
 

 
 
 

The Changing Climate in Financial Markets:  
The Role of Financial Markets in Emissions Trading 

 
 
A futures market for emission permits trading on  the Australian Securities Exchange (ASX) will provide 
the central mechanism for price discovery and risk transfer underpinning Australia’s forthcoming 
Emissions Trading Scheme (ETS). As the Government consults broadly regarding the design of its 
forthcoming ETS, it is worth reflecting upon how a forward price curve in Australia’s interest rate, energy 
and commodity markets underpins investment decision-making and why such a development is 
essential for carbon. 
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In a recent speech Senator Penny Wong, the Minister for Climate Change and Water1, confirmed a 
2010 commencement date for Australia’s ETS and that the detail of the scheme and an exposure draft 
of legislation to be finalised by the end of 2008. The key design features yet to be finalised include the 
trajectory for Australia’s emission caps over the period to 2020, the process underpinning the allocation 
of emission permits and the extent of linkages with other Kyoto trading mechanisms. 
 
As the ‘ink dries’ on the legislation underpinning Australia’s own ETS prior to 2010, a forward market  for 
emission permits and any fungible credits will emerge and provide the most efficient mechanism for 
firms to factor future carbon prices into decision-making relating to their carbon exposure. In the 
absence of this forward market, firms will not know the marginal cost at which to cease emitting 
greenhouse gases, or make investment in abatement or offset mechanisms. 

 
The Role of Forward Markets in Informed Investment Decision Making 

 
 
 
 
Not all firms with compliance obligations in the forthcoming Australian ETS will utilise over-the-counter 
(OTC) forward and exchange traded futures markets. Smaller firms and those with less sophisticated 
risk management and treasury functions are likely to utilise the risk management products and services 
of intermediaries akin to those which already exist for firms to manage their foreign exchange, interest 
rate, commodity and energy price risks. These intermediaries will in turn lay-off their risks to 
counterparties in the wholesale OTC and futures markets.   
 
 
 
How should a firm manage its carbon risks in the future? The immediate focus should be to understand 
and measure the firm’s carbon footprint. For those directly emitting greenhouse gases, an additional 
focus should be to assess the marginal cost of abatement so that decisions can be made when the 

                                                 
1 Senator the Hon Penny Wong, Minister for Climate Change and Water, ‘Climate Change: A 
Responsibility Agenda’, speech to the Australian Industry Group Luncheon, Park Hyatt, Melbourne, 6 
February 2008. 



forward price for carbon becomes apparent. For those firms consuming carbon intensive goods and 
services, a primary focus should be to reduce their carbon foot-print via energy efficiency, recycling, 
waste management and other related initiatives. 
 
Company directors and senior management also need to be aware that their company may have carbon 
reporting obligations under the National Greenhouse and Energy Reporting (NGER) legislation, even if 
they are not a direct emitter of greenhouse gases. Many small to medium-size firms may find to their 
surprise, that they meet the thresholds at which they have a legal obligation to report their consumption 
of carbon-intensive energy.  
 
When it comes to the trajectory for Australia’s emission caps over the period to 2020, the fact that 
Australia is on-track to meet its Kyoto commitment for the period 2008 to 2012 is a moot point. Any 
target for 2020 in the vicinity of a 20% reduction on 1990 levels will require a steeper trajectory 
commencing in 2010. 
 
When it comes to the allocation of emission permits, the relative merits and disadvantages of free 
allocation and auctioning permits are well documented. In order to better facilitate price discovery in the 
forward markets, ASX advocates the use of auctioning in the allocation process for emission permits.  
This would: 
 

• focus the attention of firms on their marginal cost of abatement, and in turn the early 
identification of abatement and offset opportunities including the use of the forward markets to 
manage the associated price, counter-party and settlement risks; 

• reduce the risk of emission permits being over-allocated to any given firm or sector; and 
• enable a diverse range of market participants without liabilities in the ETS to acquire permits to 

underpin their involvement in the forward market. 
 
