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More than just a price 
The development of the EU ETS can be seen as an ongoing quest to strike a balance between 
market forces and political steering. Whilst the system was originally designed primarily as a market 
mechanism in which an increasingly scarce emissions cap was intended to stimulate investment in 
emissions reductions through price formation, the ETS is increasingly being used to support broader 
economic and industrial policy objectives as well. The recent revision therefore not only represents 
the next step in the system’s development, but also marks a further shift in the role of the EU ETS.  
 
This analysis first describes the development of the EU ETS and the key proposed changes that have 
been introduced in anticipation of Phase 5. It then examines three broader insights arising from the 
review: the political significance of ETS revenues, the evolution of the ETS towards a hybrid policy 
instrument, and the growing uncertainty regarding the future role of the ETS price as an investment 
signal. 

 
The development of the EU ETS 
The European Union Emissions Trading System (EU ETS), established in 2005, forms the 
cornerstone of European climate policy. The system is based on the so-called cap-and-trade 
principle. Under this principle, the European Union sets a statutory emissions cap for the total 
emissions of the sectors covered by the ETS, including the electricity sector, the vast majority of 
industry and, more recently, parts of the aviation and shipping sectors. 
 
ETS companies must surrender one emission allowance (European Union Allowance; EUA) for every 
tonne of CO₂ equivalent they emit. As the emissions cap is reduced annually whilst companies can 
trade emission allowances amongst themselves, a market price for CO₂	emissions emerges. This 
price forms the basis of European climate policy, acting as the central economic incentive to reduce 
emissions and invest in sustainability. 
 
Precisely because the ETS is, in essence, a market mechanism, the development of the system has 
revolved around the same fundamental question for twenty years: how much leeway does the 
European Union allow the market to determine the price of emission allowances, and when does it 
intervene itself to achieve economic or political objectives? The recent revision of the EU ETS shows 
that this balance is shifting once again. Whereas the ETS was originally designed primarily to enforce 
emissions reductions via a single price signal, the system is increasingly being used to reconcile 
industrial competitiveness, investment certainty and climate policy. 
 
When the EU ETS was established, it was decided to divide the system into multi-year trading 
phases. This phased approach enables the European Union to periodically evaluate the system and 
adjust it where necessary, whilst at the same time maintaining a certain degree of policy certainty. In 
principle, policy changes are prepared during a current phase and only come into effect in the 
subsequent trading period. 
 
Furthermore, the development of these trading phases illustrates how the function of the ETS has 
gradually changed. Whilst the early years were primarily focused on establishing a well-functioning 
emissions market, later phases have been used increasingly to actively steer the functioning of that 
market. 
 
Over the past twenty years, the system has gone through four phases: 

• Phase 1 (2005–2007): Served as an experimental pilot phase to test the infrastructure for 
monitoring, reporting and price formation. 

• Phase 2 (2008–2012): Aligned the system with the objectives of the Kyoto Protocol, whereby 
the emissions cap was lowered and more sectors were included.  

• Phase 3 (2013–2020): was characterised by a central, EU-wide emissions cap (replacing 
national plans) and the eventual introduction of the Market Stability Reserve (MSR) to cushion 
excessive price fluctuations. 
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• Phase 4 (2021–2030): is characterised by a significantly increased level of ambition under the 
Fit for 55 package, with the emissions cap falling by up to 4.4% annually, with the aim of 
achieving a 62% reduction in CO₂ emissions (compared with 2005) by 2030.  

 
The recent revision of the EU ETS must be viewed against this backdrop. Rather than introducing a 
fundamentally new system, it represents the next step in a process in which the European 
Commission is increasingly seeking to align the functioning of the ETS market with broader economic 
and industrial policy objectives. And this is taking place in an ever-changing world, where the 
geopolitical situation has not become any easier. 
 
Changes within the current Phase 4 
The revision proposal published on Friday marks the formal start of negotiations on Phase 5 of the EU 
ETS, which is due to come into force from 2031. Although the proposal therefore focuses primarily on 
shaping the next trading phase, the European Commission has already intervened in two key areas of 
the current ETS (Phase 4) over the past few months. 
 
In doing so, it has pre-empted the broader review to address growing concerns about the international 
competitiveness of European industry. These interventions relate to the benchmarking methodology 
and the Market Stability Reserve (MSR).  
 
Benchmark update 
Under the EU ETS, energy-intensive companies receive free emission allowances. The number of 
allowances is based on so-called benchmarks: the emission intensity of the cleanest companies 
within a sector. The periodic updating of these benchmarks is essentially an administrative exercise. 
However, the Commission deliberately used the most recent update as a policy tool. This benchmark 
update became official at the end of June. The new methodology applies retroactively to the year 
2026. 
 
