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1 Executive Summary

Reasons for publication

The European Trading Scheme (ETS) is a key tool of the EU policy against climate change.
It puts a price on the CO2 that entities subject to compliance obligations can release to the
atmosphere, with the overall objective of reducing net greenhouse gas emissions. In its
Communication on Energy Prices “Tackling rising energy prices: a toolbox for action and
support”, published on 13 October 2021, the European Commission highlights that questions
have emerged around the functioning of the European carbon market. In order to examine
more closely patterns of trading behaviours and the potential need for targeted actions, the
Commission asks ESMA for a first preliminary assessment of European carbon markets by
15 November and tasks it to analyse, by early 2022, the trading of emission allowances
(EUA). This report presents the preliminary assessment of carbon markets and derivatives
thereof.

Content

Following an introduction (Section 2) where ESMA describes the mandate received as well
as the functioning of the primary and secondary markets on emission allowances, the report
is structured as follows:

Section 3 presents the regulatory environment for the EU carbon market under financial
regulations such as MiIFID II/MiFIR, MAR and EMIR. Indeed, since 2018, emission
allowances are financial instruments and hence subject to a series of requirements aiming
at ensuring the transparency and the integrity of this market. This section describes in
particular regulatory requirements related to the information that national securities
supervisors obtain from entities trading in emission allowances and their derivatives.

Section 4 presents a preliminary assessment of recent market developments in the carbon
market, based on data available at short notice. Firstly, ESMA has assessed the price
evolution of EUA and derivatives thereof as well as their volatility, on the basis of commercial
data. This assessment shows that EUAs have more in common with energy commodities
than with other traditional financial instruments, such as shares or bonds. Secondly, ESMA
has used data available from weekly position reporting to assess the evolution of the number
of market participants and their open positions in carbon markets. This assessment shows
that the number of counterparties holding a position on EUA futures has tended to increase
since 2018 in all categories of counterparties, in relatively homogeneous proportions. This
is in line with the observed expansion of the EU ETS markets.

Furthermore, open positions are to a large extent in the hands of investment firms (40% to
47% depending on the period considered) and non-financial counterparties (45% to 50%),
hence the remaining percentage of open positions, held by investment funds and other
financial counterparties, remains low (around 8% recently). The breakdown of open
positions between the various categories of counterparties does not appear to have
significantly changed since 2018 and is broadly in line with the expected functioning of the
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market, whereby non-financial entities buy EUA futures to hedge their carbon price exposure
while financial counterparties act as intermediaries to facilitate trading and provide liquidity
to the market.

Next Steps

Following this preliminary report, according to the mandate given to ESMA by the
Commission, ESMA will produce, by early 2022, a report analysing the trading of emission
allowances. In order to do so, ESMA intends to deepen its analysis of the EU carbon market
based on the regulatory data available under the applicable MIFID 1l and EMIR
requirements. This will allow the Commission to assess whether certain trading behaviours
would require further regulatory actions.
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Introduction

On 13 October 2021, the European Commission adopted a “Communication on Energy
Prices”, to help tackle the exceptional rise in global energy prices, which is projected to
last through the winter, and help Europe's people and businesses. The Communication
includes a “toolbox” that the EU and its Member States can use to address the immediate
impact of current prices increases and identifies actions for strengthening resilience
against future shocks.

One of the measures put forward by the European Commission in this Communication is
to step up market surveillance of energy markets, including of the European carbon
market. In this respect, the European Commission has asked ESMA to further enhance
the monitoring of developments in the European carbon market as follows: “To examine
more closely patterns of trading behaviours and the potential need for targeted actions, the
Commission will ask ESMA, for a first preliminary assessment by 15 November and task
it to analyse, by early 2022, the trading of emission allowances. The Commission will
consequently assess whether certain trading behaviours would require further regulatory
actions.”

