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Executive Summary

Background and objectives. For discussions
on carbon market both at home and abroad in
recent years, emphasis has been laid mostly on the
establishment of Emissions Trading System (ETS)
targeting the control of “total emissions”, notably in
the field of determination of total emissions, credits
distribution and MVR performance; but not so much
on the cultivation and perfection of a market that
takes ‘trading’ as core element. The reason for that
is simple and clear, as western carbon markets, in
particular EU ETS, which is the largest-scaled, most
regulated and mature carbon market in the world,
were all established in a highly advanced financial
market, thus, financialization has been realized at the
very beginning of the establishment of these markets.
However, China’s financial market is not mature and
still in development. Therefore, two fundamental tasks
will be faced in the establishment of China’s carbon
markets: the first is to establish and perfect an ETS
from scratch, which is also the primary goal for the
seven piloting programs and the establishment of a
national ETS; the second is to incorporate financing
in the cultivation and perfection of trading market, so
that ETS can work better and carbon price can truly
provide guidance in energy saving, emission reduction
and low-carbon investment. In April, 2016, Beijing
Environment Exchange took the lead to set up a Green
Finance Carbon Finance Group under the guidance
of the Green Finance Committee, China Society for
Finance & Banking (“GFC”). It officially started the
study on mechanisms and policies for carbon finance

market, promotes innovative research and development

of carbon financial products. Accomplishing the second
fundamental task as mentioned above is the main
objective in this research.

Contents and main findings. |deas and main
contents of this report are stated as follows: 1.
systematic analysis of basic concepts and principles of
the carbon finance market was carried out; 2. typical
international cases, including EU ETS and London
Carbon Finance Market, were studied and analyzed;
3. carbon financial market development in China was
discussed mainly based on the seven piloting programs
and efforts in carbon financial innovation; 4. prospects
for future trends and main challenges of carbon
financial market in China was made; 5. Relevant
polices and proposals for backing up development of
carbon financial market in China were given based on
the above research works.

(1) Fundamental theories. Carbon financial market
is now a mainstream of carbon market development
in the west, and the main goal of the future for
carbon market development in China. Various carbon
finance tools, including trading tools (carbon futures,
carbon forward, carbon swap, carbon share options
and so forth), financing tools (carbon pledge, carbon
buyback and carbon collocation, etc.) and support tools
(carbon exponent and carbon insurance etc.), which
were developed mainly based on two types of basic
carbon assets, namely the carbon credit and the project
emissions reduction, are helpful for participators to
better manage carbon assets, providing them with
diversified trading means, improving marketing

fluidity and achieve risk hedging in future price
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fluctuation. The hierarchical structure of carbon market
incorporates ETS at macroscopic level and secondary
market, financial service market and supporting
service market at microscopic level. Among which, the
secondary market is the core. It is divided into floor
trading and OTC, while the primary market serves
as a transitional part between the macroscopic and
microscopic structures. Maturity of the development
of carbon financial market can be weighed from the
perspective of market efficiency, including efficiency
of resource allocation and of marketing operation.
Efficiency of resource allocation includes the validity
and stability of carbon price, while efficiency of
marketing operation includes marketing fluidity and
authority of carbon price. Development of carbon
finance market is of important significance for
perfecting carbon market mechanism, enriching green
financial system and striving for international carbon
pricing rights. In international carbon markets, though
spot goods are the basis for trading, carbon futures
are key, because the trading volume of carbon futures
outweighs carbon spot by over 30 folds.

(2) EU carbon financial market. The EU ETS had
9 main trading institutions including European Climate
Exchange (“ECX™) for floor trading and OTC. By
2014, only 4 of them retained carbon trading business
after market integration. London has rapidly grew
into a center of carbon finance in UK and Europe as
it successfully rounded up main financial investment
institutions in Europe or even in the whole world: in
terms of floor trading, ICE-ECX accounts for 92.9%
shares of the primary and secondary markets, most
of the trading are for futures; in terms of OTC, the
turnover of London Energy Brokers Association
(“LEBA”) accounts for over 50% of the trading in EU.
Other than policies and regulations for carbon trading,
the carbon markets in the EU are also in administration
of relevant regulations for financial market such as
Markets in Financial Instruments Directive (“MiFID”),

Market Abuse Directive (“MAD”), Anti-Money

Laundering Directive (“Anti-MLD"), Transparency
Directive (“TD”) and so forth. The European Securities
and Markets Authority (ESMA), together with Climate
Action of the European Commission has drawn up
drafts on technological proposals and standards for
further executional management of MAD and MIFID,
having them put into practice at the levels of carbon
industry, financial industry and trading platform among
member countries. Taking UK as instance, other than
supervision from the former Department of Energy and
Climate Change (“DECC”) at industry level, London
Carbon Finance Market also gets supervision from
Bank of England, financial regulation departments and
HM Treasury, etc. Meanwhile, trading platforms also
play an important role in daily supervision of trading
activities in market. Carbon financial markets in
London have grabbed significant achievements in over
10 years of development. It has regulated and matured
market regulations, and obtains significant international
influence. However, inordinate credit distribution and
stiff decision-making mechanisms have resulted in
imbalanced supply and demand; malfunctions such as
long-term slack or even collapsed carbon price also
exist in the EU’s carbon markets; in the meanwhile,
EU carbon markets also confronted with issues such as
fraud of added-value tax and “phishing attacks”, etc.
All these issues should arouse high attention during the
establishment of carbon financial market in China.