The result is that the benchmark calculation will henceforth also take indirect emissions into account, 
such as those released during the generation of the heat and electricity required for the production 
process. Consequently, the differences between the top 10% of the cleanest companies and the rest 
of the sector will narrow, and the number of free allowances will decline at a slower rate. 
 
In this way, the Commission is seeking to prevent what is essentially an administrative update from 
leading to an accelerated phase-out of free emission allowances, at a time when European industry is 
already under pressure from high energy costs and increasing international competition. Although the 
amendment appears technical, it has clear policy implications: without formally amending the ETS 
legislation for Phase 4, the phase-out of free emission allowances is temporarily smoothed out. 
 
The Market Stability Reserve and the cancellation mechanism 
Another lever the Commission has already pulled concerns the Market Stability Reserve (MSR) and, 
in particular, the cancellation mechanism linked to it. The MSR was introduced in Phase 3 of the EU 
ETS, when the system was grappling with a substantial surplus of emission allowances — partly as a 
result of the 2008 financial crisis and the lower emissions in its wake. The self-correcting mechanism 
was designed to absorb shocks in the demand for emission allowances and thus ensure a certain 
degree of price stability. 
 
The MSR works both ways: in the event of a surplus, emission allowances are temporarily withdrawn 
from the market; in the event of a shortage, they can be reintroduced. In particular, the cancellation 
mechanism — whereby surplus allowances in excess of 400 million are permanently removed from 
the market — puts upward pressure on the ETS price. It is precisely this price-increasing effect that 
clashes with current concerns about the international competitiveness of European industry. 
 
As the legal provisions governing the MSR occupy a relatively independent position within the ETS 
framework, there is political scope to separate adjustments to this mechanism from the broader 
revision proposal. 
 
This option has now been utilised. In April 2026, the Commission proposed to discontinue the 
cancellation mechanism, as a targeted, separate amendment to the MSR, independent of the broader 
ETS review. This means that the MSR itself will continue to operate: the supply of emission 
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allowances can still be temporarily influenced, but allowances would no longer be permanently 
removed from the market. The price effects of the MSR would thus be temporary rather than 
permanent in nature. 
 
The contrast with the benchmark update is striking here: that update became official at the end of 
June, whilst the proposal to abolish the cancellation mechanism still has to go through the full 
legislative process. Parliament and the Council still need to reach agreement on this in the 
forthcoming trilogues, meaning that the proposal has not yet been implemented. 
 

 
 
 
 

Explanation of benchmarks 
A benchmark indicates the average emission intensity of the top 10% of companies within a sector. 
A benchmark is measured in tonnes of CO₂ per tonne of product. This benchmark determines the 
number of free allowances an industrial company receives. 
 
Consequently, companies that produce more efficiently than the benchmark may receive more free 
emission allowances than they actually need to cover their emissions. Conversely, the most 
emission-intensive companies receive a smaller share of free allowances. The idea behind this is to 
reward companies that produce in the ‘cleanest’ way. 
 
Every five years, these benchmarks are updated by recalculating the average emission intensity of 
the top 10% of performing companies. This is, in effect, nothing more than an administrative 
procedure. Typically, this means that the benchmark values for the sector as a whole become 
stricter, resulting in a reduction in the number of free allowances allocated to companies. 
 
In light of the ETS review, which primarily focuses on the scheme from 2031 onwards, this 
benchmark update was used as a means of addressing the industry’s concerns in the short term. 
However, as the benchmark update is effectively an administrative, rather than a political, matter, 
there is limited scope for adjusting this mechanism. 
 
Explanation of the Market Stability Reserve 
The MSR acts as a link between supply and demand by adjusting the number of emission 
allowances to be auctioned based on the total number of allowances in circulation (known as TNAC 
– Total Number of Allowances in Circulation). When the TNAC exceeds an upper limit of 833 million 
allowances, a portion of the allowances to be auctioned in future is placed in a reserve pool. 
Conversely, 100 million allowances are drawn from this reserve and added to the number of 
allowances to be auctioned in future if the TNAC falls below 400 million. 
 
A crucial component of the MSR is the cancellation procedure. This ensured that allowances in the 
MSR could ultimately be permanently cancelled – and would never reappear on the market. This 
occurred when the MSR comprised more than 400 million allowances. The number exceeding 400 
million was then cancelled after one year.  
 
In recent years, this cancellation mechanism has led to a significant number of emission allowances 
being cancelled. As this mechanism (permanently) reduced the supply of emission allowances, it 
has contributed to upward price pressure within the ETS market.  
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The content of the revision proposal 
The changes to the benchmark methodology and the market stability reserve show that the European 
Commission has not waited for the formal review of the EU ETS to address concerns about the 
international competitiveness of European industry. However, this has only involved adjusting a 
limited number of parameters. The revision proposal published on Friday will set the direction for the 
broader design of the ETS in Phase 5 and illustrates how the Commission intends to strike a balance 
between climate ambition and industrial competitiveness. 
 
