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now at or near the switching prices that economics
would suggest.

Moreover, the development of the market, with all the
associated infrastructure of registries, trading platforms
and exchanges, has given governments the confidence
to extend the period of Phase 3 to eight years, providing
even stronger signals to investors. Also, although there
has been limited impact on the European economy, the
EUETS has encouraged the development of the Clean
Development Mechanism (CDM) market to the benefit
of developing countries, as well as the EU itself. Indeed,
emissions of 2.7 billion metric tons of CO, are expected
to be avoided in the developing world, thanks to invest-
ments in CDM projects around the world, representing
payments of around $4 billion.

In addition, the trial Phase 1 demonstrated the
difficulties in distributing allowances free of charge
on a fair basis. It is extremely difficult for government
to determine future emissions of particular sectors,
let alone make fair assumptions on the potential for
improved emission performance by different industries.
This is why the European Scheme will gradually phase
out the distribution of free allowances and move to
an auction basis. From 2013, the EU will auction 100
percent of the allowances to the utility sector and gradu-
ally introduce auctioning to other sectors, depending on
the extent to which their sales compete internationally.

This allocation question has raised heated debates
in Europe, but commentators often miss the point
that the price of allowances, and what customers
finally pay, is determined by just two variables: the
number of allowances or the “cap,” and the BAU
emissions. The method of allocation, on the other
hand, determines the distribution of profits between
the companies’ shareholders and the government.
After all, creating the “right to emit” has some value;
who enjoys this value is a matter of allocation.

However, this straightforward analysis only holds
for competitive markets, where the companies may
pass on the cost of emissions to their customers. In
regions where the power prices are subject to price
control by some government agency, such as a state
utilities commission, the regulators could ensure
that the benefits of free allocations are passed on to
final customers by not allowing prices to rise. This
would put some pressure on utilities to reduce their
carbon intensity, but the impact on final customers
would clearly be muted. The other difficulty is that
where there are contiguous regulatory regimes,
creating rules that treat the players in different
jurisdictions in a fair manner would be complicated.
This would be likely to reduce liquidity, which would
be to no one’s advantage.
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Absent a carbon price, emissions in the EUETS in Phase 2 are expected to amount to

12.1 billion tons. The level of allocation, the verticle line on the left, for Phase 2 shows that
the European Commission set an extremely tight cap, well below the predicted level of
emissions. In addition to the cap, the EC allowed regulated installations to obtain emission
reduction credits created by Kyoto’s flexible mechanisms. In the absence of the ability to
import emission reductions in the form of certified emission reduction credits, CERs, from
the developing countries, EUA prices would have exceeded €140 or $221.52 per ton. The
blue line on the right signifies the Phase 2 allocation plus emission reduction credits. The
precise position of this line will depend on the demand for CERs from EUETS installations,
national governments and schemes in other jurisdictions. The overall level of credits
available in Phase 2 will also depend on “banking” Phase 2 EUAs for use in Phase 3, when
prices are expected to be higher. Emissions decline as the price of carbon increases. The
price of carbon will be determined by the market — and corresponds to where the blue line
on the right crosses the abatement curve.

IS CAP AND TRADE ENOUGH?

A further question raised by the EUETS is whether a
cap-and-trade system will be sufficient to bring forward
the necessary investment. It should be recognized that
immature trading systems are not ideal; financiers will
need confidence that, when they invest in equipment
specifically designed to reduce emissions, the value

of the savings will be able to make an attractive return
over a given period. Investors will be reluctant, at first,
to make such investments. Another feature of the prices
that emerge from cap-and-trade schemes is that they
are volatile. We have seen that they will be affected by
(volatile) fossil fuel prices; this volatility will be enhanced
by the political uncertainty associated with the need for
politicians to reset the caps periodically.

Initially, most abatement measures in cap-and-trade
schemes will involve changes in operating behavior,
such as fuel switching, or measures that provide very
fast payback. In order to encourage investments in
projects that reduce CO, emissions, we will require
the market to be confident that there will be suitably
high prices for extended periods. This requires institu-
tions that can provide long-term, visible and demand-
ing caps on emissions.

Tony White is managing director of market development and chair-
man of advisory at Climate Change Capital in London.
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INTELLIGENT UTILITY ENTERPRISE: VISION & PROGRESS TO DATE

On October 15-18, 2008, leading IT visionaries for
the utility industry will rollout the Third Annual
Knowledge2008 CIO Summit. This year’s exclusive
CIO event will focus on industry critical issues,
ideas and innovations.

Thank you to our program committee for creating

an unprecedented lineup of forward thinking
discussions, designed for CIOs by ClOs. Their
participation and insights have been invaluable.

Thank you to our leading edge sponsors who are
committed to the success of this event.

We also would like to thank the host utility for this
year, Pacific Gas and Electric Company (PG&E) and
our host CIO, PG&E’s Patricia Lawicki.
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