If auctions were used to allocate some emission permits, the existence of a forward market would help 
smooth supply and demand to the benefit of price discovery. Examples of this can be seen in Australia’s 
debt market. Investors, when participating in auctions for State Government-issued securities, or book 
builds for corporate bond issuance, use bond futures contracts to hedge their market exposure. Also 
highlighting the significance of the bond futures market, is the fact that Commonwealth Government 
Securities trading in the secondary market are quoted at a basis to the bond futures price.  In the 
absence of the bond futures market, liquidity in the secondary, state and commercial bond market would 
diminish with serious ramifications for the cost of borrowing funds and therefore investment. 
 
A particular challenge for an ETS spanning a term of 10 years, or possibly longer, will be the dilution of 
market liquidity across what will presumably be single-year dated emission permits. Most forward 
markets for commodities and energy facilitate trades in contracts with the longest tenure being 
somewhere between 18 months and four years. The financial markets supporting the European Union 
ETS trading (five years) is one exception. As would be expected, liquidity in these markets is mostly 
evident in futures contracts for the ‘next’ and subsequent compliance years.  
 
ASX’s own plans for a forward market are likely to involve deliverable futures contracts on single-year 
dated emission permits for up to the ‘next’ five years. To provide longer-term price discovery to underpin 
longer-term investment in emission reduction technologies and offset mechanisms, akin to the role of 
futures contracts on 10 and 30-year government bonds (the latter in the US) for long-term infrastructure 
projects, ASX could also list a futures contract on emission permits dated, say, 2020. Such a long-dated 
futures contract would not expire only in that year but rather it could expire every quarter similar to 
existing longer dated government bond futures contracts. Such a product design is necessary as no 
company is likely to allocate capital for trades over such a lengthy period. A quarterly (or bi-annual or 
annual) expiry would also generate liquidity by virtue of firms ‘rolling’ positions into the next quarterly 
futures contract.  
 



As with government bond futures contracts, which globally underpin risk-free yield curves, a futures 
contract on emission permits dated 2020 would require a critical mass of permits to have been issued 
into the market – ideally auctioned to a diverse range of market participants, including financial market 
participants who may not have liabilities under the ETS. A longer-dated futures contract would also 
require market confidence in policy stability in the domestic and international framework for emissions 
trading as forward markets cannot efficiently ‘price’ regulatory risk.  
 
Much has been said regarding Australia (and for that matter New Zealand) becoming a regional hub for 
carbon trading. Within the control of the Australian Government, the largest determinant as to what 
Australia facilitates as a regional hub in the Asia-Pacific carbon markets will be the design of the ETS – 
particularly its linkages to the Clean Development Mechanism (CDM), the New Zealand (NZ) ETS and 
other Kyoto trading mechanisms. 
 
From the perspective of becoming a regional hub for trading, investment, legal advice and risk advisory 
services, linkages to the CDM mechanism and the NZ ETS is very desirable. There are only three 
countries (Australia, New Zealand and Japan) in the Asia-Pacific region with emission reduction targets 
in the Kyoto Period (2008 to 2012), and linking Australia and New Zealand in a ‘trading block’ would 
create additional market liquidity and risk management opportunities for firms in both countries.   
 
Over time, if separate ETSs link with each other, the international ‘carbon market’ will become more 
fungible, and those centres that attract an initial critical mass of liquidity in the first instance will be well-
placed to build on this liquidity in the post Kyoto period. For this reason, Australia (with a carbon 
footprint eight times that of New Zealand) is very well-placed in the Asia-Pacific.  
 
Currently, the existing futures exchange and clearing infrastructure underpinning the financial markets in 
New Zealand resides in Australia, as do most of the interest rate, equity, commodity, energy and 
environmental product divisions of the major trading banks, investment banks and brokerage houses 
present in Australasia. In terms of available capital, Australia has no shortage in part thanks to a 
compulsory superannuation system, to invest in CDM projects and in companies developing lower 
emission emitting and energy saving technologies.  
 
In summary, Australia’s financial markets are well serviced by exchange-based trading mechanisms, 
clearing houses and settlement services. In less than 18 months, Australian firms are likely to have a 
robust and transparent forward curve for carbon to complement those forward price curves which 
underpin price discovery and risk transfer in Australia’s interest rate, commodity and energy markets.  
 
 
 