The revision proposal includes a number of changes compared with the current EU ETS. The most 
significant changes include:  

• The linear reduction factor (LRF) – or the reduction path for the number of available emission 
allowances – will be 3.7% from 2031 to 2035 inclusive. From 2036 onwards, this will be 1.7%. 

• The EU ETS will remain in operation beyond 2040, with negative emissions and international 
CO₂ credits playing key roles. 

• The phasing out of free allowances will take place at a slower pace, but will also be subject to 
investment conditions. 

• Member States will be ‘required’ to ensure that 50% of auction proceeds are channelled back 
to ETS sectors. 

• At EU level, an Investment Booster and an Industrial Decarbonisation Bank will be set up to 
subsidise sustainability measures within ETS sectors.  

• The system will be extended to include parts of the aviation, shipping and waste incineration 
sectors. 

 

 
 
Impact of the proposal 
Although the European Commission’s revision proposal represents a significant step in the 
development of the EU ETS, the proposed changes have not yet been finalised. The proposal marks 
the start of the legislative process and forms the basis for negotiations between the Council and the 
European Parliament. In the subsequent trilogues, the European Commission, the Council and the 
European Parliament will need to reach a compromise before the amendment to the EU ETS can be 
finalised. 
 
The outcome of this process remains uncertain. Consequently, the negotiations are expected to 
continue to influence pricing within the ETS market over the coming months. At the same time, both 
the current proposal and the policy direction of recent months demonstrate the course the European 
Commission has in mind. In our view, three broader developments can be deduced from this. 
 
In our view, these insights are: 

1. The reinvestment of ETS revenues is a contentious issue and will determine the future policy 
direction of the EU ETS; 

2. The EU ETS is evolving further and further from a relatively pure market mechanism towards 
an instrument in which pricing, subsidisation and standardisation are being combined ever 
more explicitly; 

3. Uncertainty regarding the future ETS price – which is precisely what should serve as a key 
driver for investments in sustainability – has increased rather than decreased. 
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1. Reinvestment of ETS revenues is a contentious issue 

In the months leading up to the revision proposal, it had already become apparent that there is a 
significant difference of opinion between the European Commission and some Member States. This 
difference of opinion concerns the use of ETS revenues by Member States. 
 
The debate touches on a fundamental tension within the EU ETS. On the one hand, the ETS price is 
intended to provide a financial incentive to reduce emissions and encourage investment in 
sustainability. On the other hand, that same price leads to higher costs for energy-intensive industries 
and, consequently, to greater risks to the competitive position of European businesses. 
 
Member States such as Italy have indicated that the ETS is currently imposing excessive cost 
burdens on industry. Consequently, their position is that the ETS review must guard against any 
further increase in these cost burdens. The European Commission counters, however, that Italy is not 
yet channelling sufficient auction proceeds back to its industry. In doing so, the country is failing to 
utilise an essential flexibility of the system, which could actually reduce the cost burden on the 
business sector. 
 
Total auction revenues from the EU ETS amounted to over 38 billion euros in 2024. A portion of that 
total is earmarked for various European reserves or expenditure, such as the Modernisation Fund 
within the EU ETS or REPowerEU funding. Ultimately, over 24 billion euros of the total flowed directly 
to Member States. With 30 participating ETS countries, this amounts to an average of around 800 
million euros per Member State. 
 
Changes to the LRF or the number of free allowances allocated to ETS companies have a significant 
impact on the cost exposure of ETS companies. In short: any tightening of the LRF or reduction in 
free allowances contributes to higher costs for industry and, consequently, to risks to its competitive 
position. 
 
A country such as Italy, which does not yet allow its auction proceeds to flow back in full to ETS 
sectors, is therefore effectively contributing to higher cost exposure for its industry than is necessary. 
When Member States do utilise this flexibility to accommodate their industry, it creates more political 
scope for more ambitious and cost-increasing ETS policies. 
 
Moreover, there is another factor that makes this difference in perspective between the European 
Commission and a number of Member States particularly awkward. This relates to the EU’s limited 
mandate to enforce Member States’ budgetary allocations. The Commission may wish Member 
States to allocate certain revenues to pre-agreed items – as the proposal attempts to do – but, 
politically speaking, Member States hold the stronger position. This strengthens these Member 
States’ negotiating position and complicates the path towards a more ambitious EU ETS. This 
dynamic will continue to exert influence during the trilogues in the coming months. 
 

2. From market mechanism to hybrid policy instrument 
A second insight relates to the changing nature of the emissions trading system. The EU ETS has 
now been in place for over twenty years. Over the course of this period, the system has been 
progressively expanded. This applies literally through the addition of sectors and greenhouse gases, 
but also through the introduction of supplementary conditions, technical mechanisms such as the 
Market Stability Reserve (MSR) and increasing administrative requirements. 
 
