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Main messages 

• Free allocation of EU ETS allowances currently does not require investment in greenhouse gas (GHG) 

emission reductions, making it an untargeted subsidy with limited climate benefits. A re-investment 

obligation addresses this shortcoming, and bridges the gap between ETS prices and higher marginal 

abatement costs, enabling otherwise uneconomic emission reduction investments. 

• The cumulative value of free allowances over the period 2026-2040 is estimated at € 331 billion for the 

EU27 and € 24 billion for the Netherlands. Making free allocation conditional on full reinvestment would 

mobilise funding that covers a substantial share of the investment needs of ETS sectors to achieve GHG 

emission reductions needed to comply with the 2040 climate target. 

• Other possible conditionalities that could strengthen the effectiveness of free allocation include 

requirements on drafting an emission reduction plan and on performance-based allocation. 

 

Companies receive free allowances under the EU ETS to reduce the risk of carbon 

leakage. There are no conditionalities on investing the value of free allowances in 

emission reductions. Such conditionalities are currently being discussed. This policy brief 

assesses: 

• what the value of the required investment could be, both in total and in the 

Netherlands; 

• how a possible re-investment obligation could be designed, requiring firms to reinvest 

the value of free allowances in emission reductions; 

• how such an obligation could effectively accelerate investments; 

• what other conditionalities could support faster industrial emission reductions. 

 

Conditionalities on receiving 
free allowances in the EU ETS 
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The cumulative value of free allowances over the period 2026-2040 is estimated at 

€ 331 billion for the EU27 and € 24 billion for the Netherlands 

Figure 1 – The annual value of free allowance allocation for the EU27 and the Netherlands (2025 prices)1 

 

Source: CE Delft own calculations based on EU ETS data viewer (ABN Amro, 2025; EEA, 2025).  

 

The increase in value up to 2028 is driven by the expected rise in the ETS price.  

After 2029, the phase-out of free allocation for CBAM sectors and the declining ETS cap 

outweigh the price effect, leading to a decrease in the annual value of free allowances. 

 

In our policy brief on delaying the phase-out of free EU ETS allowances, we estimated that 

for the Netherlands, the total value of free allowances allocated to CBAM sectors is  

€ 7 billion, compared to € 17 billion for non-CBAM sectors. If the phase-out of free 

allocation for CBAM sectors would be delayed to 2040, the total value of free allowances 

could increase to around € 31 billion (both CBAM and non-CBAM sectors). 

Free allocation currently functions as an untargeted subsidy with limited climate 

benefits 

In our policy brief referred to before, we argue that free allocation increases firms' 

profitability, but does not ensure that the resulting financial benefit is invested in emission 

reduction. There is no obligation to reinvest the value of free allowances in emission 

reductions, and empirical evidence suggests that free allocation has not led to additional 

GHG emission reduction. As a result, free allocation effectively operates as an untargeted 

subsidy, transferring substantial value to industry while delivering limited additional climate 

benefits.  

 

1  It is assumed that free allocation to CBAM sectors is phased out to zero by 2034, in line with current legislation. 

Free allocation to other sectors is phased out in line with the ETS cap, reaching zero by 2039. 
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How a possible re-investment obligation could be designed 

The most logical approach to designing a re-investment obligation is to base it on the 

market value of free allowances, defined as the number of free allowances received in 

year t-1 multiplied by the average ETS price in year t-1. Using the previous year’s price 

avoids uncertainty, as the average ETS price for the current year is not yet known at the 

time of compliance. 

 

A key design question is what qualifies as a sustainable investment. One option is to align 

eligibility with the EU Taxonomy, while recognising that the taxonomy itself is subject to 

criticism, in particular regarding the classification of “transitional” activities. For the purpose 

of a re-investment obligation, transitional activities would not be considered sufficient. 

 

Eligible investments should be limited to those that demonstrably contribute to achieving 

net-zero objectives. This would exclude routine maintenance and replacement investments 

that reduce emissions but do not align with a net-zero pathway. 

 

For example, replacing a fossil-based installation with a more efficient fossil fuel-based 

system would generally not qualify, even if it would reduce emissions, as it does not 

constitute a full transition towards net-zero. However, alternative design choices are 

possible. A more flexible option would for instance be to allow a limited share of 

transitional investments in cases where full electrification is not feasible in the short term 

due to constraints such as grid congestion or infrastructure limitations. 

The value of free allocation is broadly aligned with industrial emission reduction 

investment needs, supporting a full re-investment obligation 

To assess whether a partial or full re-investment obligation would be appropriate,  

we compare the value of free allocation with the investment needs of ETS-1 sectors. 