The primary market for emission allowances consists of auctions to which, in addition to
compliance entities!, most categories of market participants are able to participate in (e.g.
credit institutions, investment firms, funds, commodity trading firms without compliance
requirements), provided that as bidders they meet the relevant admission requirements as
set out in the Auctioning Regulation 1031/20102 (Articles 18 and 19) — which guarantees
a fair and open access for all auction participants. The admission requirements of the
Auctioning Regulation require, among others, all the entities that are not compliance
buyers to be established in the EU, the opening of an account in the Union registrys,
appointing of at least one bidder’s representative, existence of technical arrangements but
also compliance with the admission requirements of the auction platforms (e.g. evidence
of personal reliability and professional qualification, recognition as a trading participant by
the clearing house).

In the EU, most* Member States have jointly procured the German regulated market EEX
as the common platform to auction the allowances under the European Emissions Trading
System (EU ETS) defined in the ETS Directive®. Separate auctions are organised by EEX
on behalf of Germany and Poland.¢

1 Companies and aircraft operators who are obliged to participate in the EU ETS.
2 Commission Regulation (EU) No 1031/2010 on the timing, administration and other aspects of auctioning of greenhouse gas

emission allowances

3 The Union Registry serves to guarantee accurate accounting for all allowances issued under the EU emissions trading system
(EU ETS). The registry keeps track of the ownership of allowances held in electronic accounts.

4 Germany and Poland have an opt-out clause.

5 Directive 2003/87/EC of the European Parliament and of the Council of 13 October 2003 establishing a system for greenhouse
gas emission allowance trading within the Union and amending Council Directive 96/61/EC

8 EEX will also organise the auctions of the allowances belonging to the UK, since the EU ETS Directive continues to apply to and

in the UK in respect of the generation of electricity in Northern Ireland, on the basis of the Protocol on Ireland/Northern Ireland.

6


https://ec.europa.eu/energy/sites/default/files/tackling_rising_energy_prices_a_toolbox_for_action_and_support.pdf
https://ec.europa.eu/energy/sites/default/files/tackling_rising_energy_prices_a_toolbox_for_action_and_support.pdf
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:02010R1031-20191128&from=EN
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:02010R1031-20191128&from=EN
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5. EEX auctions two types of allowances: EU allowances (EUA) and EU aviation allowances
(EUAA). The auctions take place on a daily basis according to a fixed calendar’. One
allowance permits the emission of one tonne of carbon dioxide equivalent (CO2).

6. In January 2019, a Market Stability Reserve (MSR) was introduced in order to deal with
the surplus of allowances as well as a supply adjustment mechanism to increase the
system’s resilience to major shocks. The system operates according to pre-defined rules,
which adapt auction volumes changing the total number of allowances in circulation.

7. The secondary market for emission allowances consists of (1) contracts with a daily expiry,
called “daily futures” or “spot” 8, (2) futures with various maturities; and (3) options on
futures. All derivatives have a standardised contract size of 1,000 allowances (i.e. 1,000
tonnes of CO2).

8. Three European trading venues offer a secondary market on the EU carbon market: EEX
in Germany, ICE Endex in the Netherlands and Nasdaqg Oslo in Norway (see Table 1). The
EU carbon secondary market on ICE migrated in full from the UK trading venue ICE
Futures Europe to the Dutch entity ICE Endex in June 2021, and the allowances under the
UK ETS are since then available for trading on ICE Futures Europe.

9. Secondary markets play an important role by providing compliance buyers with an
opportunity to acquire allowances without taking part in the primary auction. In turn, the
primary market consists also of financial entities acting on behalf of their clients or aiming
to sell allowances on the secondary market.

Primary market Secondary markets
EEX Spot auctions of: Daily futures on EUA and EUAA
EUA Monthly, quarterly and yearly futures on EUA
EUAA Yearly futures on EUAA
Options on EUA Futures
ICE Endex NA Daily futures on EUA
Monthly and quarterly futures on EUA
Monthly and quarterly futures on EUAA
Options on EUA Futures
Nasdaqg Oslo N/A Daily futures on EUA

Quarterly and yearly futures on EUA

Table 1: Carbon markets offering at EU trading venues

10. A comparison of recent data on open interest on the three trading venues EEX, Nasdaq

Oslo and ICE Endex shows that the latter accounts for the largest share of the outstanding
contracts. Almost 45% of the open interest on ICE Endex is concentrated in December
2021 expiry futures.

