Response of French authorities to the public consultation by the Directorate General for Energy on measures to ensure transparency and integrity of wholesale markets in electricity and gas 

French authorities welcome the Commission’s proposal on measures to ensure transparency and integrity of wholesale markets in electricity and gas. They note that this initiative goes in line with the French current concerns about commodities derivative markets regulation, which have been expressed by the French Ministry of Economy, Industry and Employment in an interview in “les Echos” on June, 21. Answers of French authorities are the following: 

Question 1 on the state of legislation and its expected evolutions: 

	1. Are there particular developments in relation to oversight of energy markets at a

national, European or global level that we have not properly considered?


French authorities converge with the analysis of the Commission on the fragmentation of the EU legislation about electricity and gas market regulation and the resulting gaps concerning products, actors and trading venues covered by the legislation. According to French authorities, this is the consequence of the simultaneous but non coordinated works on the sectoral directives, which do not account for the gradual financiarisation of energy markets, and on the financial directives, whose main objective is to define a common law regime for financial instruments, and thus account with difficulty for the specificities of the derivative energy markets. If several national initiatives have been launched in order to compensate the legislative gaps existing on the EU level, they have resulted in a set of heterogeneous regulation rules within the Union, increasing the compliance costs of firms operating in several member states and restraining market integration.  

A similar assessment can be made on the CO2 market, as the regulation framework remains incomplete at European level. Given existing law and rules, part of the derivatives market - mainly derivatives traded on exchanges, which are legally considered by MiFID
 as financial instruments - falls within the remit of financial regulation. Market organization rules of, as defined by MiFID, and, when the exchange is a regulated market, market abuse rules defined by MAD
, apply to this part of the market. The largest derivatives exchange, the British ECX, is thus a regulated market, supervised by the Financial Services Authority. On the opposite, the spot market, as well as most of OTC transactions on derivatives are not covered by the financial regulation and are not supervised by the financial oversight authorities, as they are not legally considered as financial instruments. Part of the CO2 market, including the spot market, has thus developed without any regulation of market intermediation, market abuse and without any oversight and sanction mechanism. 

Considering these elements, and as an introduction to the following questionnaire, France asks the Commission to bring clarification about the intended scope of its initiative. Indeed, according to French authorities, the answers to the problematic of energy markets’ regulation can differ with the type of market studied: physical or derivative market, exchange trading or bilateral transactions, without naturally forgetting the high dependency existing between these markets. 

Concerning derivative markets supervised by the financial directives MIF and MAD, whose current review is mentioned in the consultation, France wonders whether the future revised directives, which will remain generalist, will be able to capture all the specificities of the energy markets. Therefore, French authorities support the creation of a new EU legislative text on the specific subject of energy market derivatives, which could enable to (i) better define the products covered by the legislation, and especially consider a specific treatment for OTC trade which is currently not covered by the current directive while representing a large part of trading on energy markets, (ii) define supervision rules for market players, (iii) define a market abuse regime applicable to all trading venues, and accounting for the specificities of energy markets, notably the strong interactions between spot and derivative markets, (iv) define a market oversight architecture based on the collaboration between energy and financial regulators. For that matter, France considers that the present analysis is common to all commodities markets, which would legitimate to extend the scope of such a text to all these products.

However, some issues have to be dealt with more specifically at the sectoral level. A UE legislative text, as considered by the Commission, seems then relevant to treat the current gaps relating to energy markets. This initiative could encompass (i) transparency issues on transactional and fundamental data, (ii) interpretation of the insider information and market abuse definitions on energy markets, (iii) the respective roles of national and European regulating entities concerning market monitoring, as well as the collaboration rules between national regulation entities. 

Questions 2 to 4 on the description of the problem:

	2. Do you agree that the current Regulatory Framework should be updated to include clear rules governing energy market oversight? Please justify your reply.

3. Do you agree that this update should ensure integrated/coordinated oversight between financial and commodity markets and across borders.

4. Do you agree that the overlap of physical, and financial (derivative) markets, and the cross border nature of the market currently lead to sub-optimal oversight of energy markets?


The economic utility of energy markets for participants, in terms of risk covering and setting of a price signal for investors and consumers, calls for an efficient market regulation framework. As stressed in the precedent question, France considers that the current EU legislative framework is too fragmented to ensure a complete and efficient market regulation. 

French authorities share the Commission’s view on the increasing integration of European energy markets, which justifies a legislative vehicle coordinated at the European level. Such a text could limit arbitrage between markets.

France also agrees with the Commission’s analysis about the high interaction existing between physical and derivative markets, requiring a good knowledge of the market fundamentals to analyse market price formation, and an efficient cooperation between energy and financial regulators. 

Questions 5 to 7 on market rules:

	5. Do you agree that definitions of market misconduct for gas and electricity markets should be consistent across EU? If not, why not?

