




3

The key distinction from earlier episodes lies in the structural changes to the ETS taking effect from 2026,
compounded by broader concerns about industrial electricity prices. From 2026 onwards, the free allowances
allocated to European industry under the ETS begin to be phased out. The rationale was straightforward: as the
Carbon Border Adjustment Mechanism (CBAM) enters into force to address international competitiveness
concerns, the justification for shielding domestic industry through free allocation would progressively diminish,
allowing the carbon price signal to drive further decarbonization. In practice, however, the transition has proved
more contentious than anticipated. The CBAM, as finally adopted, covers a narrower set of sectors and a more
limited range of emissions than originally proposed, leaving significant parts of European industry, particularly
in downstream sectors, exposed to carbon costs without equivalent border protection. This concern is further
reinforced by electricity prices that, while lower than their post-energy crisis peaks, remain structurally higher
than those faced by key international competitors. At an EUA price of EUR65/tCO2, the carbon cost component
of industrial electricity bills can reach up to 9% in the most carbon-intensive power systems, which
disproportionately affects energy-intensive firms for which energy costs represent a larger fraction of total
expenditure.1

Against this backdrop, political reactions have been swift. In Germany, the government announced plans to
introduce a subsidized industrial electricity price of EUR0.05/kWh from 2026, roughly a third of the prevailing
market rate, applicable to approximately 2,000 energy-intensive companies at an estimated fiscal cost of EUR3-
5bn over three years. In Italy, a 2026 energy decree worth over EUR3bn proposed reimbursing gas-fired power
plants for their ETS compliance costs, a measure that, given the role of gas in setting marginal electricity prices,
would effectively decouple wholesale power prices from the carbon price signal. The European Commission has
since opened a formal review of the measure's compatibility with EU state aid rules. Taken together, these
interventions reflect a broader pattern in which the convergence of elevated energy costs and rising direct
carbon-cost exposure is prompting member states to pursue unilateral measures that risk fragmenting the role
of the ETS as a pan-European pricing instrument.

The conflict in Iran and associated energy price and inflation expectations have additionally spurred
proposals to use the ETS as a lever for short-term price relief. These range from deploying ETS revenues for
energy price support and adjusting the free allowance removal schedule to calls for direct market intervention
to curb volatility. While some of these measures, such as the proposed ETS financed EUR30bn decarbonization
booster, have their merits, others, such as the use of ETS revenues for price support or direct market intervention,
risk defeating the steering purpose of the system or creating dangerous lock-in effects. The review of the ETS
which was advanced to July 2026 is important and adjustments to the system can be warranted, however, the
mechanism should not be misused as a short-term energy price management tool. For this purpose, other
measures such as reducing non-steering levies on electricity including VAT, temporary state aid mechanisms for
the most exposed energy-intensive industries, or targeted household transfers have a more direct and targeted
impact on energy costs without undermining the carbon price signal the ETS is designed for.

Carbon costs in context: Limited exposure, rising trajectory

Despite the political concerns, the direct cost burden imposed by the ETS on European industry has thus far
been limited. As shown in Figure 2, more than 90% of Scope 1 emissions in covered industrial sectors have been
offset by free allowance allocation, effectively shielding most of the sector from direct carbon-cost exposure
while some companies even generated profits from selling surplus allowances on the market. Even in a
theoretical scenario with full emission coverage, ETS compliance costs in industry would amount to
approximately EUR29bn , or around 0.9% of gross value added (GVA) across European industry in 2024 (Figure
3). The power sector bears a considerably higher burden in relative terms, at EUR38bn or 11.3% of sectoral GVA.

The concern is therefore less about the current level of exposure than its trajectory. Unlike utilities, industrial
companies have limited ability to pass higher carbon costs through to consumers, making them more directly
exposed to margin compression as free allowances are phased out. This is compounded by the gradual
reduction in the overall supply of allowances, which will place upward pressure on EUA prices over time even
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absent further policy changes. While the aggregate burden appears manageable at the economy-wide level, it
is distributed unevenly across sectors and firm types, with energy-intensive industries facing the sharpest
increase in net carbon costs as their allocation diminishes. A further structural issue is that the tradability of free
allowances has not, in practice, generated the expected pace of industrial decarbonization. While the
opportunity cost of holding rather than selling surplus allowances should in theory incentivize emission
reductions, this mechanism has not translated into meaningful abatement investment across much of European
industry. Understanding why requires looking beyond cost exposure to the sector-specific barriers that the
carbon price signal has so far failed to overcome.

Figure 2: Sector emissions and free allowances (MtCo2, lhs) and free allowance share in total emissions (%, rhs)

Sources: EEA, Allianz Research
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Figure 6: ETS revenue allocation gap (EUR bn)

Sources: EEA, Allianz Research

Of the funds that are recycled, the sectoral distribution raises further concerns. Only around 16% flows back
into energy and industry transformation, the sectors directly covered under the ETS, while 44% is directed toward
non-covered sectors such as buildings and transport (Figure 7). Although such cross-subsidization can be
justified as a means of capturing near-term abatement opportunities and preparing these sectors for ETSII, an
insufficient share returning to covered industries risks creating a financing trap, whereby firms bear the cost of
carbon pricing without adequate access to the capital required to decarbonize. Equally important is the nature
of recycling itself: in 2024, 13% of ETS revenues were directed toward "indirect carbon cost compensation" for
energy-intensive industries, offsetting the very cost pressure the ETS is designed to create and thereby
weakening the incentive to decarbonize. The same is true of support directed at technologies that have already
reached cost-competitiveness, such as feed-in tariff schemes for mature renewables, where additionality is
limited. To improve the efficiency of ETS revenue recycling, all revenues should be directed toward high-
additionality decarbonization activities, ensuring covered sectors are not left underfinanced in the transition.