11. Besides the EU ETS, national or sub-national systems are being operated or are under

development in Canada, China, Japan, New Zealand, South Korea, Switzerland, the

" Monday, Tuesday and Thursday for auctions on behalf of the Member States and the EEA EFTA States participating in the
common auction platform, Wednesday on behalf of Poland and Friday on behalf of Germany.
8 EEX references to “spot” and ICE references to “daily futures” both cover contracts with a daily expiry.
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United Kingdom® and the United States. In 2020, the EU ETS accounted for almost 90%
of the global carbon market value. At 8.1 billion tonnes in 2020, the total traded volume
of emission allowances in the EU was four times greater than the volume traded in North
America, the next largest market. Notwithstanding its continuous expansion, ESMA notes
that the carbon market size is small as compared to, for example, the multitrillion oil and
gas markets.

The proportion of OTC trading activity in the mandatory carbon market is marginal (in
contrast to the voluntary carbon credits® that are traded OTC). Hence, as opposed to other
derivatives markets, the carbon market is almost entirely traded on regulated markets and
cleared in central counterparties (CCPs).

Following the brief overview of the carbon market provided in this introduction, this
preliminary report focuses on (1) the regulatory environment which applies to the carbon
market under the regulatory framework in ESMA’s remit, i.e. the Markets in Financial
Instruments Directive and Regulation (MiFID Il and MiFIR), the Market Abuse Regulation
(MAR) and the European Market Infrastructure Regulation (EMIR), and the tools available
to ESMA and national competent authorities (NCAS) to monitor and supervise this market
(Section 3); (2) a preliminary analysis of recent market developments in the EU carbon
market on the basis of data immediately accessible to ESMA (Section 4).

Carbon markets and the regulatory environment in
securities supervision

This section gives an overview of the relevant pieces of legislation for securities
supervisors and how they apply to the carbon market. In particular, it focuses on the
supervisory tools that securities supervisors have available to analyse and monitor the
carbon market. For the purposes of this report this section has been drafted in a descriptive
fashion to give an adequate overview of the existing regulatory environment. An in-depth
analysis based on the data available will have to follow with the final report in early 2022.

3.1 Carbon markets under MiFID II/MiFIR

3.1.1 Financial Instruments

15.

With MIFID Il, emission allowances have become financial instruments under Annex I,
Section C (11). In contrast to energy markets, spot markets of emission allowances do not
fall under the realm of REMIT. Furthermore, despite being subject to weekly and daily
position reporting, derivatives on emission allowances do not fall under the definition of
commodity derivatives under MiFID Il and are therefore not subject to position limits and
position management controls.

9 0On 1 January 2021, the UK ETS replaced the UK’s participation in the EU ETS.

10 Refinitiv Carbon Market Review 2020.

11 1SDA report on the Role of Derivatives in Carbon Markets.

2 The voluntary carbon markets function outside of compliance schemes and enable participants to purchase carbon credits on
a voluntary basis.


https://www.refinitiv.com/content/dam/marketing/en_us/documents/reports/carbon-market-year-in-review-2020.pdf
https://www.isda.org/a/soigE/Role-of-Derivatives-in-Carbon-Markets.pdf
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3.1.2 Transaction reports

16. The transaction reporting and reference data requirements under Articles 26 and 27 of
MiFIR = have been introduced in the wake of the financial crisis, which revealed
weaknesses in the former reporting requirements due to their narrow scope and lack of
harmonization. The MIFIR reporting requirements were designed to provide NCAs with a
full view of the market when conducting their market surveillance activities, including cross-
markets and cross-asset class trading within the EU. To achieve this goal, Articles 26 and
27 introduced a uniform and standardised reporting regime across the EU; such regime
replaced the national regimes in existence under the former MiFID | and increased the
scope of financial instruments to be reported.

17. As a result of these changes, emission allowances and the derivatives on such emission
allowances are reported to the NCAs as of January 2018. Article 26(2) of MiFIR covers
both transactions in financial instruments admitted to trading or traded on an EU trading
venue and OTC transactions. However, in the latter case, only OTC transactions in
instruments that (i) are considered having the same characteristics (e.g. ISIN*) as the ones
that are executed on trading venue® or (ii) have an underlying that is “traded on a trading
venue” are subject to the requirements of MiFiR Article 26. As indicated in Table 1, Section
2 above, there is no secondary markets trading in spot emission allowances neither on
EEX, nor on ICE Endex, nor on Nasdaq Oslo, thus OTC transactions in spot emission
allowances are not subject to MiFIR transaction reporting while OTC transactions in
derivatives on emission allowances are reportable if they fall under letter (i) and (ii).