More importantly, however, the economic logic behind the system is also changing. For a long time, 
the prevailing view among policymakers was that a scarcer supply of emission allowances would 
automatically lead to higher ETS prices. This price incentive was then intended to drive private 
investment in emission reductions. The ETS price was thus assigned a central role as a mechanism 
to stimulate the transition towards a climate-neutral industry. 
 
At the same time, for many industries, that same ETS price is becoming an increasingly significant 
factor in their financial accounts, partly due to the phasing out of free allowances. This is increasing 
the risks to industrial competitiveness. 
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This is creating an increasingly clear tension between climate ambition and industrial 
competitiveness. In the search for a political response to this tension, the European Commission is 
explicitly opting for complementary supporting policies. The so-called Investment Booster and the 
Industrial Decarbonisation Bank are intended to act as a key public catalyst to trigger private 
investment decisions. 
 
This explicitly places subsidies alongside carbon pricing. From the perspective of industrial 
competitiveness, this is a logical development. At the same time, this development has potentially 
significant implications for the functioning of the ETS. 
 
The EU ETS will therefore no longer be solely a mechanism in which a CO₂ price steers investment 
decisions through market forces. The system will become part of a broader policy mix — a hybrid 
instrument in which price incentives, public funding and regulation must collectively bring about the 
transition. 
 

3. ETS price trends face greater uncertainty 
The changing role of the ETS has direct implications for the development of the ETS price. The ETS 
price depends on a large number of factors. In the short term, key factors include energy prices, 
macroeconomic activity and weather forecasts. In the medium to long term, the pace of CO₂ reduction 
within ETS sectors is a particularly important price factor. After all, that pace largely determines the 
demand for emission allowances. 
 
Whereas the ETS price was originally intended to depend primarily on the interaction between a 
decreasing emissions cap and market demand for allowances, the future price is increasingly being 
influenced by political decisions regarding the design and effectiveness of public financing 
mechanisms. 
 
The European Commission has proposed, from phase 5 onwards, to make use of so-called Carbon 
Contracts for Difference (CCfDs) via the Industrial Decarbonisation Bank. This is a subsidy scheme 
designed to bridge the gap between the ETS price and the cost of an investment (in euros per tonne 
of CO₂): the unprofitable gap. In the Netherlands, we have a similar system in place with the SDE++. 
In this way, public authorities effectively assume part of the price risk when the ETS price is not high 
enough to create a viable business case for sustainability investments. 
 
It is an understandable choice aimed at ensuring progress in CO₂ reduction. At the same time, this 
development illustrates a broader shift. Whereas it was previously assumed that a sufficiently high 
ETS price would, in itself, trigger the necessary investments, the European Commission appears to 
be increasingly assuming that additional public financing instruments are needed to get sustainability 
investments off the ground in a timely manner. 
 
As a result, the ETS price is becoming less of the sole determining factor for investment decisions 
within ETS sectors. The ultimate incentive to invest is increasingly arising from a combination of the 
market price for emission allowances and public support. Consequently, the development of the ETS 
price will also be increasingly linked to political choices regarding the design of the broader policy 
toolkit, meaning that the previously assumed structurally rising ETS prices are less a foregone 
conclusion. 
 
Further evidence for this can be found in an analysis of historical ETS price rises. Periods of relatively 
large price rises usually occurred around previous decision-making processes concerning subsequent 
phases of the system, during which higher climate ambition was translated into stricter ETS rules. For 
example, the ETS price rose sharply in the final months of 2020 and the first months of 2021, during 
the debate surrounding the Fit for 55 plans. Such a tightening is now explicitly not applicable. 
 
From price to politics 
The revision of the EU ETS does not mark the end of the CO₂ price as a transition tool, but it does 
mark the end of the notion that this price can operate autonomously. Three developments reinforce 
one another: the political battle over the reinvestment of revenues determines how much of the costs 
industry actually bears; the combination of pricing, subsidies and standards turns the ETS into a 
hybrid instrument in which the market price is just one of the control levers; and the accompanying 
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policy assumes part of the price risk, meaning that the price itself is increasingly becoming a political 
outcome rather than a result of scarcity. 
 
This shifts the debate. The central question is no longer solely how high the ETS price will be, but 
increasingly how revenues and public subsidies are deployed — and who decides on this: the 
Commission or the Member States. For investors and businesses, this means that the ETS price is 
partly losing its significance as an unambiguous investment signal. The signal that truly provides 
direction will henceforth stem from the interplay of price, subsidies and regulation, and thus from the 
political negotiations to be conducted in the forthcoming trilogues. 
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