: The

Commission argues that free allocation lowers
effective carbon costs and may generate windfall
profits where costs are passed through, weakening
decarbonisation incentives.

Mandatory investment conditionality can
create additional carbon leakage risks

G Why the case for the proposed conditionality remains unconvincing

= Opportunity-cost incentive understated: Free allowances still carry an opportunity cost and
therefore preserve incentives to abate where investment is economically viable.

Counterproductive for exposed firms: For firms facing international competition with limited
pass through, forcing uneconomic investments may increase carbon-leakage risks.

Limited additionality alongside EU funding: Where IDB or Innovation Fund support
already enables investment, conditionality mainly adds administrative burden.

Windfall-profit argument is too broad: Where sectors can pass through carbon costs and
generate windfall profits via FA, the appropriate response is to review eligibility, benchmarks
and allocation levels®. Broad conditionality also burdens firms without such profits.
Insufficient support for front runners: Exemption from investment conditionality does not
actively reward early action or best performers beyond relief from a new requirement.

_”s epICO frontier cconomics
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1) EC (2026), SWD(2026) 616 final, Part 4; 2) EC (2026), SWD(2026) 616 final, Part 4, p. 59; 3) EC (2026), SWD(2026) 616 final, Part 5, p 43; 4) The final proposal is
stricter than the IA design: instead of a gradual phase-in, the investment requirement applies to the full value of free allocation from the first allocation period. 5) as also 8

@EQFree allocation
The Commission identifies the right challenge in their Impact Assessment.


https://carbonmarketwatch.org/wp-content/uploads/2021/06/CE_Delft_Additional_Profits_ETS.pdf

Free allocation already provides strong incentives to decarbonise

Incentives for decarbonisation

= Free allocation is only provided to those sectors that are
genuinely exposed to a risk of carbon leakage

® Free allocation to CBAM sectors will be phase out until 2034
(EC: 2038)

® Free allocation does not reduce the incentive to invest in
decarbonisation

® Free allocation is determined based on benchmarks, and only
most-efficient installations receive 100% of the emissions
(absent CSCF")

m Recipients of free allocation are facing opportunity-costs of
not-selling their allowances instead of using them for their
own compliance

®m Economic optimisation at firm level:

s Abatement costs > EUA price = don’t abate, use EUA for compliance

o Abatement cost < EUA price = abate emissions, sell EUA on the
market

® The cost of abatement technology compared to the price of
the EUA determines the uptake of low-carbon technologies in
the EUETS

Allocation per
installation

Benchmark

X

Historical activity
level (HAL)

X
CBAM-

Factor

Benchmark-based free allocation

Free allocation amount for industries with genuine
risk of carbon leakage, based on benchmarks

Benchmarks based on best-performing installations
per sector (+ fall-back); periodically updated and
decreasing over time

Periodically updated, annual adjustment if change >
+/- 15% of 2-year average

Set to 1 for sectors with genuine risk of carbon
leakage (based on emission and trade intensity),
in past phases 30% for others, going forward O

Phase-out of FA for CBAM goods; decreasing from
97,5% in 2026 to 0% in 2034; EC proposal: by +
15% in 2028

"v epICo frontier cconomics Cross-Sectoral Correction Factor
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Free allocation

Mandatory investment conditionality cannot make uneconomic
investments economic

Where the annualised cost of the required investment exceeds the carbon costs avoided, conditionality can raise costs of EU producers without closing the
gap to foreign competitors

Where the carbon costs exceed the annualised cost of the investment, conditionality offers limited additional incentives to invest but can increase the
administrative burden on investors

Incentive to invest if costs of conventional route incl. CO,  Investment requirements due to conditionality do not If the investment in

T decarbonisation is not
> cost of decarbonisation route prevent carbon leakage economical, conditionality

160 160 e does not prevent carbon
_ 140 ° V 140 leakage as cost differences
@ 3 .
Q 120 oo NP oo 7/ B S 120 prevail!
(@]
< 100 < 100
g 80 '% 80 Import-
3 60 260 JEEE e B parity
£ 40 £ 40
20 20
0 0
moderate CO2 price  high CO2 price conventional (no FA) conventional (FA) Decarbonisation
Conventional route (no free allocation) = Decarbonisation route
route EU producer Rest-of-the-World
man. CAPEX ®OPEX ~netETS cost man. CAPEX mOPEX ¥ netETS cost

Q Carbon pricing and targeted funding determine investment - not mandatory use-of-value
conditionality rules

.- epICO frontier economics  [lustrative values; carbon cost equals emissions intensity multiplied by the EUA price. 10
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The Commission has identified the right challenge - but proposes the

wrong instrument

Free allocation preserves the incentive to decarbonise, as allowances retain an opportunity cost.
Benchmark-based allocation is designed to limit overcompensation, although windfall profits may still arise in some sectors.
Where overcompensation remains a concern, more targeted allocation rules and an updated carbon leakage framework would be

preferable.