18. As illustrated in section 3.2 below, transaction and reference data reporting under MiFID
is one of the tools that enables NCAs to systematically monitor for abuses under the Market
Abuse Regulation (MAR)!¢. An additional set of information that is used by NCAs to
conduct their market monitoring activities is the order data collected in accordance with
Article 25 of MIFIR. This data is important to detect “market manipulations”. Order data
information is not included in the transaction reporting and NCAs will have to gather such
data through requests to the trading venues®. Transaction data is also useful for broader
market monitoring activities® as it provides insight into how firms and markets behave and

13 Article 26 Obligation to report transactions and Article 27 Obligation to supply financial instrument reference data of
REGULATION (EU) No 600/2014 OF THE EUROPEAN PARLIAMENT AND OF THE COUNCIL of 15 May 2014 on markets in
financial instruments and amending Regulation (EU) No 648/2012

14SIN or International Securities Identification Number is a 12 character alpha-numeric code that uniquely identifies a financial
instrument, across the world.

15 The Traded on a Trading Venue (ToTV) concept is not defined in MiFIR nor there is an empowerment for ESMA to define it in
technical standards. For this reason, ESMA issued an opinion. The effect of the opinion is that it excluded most of OTC derivatives
from the ToTV definition and left the application of reporting obligations to the discretion of the counterparties to the transaction.
ESMA has recently proposed a new approach to the ToTV concept in the MIFID Review report on transaction reporting. This
approach is based on the instruments traded by Systematic Internalisers .

16 Recital 32 of MIFIR states that “The details of transactions in financial instruments should be reported to competent authorities
to enable them to detect and investigate potential cases of market abuse, to monitor the fair and orderly functioning of markets,
as well as the activities of investment firms.

7 However, such data is not available in a common harmonized format. In its Final Report on the MAR review (section 10.1 of the
MAR Report — ESMA70-156-2391), ESMA proposes that trading venues should record and subsequently submit order book data
upon the NCAs’ requests in an electronic and machine-readable form and using a common XML template in accordance with the
1ISO 20022 methodology.

18 Article 24 — Obligation to uphold integrity of markets of REGULATION (EU) No 600/2014 OF THE EUROPEAN PARLIAMENT
AND OF THE COUNCIL of 15 May 2014 on markets in financial instruments and amending Regulation (EU) No 648/2012 “Without
prejudice to the allocation of responsibilities for enforcing Regulation (EU) No 596/2014, competent authorities coordinated by
ESMA in accordance with Article 31 of Regulation (EU) No 1095/2010 shall monitor the activities of investment firms to ensure
that they act honestly, fairly and professionally and in a manner which promotes the integrity of the market”.



https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32014R0600&from=EN
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32014R0600&from=EN
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32014R0600&from=EN
https://www.esma.europa.eu/sites/default/files/library/esma70-156-117_mifir_opinion_on_totv.pdf
https://www.esma.europa.eu/press-news/esma-news/esma-proposes-amendments-mifir-transactions-and-reference-data-reporting
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32014R0600&from=EN
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32014R0600&from=EN
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can be used by supervisors for various purposes, including monitoring market stability and
analysing market trends during times of uncertainty.

The purpose of transaction reporting is to provide NCAs with information about
transactions. It aims at providing a representation of the transaction that informs the NCA
about relevant circumstances under which the transaction took place. Depending on
whether or not the investment firm is dealing for one or multiple clients, a transaction may
have to be reported in more than one report.