Figure 7: ETS revenue allocation by sector and purpose (%)

Sources: LSEG, Allianz Research
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are also the design requirements that will determine whether the next phase succeeds. The following seven
recommendations address this commitment gap and represent the priorities the Commission should act on in its
2026 ETS review:

1. A credible and predictable EUA price path is a prerequisite for long-term investment planning in
carbon-intensive industries. Many of the most consequential decarbonization decisions, such as
switching to hydrogen as an industrial feedstock, involve long capital cycles and require sufficient and
stable carbon price expectations to be financially justified. The Market Stability Reserve has broadly
fulfilled its role in correcting surplus-driven price weakness, but should be refined to better contain sharp
volatility and support a credible long-run price corridor. Publishing a transparent indicative price
trajectory would materially reduce investment uncertainty and strengthen the carbon price as a basis
for industrial decision-making.

2. Bridging the abatement cost gap requires scaling up Carbon Contracts for Difference (CCfDs) as a
primary instrument for de-risking investment in breakthrough technologies. CCfDs work by
guaranteeing producers a fixed return for low-carbon production, paying out the difference between
an agreed strike price and the prevailing carbon price when the latter falls short of what is needed to
make the investment viable. This ensures that decarbonization investments in hard-to-abate sectors
such as steel, cement, and chemicals remain financially attractive independent of carbon price volatility.
Scaling up CCfD programmes and ensuring sufficient public backing to underwrite strike price
commitments should therefore be a central priority of the ETS reform agenda.

3. Revenue recycling must be made more effective through binding standards that prevent
underspending and ensure funds are directed toward activities where additional decarbonization
can be achieved. The newly established decarbonization bank provides a potential vehicle for
channeling industrial transformation funding at scale, and its mandate should be explicitly linked to
ETS revenue flows. Alongside this, a coordination mechanism is needed to prevent unilateral national
measures, such as subsidized industrial electricity prices or ETS cost reimbursements, from fragmenting
the integrity of the pan-European carbon price signal. The same discipline must apply to ETS2 revenues
from the outset: the EUR113bn in annual fossil-fuel subsidies across the EU that currently suppress the
relative cost of carbon-intensive heating and transport represent both a fiscal and a political
opportunity. A credible phase-out would simultaneously strengthen price incentives and free up
resources for the household support and infrastructure investment that ETS2 requires.

4. Decarbonization of energy-intensive industries also depends on shared infrastructure that no
individual firm can finance alone. Public investment should prioritize CO2 transport and storage
networks, hydrogen pipelines and the development of industrial clusters where infrastructure costs can
be pooled. Without this foundation, even well-funded firms face structural barriers to acting on the
carbon price signal.

5. The phase-out of free allowances should continue, but its pace must be made more explicitly
contingent on the availability of abatement technologies, transition funding and infrastructure. A
phase-out that runs ahead of these enabling conditions risks creating a financing trap in which firms
face rising compliance costs without a viable decarbonization pathway. The schedule should also
incorporate a more systematic assessment of carbon leakage risk and competitive asymmetries,
particularly for sectors not yet fully covered by CBAM.

6. The Carbon Border Adjustment Mechanism should be expanded to cover downstream sectors and
indirect emissions currently left exposed by its narrow adoption. As free allocation is phased out,
border protection must keep pace to ensure that European industry is not placed at a structural
competitive disadvantage relative to international competitors operating under less stringent carbon
regimes. A broader CBAM scope is therefore not only a competitiveness measure but a precondition for
the phase-out of free allocation to proceed without undermining the industrial base the ETS is intended
to transform.

7. Social acceptability must be treated as a first-order design requirement for ETS2, not an
afterthought. Unlike ETS1, where carbon costs fall primarily on industrial firms, ETS2 will reach
households directly through fuel prices for heating and road transport from 2028. The cost distribution
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These assessments are, as always, subject to the disclaimer provided below.

FORWARD-LOOKING STATEMENTS
The statements contained herein may include prospects, statements of future expectations and other
forward-looking statements that are based on management's current views and assumptions and involve
known and unknown risks and uncertainties. Actual results , performance or events may differ materially from
those expressed
or implied in such forward-looking statements.
Such deviations may arise due to, without limitation, (i) changes of the general economic conditions and
competitive situation, particularly in the Allianz Group's core business and core markets, (ii) performance of
financial markets (particularly market volatility, liquidity and credit events), (iii) frequency and severity of
insured loss events, including from natural catastrophes, and the development of loss expenses, (iv) mortality
and morbidity levels and trends,
(v) persistency levels, (vi) particularly in the banking business, the extent of credit defaults, (vii) interest rate
levels, (viii) currency exchange rates including the EUR/USD exchange rate, (ix) changes in laws and
regulations, including tax regulations, (x) the impact of acquisitions, inc luding related integration issues, and
reorganization measures,
and (xi) general competitive factors, in each case on a local, regional, national and/or global basis. Many of
these factors may be more likely to occur, or more pronounced, as a result of te rrorist activities and their
consequences.

NODUTY TO UPDATE
The company assumes no obligation to update any information or forward -looking statement contained
herein, save for any information required to be disclosed by law.