Rigid investment conditionality may be redundant where market incentives and public support already trigger investment, while
potentially increasing carbon leakage risks where required investments are not yet economically viable.

&8 epico frontier

The EU ETS
at a Turnmg Point: |

Link to the study (Published March 2026)

Qo iy @ Making investment mandatory across the board
Al e weakens carbon leakage protection, does little to
gd‘bET‘sL.t:(ggty"“‘ support front runners, and adds unnecessary red
tape.
0 Focus conditionality on additional support and
additional free allocation to avoid unnecessary

trade-offs with carbon leakage protection.

Link to the study (Published July 2026 — before the reform proposal)

Free allocation
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https://epico.org/en/publications/the-eu-ets-at-a-turning-point-balancing-competitiveness-and-decarbonisation
https://epico.org/en/publications/reform-of-free-allocations-reconciling-carbon-leakage-protection-investment-and-ets-integrity

Matching Policy Objectives with Policy Instruments - "One objective, one instrument”

®=  Achieving multiple independent policy targets requires multiple dedicated policy instruments.

®  Trying to solve decarbonisation incentives, carbon leakage protection and capital investment through a single
mechanism creates trade-offs that weaken all three.

Objective Instrument

Emissions Abatement Internalisation through carbon pricing

Carbon Leakage Protection Free Allocation and CBAM

Targeted revenue recycling: Industrial Decarbonisation
Bank, Innovation Fund.

Industrial Investment

::2 epICO frontier cconomics 12
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Frontrunners

First movers: the key issue is the credibility of future investment incentives

Why first movers matter Treatment in the EC proposal

m CSCF protection: Benchmark-setting frontrunners

. " . , , remain exempt from the cross-sectoral correction
Early investment can become a competitive disadvantage if carbon prices factor

JEEN SEIEN S EESETE: m Conditionality exemption: Benchmark-setting top

» |ndustrial investment depends on credible expectations about future ETS performers are exempt from the requirement to invest

policy 100% of the value of their free allocation.
= Companies invest today because they expect robust future carbon prices

and stable ETS rules However:

= |f future reforms are expected to weaken carbon prices or reward delayed ° These measures-do not protect benchmark
investment, firms will rationally postpone investment frontrunners beyond exemption from a new

» The issue is therefore not primarily fairness towards and protection of burden.

today's first movers, but preserving credible incentives for future = They do not address the broader question whether
investments future reforms continue to reward early investment.

o A broader toolbox is needed to protect front
runners, including an enhanced design of free

Long-term success of the EU ETS will depend on whether future allocation beyond CSGF protection, direct support

A i ) ] from the Industrial Decarbonisation Bank to reward
flexibility remains rule-based and preserves credible expectations of investments pre-2028, the use of CCDs, and
increasing carbon scarcity. support for lead markets.
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Looking ahead - legislative train schedule of the EU ETS review

Timeline and scope of the EU ETS Review

17 July 2026~ 23/24 July 2026 September October End of 2027 Q1 2027 // 2027 - 2028
| 4 @ 4 L : 4 >
Target date

for political agreement

EU COM Proposal  ENVI meeting European EUCO summit EU COM Implementation of
Parliament legislative proposal
Adoption by Exchange views on : - Guidance and Rest of the Post-
College & start of the proposal g ;\E[Idcitﬁ:r?i;tgéhgf mandate to ministers 2030 reform
negotiations proposal

the parliament
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EPICO is an independent think tank that advances constructive, market-based,

and innovation driven climate and energy policies through clear concepts

and viable, balanced solutions. We create a network that brings together key
stakeholders in climate and energy policy to establish and implement

a socially broad-based agenda. We provide a platform for actors from politics,
business, science, and civil society to engage, consult, contribute,

and advance solution-oriented approaches.

frontier

economics

Frontier Economics Ltd is a member of the Frontier Economics network,

which consists of two separate companies based in Europe (Frontier Economics Ltd)
and Australia (Frontier Economics Pty Ltd). Both companies are independently owned,
and legal commitments entered into by one company do not impose any obligations
on the other company in the network. All views expressed in this document are the
views of Frontier Economics Ltd.
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