In order to fulfil their duties, NCAs require an accurate and holistic view of transactions
that are within the scope of reporting requirements. This view allows NCAs to have an
audit trail of trading activity in the financial instruments under their supervision with crucial
data elements that include traders/brokers, decision makers, buyer/sellers, traded prices,
amounts and accurate timestamps®. An investment firm should therefore ensure that a
collective view of the transaction reports reported by the investment firm as the executing
entity accurately reflects all changes in its position and in the position of its clients that
arise from reportable transactions in the financial instruments concerned at the time the
transactions were executed. It should be noted that, unlike position reports, transaction
reports are not intended to capture the investment firm’s or the investment firm’s client’s
actual position. What is of interest is the change in position resulting from reportable
transactions®.

Each national supervisor in the EU receives transaction data under Article 26 of MiFIR
according to the rules illustrated in the next paragraph=. This data contains information
about each executed transaction, which, concerning instruments traded on a venue or
where the underlying is traded on a venue, is combined with the reference data related to
the instrument in which the transaction is executed that is published by ESMA via the
Financial Instrument Reference Database System (link).

While reference data is submitted centrally to ESMA, transaction data is submitted to the
NCA of the investment firm that has executed the transaction. The NCA receiving the
transaction report on a financial instrument will share the same report with the relevant
NCA (RCA) for that specific financial instrument. The RCA is the NCA responsible for the
supervision of the trading activity in the given financial instrument.

For emission allowances and derivatives traded on EEX and Nasdaq Oslo, the NCAs are,
respectively, BaFin and FIN-NO since the start of MiFIR reporting while, for derivatives on
emission allowances traded on ICE, the RCA since January 2018 has been the UK FCA
while the AFM took over the responsibility after the migration of trading from the UK ICE
Futures Europe to the Dutch entity ICE Endex in June 2021. As mentioned in section 2
above, these derivatives were predominantly traded on ICE Futures Europe, thus reports

19T

he full set of data elements required for transaction reporting under MiFIR Article 26 is available in Annex 1, Table 2 of the

Commission Delegated Regulation (EU) 2017/590 of 28 July 2016 supplementing Regulation (EU) No 600/2014 of the European
Parliament and of the Council with regard to regulatory technical standards for the reporting of transactions to competent
authorities.

20 Detailed instruction on how to provide a full view of all changes of positions concerning to the same execution of transaction for
specific trading scenarios applicable are provided in the Guidelines on transaction reporting.

21A

ccording to the first two paragraphs of Article 26(1) of MiFIR.

10
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on derivative transactions executed up until 31st December 2020 largely remained with
the UK FCA. ESMA and the NCAs have no longer immediate access to such data.

3.1.2.1 ESMA analysis to be delivered in 2022

24

25.

26.

27.

. The outcome of the analysis based on MiFIR transaction data that ESMA intends to deliver
by early 2022 will aim at showing the distribution of trading in emission allowances and
derivatives thereof par type of entity and the respective locations of such entities as well
as what are the typical trading patterns (e.g. own account Vs agency; client based Vs
proprietary etc..) concerning the transactions that are executed on the German, Dutch and
Norwegian venues.

a) Scope

As illustrated in paragraphs 8-10 above, secondary market trading in emission allowances
and derivatives thereof is concentrated on three trading venues in Germany, the
Netherlands and Norway. According to the transaction reporting obligation, the members
of these three trading venues that are investment firms authorised under MiFIR are obliged
to report the transactions executed on these venues. For those members that are not
MIiFIR investment firms, the trading venue is subject to the obligation to report the
respective transactions executed through its systems according to MiFIR Article 26(5)=.
The aggregation of the reports indicated in this paragraph should provide the overview of
the transactions in emission allowances that are considered as “executed on trading
venues” under MiFIR=,

As explained in paragraph 20 above, reporting entities are obliged to provide a full view of
all changes of positions concerning to the same execution of transaction. This means that
transaction reports should include not only the information about the market side of the
transaction but also information about any associated allocation to the client, where
relevant. For example, if an investment firm acquires some financial instruments on own
account and then sells the same amount of instruments to its client(s) the reports by the
investment firm should indicate that the net change for the investment firm is flat and the
client(s) has acquired the instruments. Further, the individual reports for a transaction
should be consistent with each other and accurately reflect the roles of the investment firm,
its counterparties, the clients and the parties acting for the clients under a power of
representation.

b) Time period

As indicated in paragraph 23 above, the analysis based on MiFIR transaction data will
have an important limitation concerning the derivative markets because reports on
transactions in derivative on emission allowances executed up until June 2021 largely

22 Article 26 Obligation to report transactions, point 5 - “The operator of a trading venue shall report details of transactions in
financial instruments traded on its platform which are executed through its systems by a firm which is not subject to this Regulation
in accordance with paragraphs 1 and 3”.

