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Europe's strict limits on carbon emissions are about to become even tougher for utility 

companies to deal with. Under the third phase of the EU Emissions Trading System (EU 

ETS) that kicks in from January next year, Western European utilities will no longer receive 

EU carbon emission allowances (EUAs) for free. Instead, they'll have to bid for them at 

auction – increasing carbon liabilities for all Western European power generators. 

Although European utilities have cut their carbon costs significantly over the past year, we 

predict that they'll still have to purchase allowances beginning next year. The financial cost of 

this is likely to be far from insignificant. Assuming a carbon trading price of €14 per tonne 

(about twice the current price) in the years 2014 and 2016, a recent study of nine S&P rated 

European utilities estimates that in 2016 carbon emission liabilities could cost them between 

€92 million (for UK-based Centrica PLC) and €2.5 billion (for Germany-based RWE AG). 

Even assuming these companies will be able to pass on 80 per cent of this cost to customers, 

their liabilities could cost nearly 20 per cent of EBITDA in 2016 for the UK's Drax Power 

Ltd, 5 per cent for RWE, nearly 3 per cent for Sweden's Vattenfall AB, and 2 per cent for 

Germany's E.ON AG. Among our portfolio of rated utilities, the results therefore indicate that 

carbon liabilities are likely to have the most significant effect on the EBITDA of Drax Power, 

RWE, Vattenfall, and E.ON. 

However, the impact on credit quality associated with carbon exposure will vary markedly 

between high and low emitters of CO2. Where utilities fall along this continuum will depend 

on, among other things, the auction price of EUAs, world events affecting energy supply and 

policy, individual countries policies on emissions, and companies' own current energy mix 

and dependence on different fuels. 

Prices face an uncertain future as political intervention looms 

Although we expect next year's tougher regulations to eventually put pressure on utility 

profits, currently low carbon prices may delay that reckoning. In fact, carbon emission prices 

have fallen from about €25 per tonne before the financial crisis to about €7-€8 per tonne 

currently. This is mainly thanks to an oversupply of allowances as a result of lower power 

demand in a recession. Since the financial downturn, economic activity has contracted 

alongside carbon emissions and companies have also reverted to buying cheaper carbon 

offsets. Capacity of renewables generation has also increased significantly, especially in 



Germany, reducing the demand for EU ETS – in part because the EC hasn't adjusted the 

number of allowances within the EU ETS market. 

Nevertheless, the EU ETS is a politically sensitive market and is unlikely be left to be its own 

devices, in our opinion. We believe that EU officials have held initial discussions on how to 

reduce the oversupply of carbon certificates and, while a quick decision is unlikely, we could 

see proposals emerge before the end of year. In our opinion, the EC are likely to use a 

“backloading” tactic – limiting the number of allowances coming to auction during the first 

three years of Phase III to support a higher price, then increasing the number in the final years 

(2018-2020). 

Consumers may continue to pick up much of the carbon cost 

A factor offsetting the effect of tougher climate regulation is power generators' ability to pass 

on costs to consumers. To date, European utilities' credit quality has held up well because 

they can recoup costs. What's more, lower CO2 emitters such as utilities that generate power 

from nuclear, hydro, and renewable sources have benefited from rising power prices without 

incurring pollution-related costs. 

Generating plant construction and closure decisions are highly sensitive to the long-term 

projections of the carbon price, in our opinion. In Europe, the introduction of the ETS has led 

to reluctance to build new fossil-fuel power stations, particularly coal-fired plants. While 

large utilities such as RWE, E.ON and Enel SpA still build such plants occasionally (as a 

back-up for renewable), we believe that coal-fired generation by independent power 

producers will become increasingly uneconomic in Europe with the onset of EU ETS Phase 

III. 

Moreover, the anticipation of higher carbon costs and policy incentives have led to a rapid 

increase in renewable capacity. In Germany, for example, renewable energy production gains 

subsidies and priority access to the electricity grid. Even gas-fired power producers have 

considered temporarily idling or closing plants. To ensure system stability, Germany has 

proposed a new law that will pay power generators not to close plants. This cost will likely be 

passed on to consumers as well. 

Whatever happens in the next year or two, as Europe crawls out of its recession, the long-

term trend seems clear. The rules governing utility carbon emissions are tightening. And 

sooner or later, utilities or consumers – or perhaps both – will end up paying the price. 
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