(3) Current situation of carbon financial markets
in China. To tackle increasingly severe environmental
challenges, implementation of piloting programs
for carbon emission trade and establishment of a
national emissions trading system have become into
an important part in construction of the ecological
civilization system since the issue of the Twelfth Five-
Year Plan. In September, 2015, President Xi Jinping
made an official announcement in the China-U.S.
Joint Presidential Statement on Climate Change that
the national ETS that covers six major key industries

including steel, electricity, chemical industry, building



materials, paper-making and nonferrous metals will
be launched in 2017. In January, 2016, the National
Development and Reform Commission issued an
announcement on preparation and mobilization, to
ensure the launching of national emissions right
trading and the implementation of carbon emission
rights trading mechanism in 2017. In October, 2011,
the National Development and Reform Commission
approved seven piloting programs in Beijing, Tianjin,
Shanghai, Chongqing, Hubei, Guangdong and
Shenzhen, which have successively initiated trading
in the late half year of 2013. By June 30, 2016,
accumulated trading volume of carbon credit in the
seven piloting carbon markets has reached 109.8342
million tons, with an accumulative transaction of
2994.4843 million Yuan reached and CCER emission
reductions surpassed 63 million tons. In the past
three years since launching, the seven piloting carbon
markets have obtained significant achievements, with
marketing mechanism successfully set up and run and
pricing mechanism gradually perfected. However,
serious limitations such as pristine trading means,
deficiency in fluidity and shortage of risk management
tools, etc., were also found. In order to spur carbon
asset management and activate carbon market trading,
a lot of carbon financial innovations, covering various
main tools except carbon futures, were made in the
piloting programs. In terms of four key indicators,
namely labor force, demand, risk and development, it
is suitable to introduce in carbon financial products
such as carbon futures, carbon forwards, carbon bonds
and carbon funds, etc. If relevant carbon financial
trading tools can be introduced after 2017, the trading
volume may reach minimally 60-80 billion Yuan and
moderately 417-556 billion Yuan; after 2020, it may
reach minimally 100 to 120 billion Yuan, moderately
695 to 834 billion Yuan, and maximally 3750 to 4500
billion Yuan.

(4) Prospect of carbon financial markets in China.

A national unified carbon market is expected for both

EXECUTIVE SUMMARY |

China and other countries. It is expected to set up
reasonable carbon price, guide investment in clean
energy, spur low carbon industry development, guide
international low-carbon industrial cooperation and
tackle with global climate changes in joint force.
The future China Carbon Market will become into an
integrated and financialised international carbon market
to achieve these objectives, but it will face a series of
challenges in this process: in terms of recent challenge,
how to ensure punctual launching and successful
implementation of the national carbon market; in terms
of mid-term challenge, how to improve efficiencies
in configuration and operation of the carbon financial
market? In terms of long-term challenge, how to
enable the carbon financial market to guide low-carbon
development and international cooperation?

Policy proposals. In order to solve these problems
and spur sustainable, stable and sound development
of carbon financial market in China, this report puts
forward the following policy proposals.

(1) On establishment of primary markets. 1t is
suggested to control credit distribution, gradually
introduce in paid distribution such as auction, so
as to activate the carbon market pricing mechanism
from fundamental supply and demand. In terms
of CCER supply and regulation, it is suggested to
develop a carbon market forecasting model and
work out guidance for project development, so as
to promote a balanced supply-demand relationship,
while maintaining stable prediction of all participators
of the market. In terms of offset ratio and project
types, national unified standards replacing all local
standards should be set up. To solve two challenges of
emission reduction and poverty reduction as a whole,
and provide support for development of forestry
carbon sink projects, it is suggested to provide some
preferential policies to forestry carbon sink projects
in designing offset mechanism, so as to create a
certain ratio of noncompetitive demands; in the

meantime, methodologies and relevant procedures
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should be simplified in terms of project monitoring
and certification to bring down project costs. It is
suggested to, taking reference of security registration
institutions, corporatize the national registration
system and implement market-based operation.

(2) Proposals on secondary market. 1t is suggested
to set up high entry threshold for various kinds of
carbon financial trading except spot trading to ensure
that market participators are sufficient capable in risk
identification and control. With respective to trading
means, provide higher flexibility to and establish
yearly assessment and identification mechanism for
carbon market trading institutions, to implement
differentiated management. It is suggested to carry out
piloting carbon future trading, to promote formation
of the national carbon trading center market and
the carbon pricing center with international clout.
Vigorously develop OTC market, orderly implement
OTC of carbon futures, carbon swap and carbon
futures options, so as to promote the formation of a
multi-layered carbon financial market system featured
with collaboration and linkage between floor trading
and OTC. It is encouraged to implement financing
services and carbon asset securitization based on
fundamental carbon assets such as carbon credit and

CCER emissions reduction, and back up release of

carbon funds and carbon bonds. It is suggested to
provide support for development of green credit system
based on carbon emissions of enterprises, encourage
development of carbon-market-related indexes and
introduce carbon insurances and factoring products for
CCER projects.

(3) On collaborative monitoring framework.
It is suggested to develop regulatory mechanism
for carbon price stabilization; set up carbon credit
reserve and carbon market stabilization fund based
on that government has reserved certain proportion
of carbon credit and their paid distribution; set up
a reasonable regulated price range, and develop
operation mechanism for public carbon market based
on carbon credit reserve and stabilization fund of
carbon market; provide preferential policies in carbon
assets accounting and taxation of carbon trading, so as
to lower management and trading costs for enterprises;
reinforce the coordination between carbon markets in
designing carbon taxes, to avoid duplicated regulation
that may increase burden of enterprises; develop
an inter-department supervision framework and
coordination mechanism for carbon financial market,
to promote the coordinated, healthy and sustainable

development of carbon financial market.
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