2 For the purpose of transaction reporting, a transaction is considered to be executed on a Trading Venue when (a) the buying
and selling interest of two parties is brought together by the Trading Venue or (b) the buying and selling interest of two parties is

not

brought together by the Trading Venue but the transaction is nonetheless subject to the rules of that Trading Venue and is

executed in compliance with those rules. For further details, see Guidelines Transaction reporting, order record keeping and clock

syn

chronisation under MiFID Il section 5.4 - Execution of a transaction on a Trading Venue.

11
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remained with the UK FCA. ESMA and the NCAs have no longer access to such data.
Thus, the analysis of the derivatives markets can only be based on limited time period from
June 2021 until the end of 2021.

28. However, concerning the emission allowances and derivatives traded on the German and
Norwegian markets, whilst not representing the largest markets, the analysis based on
MIFIR transaction data could be performed over a longer time period and would potentially
give more insights on the evolution of the market since the start of MiFIR reporting in
January 2018.

c) Parties to the transactions

29. Depending on the trading scenario, the identification of the entity executing the transaction
or the client on whose behalf the transaction is executed or subsequently allocated will be
relevant. The buyer/seller can be a firm or an investment firm that is a market counterparty
(i.e. executing member of a trading venue) or a client.

d) Categorisation of buyers/sellers and executing firms

30. Given that there is no field in the MIFIR transaction report template that would indicate the
type of market participant, data quality issues might arise when assessing the distribution
of trading based on the type of market participant. Such classification of market
participants can only be based on a combination of the identifiers reported under MiFIR
(LEIl and Client IDs described below) and an external classification. For this analysis,
ESMA aims to align as much as feasible with the classifications used for EMIR reporting
and MiIFIR position reporting (see paragraph 80 and section 3.3.1 below).

e) Location of buyer/sellers and executing firms

31. According to Article 26(6) of MiFIRz and Article 5 of RTS 22, buyers/sellers and executing
firms that are eligible must be identified with a Legal Entity Identifer (LEI). On top of unique
and consistent identification, the LEI provides access to more detailed reference data
describing the entity to which the LEI is assigned, including the legal address of the entity
allowing to determine the country of its establishment. Such data is accessible from the
LEI database maintained by GLEIF~.

32. Buyers and sellers could also be natural persons that are not eligible for an LEI. In such
case, Article 6 of RTS 22 specifies that a natural person should be identified with the
national identifier listed in Annex Il of the RTS. As indicated in this Annex, the ISO 3166
country code should always be provided in combination with the national identifier to be

2 As indicated in para xxx of the introductory section.

2 Article 26 Obligation to report transactions, point 6 - “In reporting the designation to identify the clients as required under
paragraphs 3 and 4, investment firms shall use a legal entity identifier established to identify clients that are legal persons. ESMA
shall develop by 3 January 2016 guidelines in accordance with Article 16 of Regulation (EU) No 1095/2010 to ensure that the
application of legal entity identifiers within the Union complies with international standards, in particular those established by the
Financial Stability Board”.

26 COMMISSION DELEGATED REGULATION (EU) 2017/590 of 28 July 2016 supplementing Regulation (EU) No 600/2014 of
the European Parliament and of the Council with regard to regulatory technical standards for the reporting of transactions to
competent authorities, Article 5 - Identification of the investment firm executing a transaction: “1. An investment firm which
executes a transaction shall ensure that it is identified with a validated, issued and duly renewed I1SO 17442 legal entity identifier
code in the transaction report submitted pursuant to Article 26(1) of Regulation (EU) No 600/2014. 2. An investment firm which
executes a transaction shall ensure that the reference data related to its legal entity identifier is renewed in accordance with the
terms of any of the accredited Local Operating Units of the Global Legal Entity Identifier System”.
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