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Overview

The process of liberalisation of the energy sector world-wide, coupled with the use of market based instruments to tackle growing concerns for the environment has seen an explosion of new energy, environmental and commodity markets. These new markets, however, have not been without their problems. Prominent examples among them are the Californian energy crisis of 2000, which resulted in rolling blackouts and calls for the reversal of the liberalisation process

The problems experienced with the new energy and environmental markets (EEM) require not only a focus on effective market design (as is the principal concern of most of the academic work in this area) but also on the financial regulation and monitoring of these markets.  There is a dearth of work on the financial regulation of EEM in peer-reviewed journals (Exception include Evagora & Licnachan 2007; Wolak 2005a). Further, most of the academic, policy and regulatory analyses conducted have focused on specific markets or products. As will be apparent below, this belies the interrelationships and, in some cases, the integration of these markets and indeed the nature of contagion in financial crises. In this paper we endeavor to account for these actual and potential interdependencies by providing a more holistic view grounded on the established academic literatures on financial regulation and financial crises.

The purpose of this paper is, therefore, to provide a general review of the financial regulation of European wholesale EEM by addressing two questions: (1)What are the financial and macroeconomic risks posed by EEM? (2)Further to what extent are these risks addressed by current regulatory regimes and legislation? These two questions have been addressed by the authors in this paper; there are two versions, Diaz-Rainey et al. (2011a) has an expanded discussion of the theoretical rationale for the financial regulation of EEM and Diaz-Rainey et al. (2011b) contains the full legal analysis.
Methods

Based on a review of past academic research on financial crises and financial regulation the paper provides a theoretical justification for the risk based financial regulation of EEM. We conceptualise the financial risks EEM may pose by distinguishing between conventional financial and macroeconomic risks on the one hand and energy policy related financial risks on the other. The second part of the paper provides a legislative analysis of the evolving approach to the financial regulation of EEM. It draws mainly on ‘grey’ literatures in order to critically appraise the bewildering array of current policy initiatives and reviews that have the potential to affect the financial regulation and operation of EEM in Europe
Results

Financial risks in EEM

Financial and economic risks from the malfunctioning of EEM can be placed into three categories; (1) macroeconomic, (2) energy systemic and (3) financial systemic. The first, macroeconomic risk relates to how an energy speculative bubble or price spike can have negative economic effects through macroeconomic transmission; namely that energy induced inflation is countered by higher interest rates, ultimately leading to lower economic growth. The notion of financially induced energy systemic risk is perhaps best understood in the context of the California crisis where market manipulation resulted in price spikes and blackouts even though there was enough generating capacity. Finally, it seems very unlikely that an energy-related financial crisis could cause financial systemic risk as the banking sector did in recent years.  For instance, when Enron collapsed it impacted equities markets but did not pose financial systemic risk like Long Term Capital Management did.
Findings from the Legislative Analysis
The paper provides an overview of the changing architecture toward financial regulation and how this will impact EEM from a European perspective (Diaz-Rainey et al. 2011b). These changes relate to; 

· the review of the Directive 2004/39/EC on Markets in Financial Instruments (MiFID) (EU Commission 2010a)

· the European Market Infrastructure Regulations, (EMIR) (EU Commission 2010b)

· the review of the Directive 2003/6/EC on insider dealing and market manipulation (called MAD) (EU Commission 2010c)
· the proposed Regulation on Energy Market Integrity (EU Commission 2010d)

Though it is still far from clear what overall impact the various financial regulation reform initiatives will ultimately have on EEM certain changes are increasingly discernable. First, the EU will play an increasingly important role in the financial regulation of EEM through bodies such as Agency for the Cooperation of Energy Regulators (ACER) and European Securities and Markets Authority (ESMA). Second, the new regulatory regime will mean more trading of derivatives will occur on exchanges. This, all other thing being equal, will improve liquidity on exchanges but will reduce the liquidity of OTC markets (Daskalakis et al. 2011).  Third, carbon allowances are currently not subject to financial regulation while carbon derivatives are. There is no reason why this should be the case and ideally both should be regulated by the same regulator (Daskalakis et al. 2011).  The latest EU proposals would seem to be moving in this direction and handing responsibility to financial regulators (EU Commission 2010a, p.43].  Finally, ‘The Third Package’ will accelerate the process towards European-wide gas and electricity markets. The package has been complemented by the proposed Regulation on Energy Market Integrity (EU Commission 2010d) which would grant ACER a market monitoring role.
Conclusions

This paper identified the financial risks posed by EEM and summarizes the evolving approach to the financial regulation of these markets through a legislative analysis. The strength of this approach is also a limitation: a lot of ground is covered limiting the depth to which particular issues could be explored. Consequently this study is a primer to this topic. Further areas of investigation include: empirical analyses of the evolution of EEM and related financial risks within energy companies; better understanding of the related institutional issues and stakeholder awareness; as well as forward looking modelling or simulation of the financial risks posed by EEM.
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