According to the European Commission’s Impact Assessment for the 2040 climate target, 

ETS-1 sectors (power generation and industry) require approximately € 3,500-4,000 billion 

in investments over the period 2031-2040 (in 2025 prices) for emission reduction, of which 

an estimated € 2,500-3,000 billion relates specifically to emission reduction investments 

(CE Delft, 2024; EC, 2024)2. This is substantially higher than the estimated € 331 billion 

total value of free allowances over the same period. 

 

 

2  The aggregate investment needs for 2031-2040 include both regular capital investments and investments required 

for emission reductions. To approximate the additional investment attributable to CO2 -emission reduction, we use 

investment levels in 2011-2020 as a proxy for baseline investment needs. This period is assumed to reflect 

predominantly regular investment, as investments in emission reduction technologies were still relatively limited. 
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However, the majority of investment needs is concentrated in the power sector,  

and includes energy infrastructure investments that may be financed by governments. 

Focusing on industry only (excluding investments in energy supply and energy 

infrastructure), estimated emission reduction investments amount to more than € 400 

billion over 2031-2040, while the total value of free allowances allocated to industry is 

approximately € 200-250 billion. This suggests that, at least in aggregate terms, free 

allocation could cover a substantial share of industrial emission reduction investment 

needs over this period. 

 

Based on this comparison, a re-investment obligation could be designed around the full 

value of free allowances, rather than a partial share, given that the investment needs are 

higher than the value of free allowances. 

A re-investment obligation could accelerate investment in low-emission 

technologies  

Large-scale emission reduction technologies require substantial upfront investments and 

have long asset lifetimes. As a result, firms base investment decisions not only on the 

current ETS price, but also on their expectations of future carbon prices. Although the ETS 

price has increased substantially since 2021, it remained below € 30 per ton CO2 for many 

years before that. This history of relatively low prices may make firms hesitant to invest if 

they are uncertain whether today's higher carbon prices will persist. 

 

A second barrier is that, for some technologies, even the current ETS price is not yet high 

enough to make investments economically attractive. The limited deployment of low-

emission technologies despite today's higher carbon prices suggests that the ETS alone 

may not be sufficient to trigger these investments. For example, Fraunhofer ISI (2022) 

estimates the marginal abatement costs of hydrogen-based steel production at € 128-256 

per ton CO2, well above the average ETS price of € 73 per ton CO2 in 2025 (Dutch 

Emission Authority, 2026). 

 

A re-investment obligation can help address both barriers. First, it reduces the importance 

of uncertainty about future ETS prices by requiring firms to reinvest the value of free 

allowances. Second, it can bring forward investments in technologies that are expected to 

become commercially viable only at higher ETS prices. 

 

What other conditionalities could support faster industrial emission reduction 

Beyond a re-investment obligation, several additional conditionalities could be applied to 

better align free allocation with actual emission reductions achieved and to accelerate 

industrial investment decisions. 
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Emission reduction plan requirement 

An emission reduction plan requirement would make free allocation conditional on 

adopting a credible net-zero aligned transition plan, including investment pathways and 

milestones. Such a requirement could build on the Climate Transition Plan disclosure 

obligation under the Corporate Sustainability Reporting Directive (CSRD)3. 

 

The main advantage of such a conditionality would be that it ensures investments are 

clearly aligned with a long-term net-zero trajectory. The main drawback is that assessing 

both the credibility of an emission reduction plan and the progress made in implementing it 

can be challenging, particularly across heterogeneous industrial sectors with different 

technological pathways. 

 

Performance-based allocation 

The current EU ETS already contains an element of performance-based allocation through 

product benchmarks. Free allocation is based on benchmark values reflecting the 

emissions intensity of the 10% most efficient installations producing a given product. 

This performance element could be strengthened by making (part of) the free allocation 

conditional on meeting the applicable benchmark. Alternatively, the Cross-Sectoral 

Correction Factor (CSCF)4 could be applied only to installations that fail to meet the 

benchmark, thereby rewarding frontrunners. 

 

The main advantage of this approach would be that it builds on the existing benchmark 

system, making it relatively easy to implement and verify while strengthening incentives to 

reduce emissions. The drawback is that it may encourage firms to prioritise relatively low-

cost, short-term abatement measures over the deeper structural changes needed to 

achieve net zero. 

 

  

 

3  Following the adoption of the EU Omnibus Package in early 2026, the scope of the CSRD was significantly 

narrowed, with only the largest companies remaining subject to mandatory sustainability reporting. At the same 

time, the amendments removed the obligation under the Corporate Sustainability Due Diligence Directive (CSDDD) 

to adopt and implement a climate transition plan. 
4  The CSCF is a proportional reduction in free allocation that is applied when the total calculated free allocation 

exceeds the maximum amount of allowances available under the EU ETS. 
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