6. Do you agree that market misconduct should follow the MAD definitions? If not, why not?

7. Do you agree that specific account of the specificities of the physical energy markets should be taken of energy markets through guidance rather than in legislation? If not, why not?


French authorities agree with the Commission on the need to deal with the issue of market misconduct at the European level, notably because of the strong interaction and the gradual integration of national energy markets. However, they do not consider that a simple application of the MAD directive to physical markets (which are currently not covered by the directive) is sufficient. Indeed, in line with the analysis of CESR and ERGEG published in 2008 on this subject
, France considers that the scope of the MAD directive, and its definitions of insider information and market abuse are not really suited to cover the specificities of energy markets, mainly due to the fact that this directive is primarily designed for financial markets. 

Therefore, over a simple extension of the MAD directive to the physical market, France recommends the definition of specific rules concerning market abuse on all trading venues of energy markets. Moreover, French authorities note that interactions also exist between the price formation processes on different commodities markets. As mentioned in the introductory part, this calls for a legislative text that would, among other subjects, include market abuse regulation on commodities derivatives markets. This text could specify the notion of insider information on these markets, and include a clear definition of insider dealing and market manipulation, explicitly mentioning the potential arbitrages between spot and derivative markets, OTC and exchange trading, and between markets of different member states.  
Nevertheless, the precise list of insider information in energy markets, possibly distinguished between gas and electricity, should legitimately be defined sector by sector. Moreover, because the description of all potential market abuses would be impossible in a trans-sectoral text, power could be given to the competent authorities in each sector to interpret the potential market abuses in relation with the sector’s characteristics. Thus, as suggested by the Commission, France supports the interpretation and adaptation of the market abuse regime defined in the directive through guidance given by regulators.  

Questions 8 to 12 on the oversight architecture:

	8. Do you agree that regular market monitoring is an essential function to detect market misconduct?

9. If yes, given the characteristics of wholesale energy markets, do you agree that market monitoring is best organised on EU level?

10. If yes, do you believe that ACER should be given the role of a EU level monitoring body for wholesale energy markets?

11. Do you agree that the EU level monitoring body for energy markets should have a coordinating role to ensure effective application of EU level rules for energy markets? If not, why not?

12. In your view, would enforcement of market misconduct rules be best organised on national level or EU level?

a. If on national level, would national energy regulators or national financial regulators be better placed to enforce compliance?
b.  If on European level, which institution would be best placed to enforce compliance?


French authorities support the Commission’s works aiming at designing an efficient oversight architecture across EU energy markets, by clarifying the link between energy and financial regulators, and national and EU entities. Indeed, as shown by the study carried out by CESR and ERGEG in 2008 on the subject, the current market monitoring rules can significantly vary across member states. 

In accordance to the current context, French authorities consider more relevant to give responsibility for the monitoring and enforcement of market rules first to national regulation authorities, which have developed this competence since the sector’s liberalisation. 

However, it is essential, given the growing integration of European energy markets, to ensure a proper coordination between national authorities: the European level should be in charge of defining the terms of implementation of the regulation, in order to ensure a sufficient harmonization and of coordinating national regulators (including a potential role of arbitrage between regulators).

Therefore, legislation at the EU level should be primarily targeted at the definition of a set of rules concerning the cooperation of and arbitrage between national energy regulators, and cooperation between energy and financial regulators. The other priority, which has to be organized at the EU level, is the harmonization of the information reported to the competent authorities for monitoring purposes.

Questions 13 to 17 on the scope of regulation

	13. Do you agree that the market monitoring body for energy markets should also be able to monitor EUA transaction?


This question must be part of a wider reflection on the supervision
 architecture of the CO2 market.

France thinks the most efficient oversight system for the CO2 market is a cooperation between financial and energy regulators. 

1. French authorities consider that the supervision system of the CO2 market should be based on existing authorities, at least in the sort or medium term. While creating a new tailor-made regulatory authority for the CO2 market appears to be an attractive option, it might prove to be difficult to achieve, at least in the short term, in the context of a very busy European legislative agenda. Furthermore this option would not build on the skills and monitoring tools of existing authorities.

2. France thinks the most efficient option is therefore to entrust the supervision of the CO2 market to financial regulators, in close cooperation with energy regulators.
The recommended option will consist in putting financial regulators in charge of the supervision of the whole CO2 market – spot and derivatives market – and to include in the remit of energy regulators missions of analysing CO2 market fundamentals and interactions between energy and CO2 markets (including the identification of cross-markets manipulations).

This option will enable an integrated supervision of the CO2 market, will minimize institutional changes, and will take advantage of the respective skills of energy and financial regulators.
Indeed, it is first pivotal that the oversights of the CO2 spot and derivatives markets are carried out by a same authority. In practice, the spot market and the derivatives market for CO2 represent one single market. Contrary to commodities markets, where the spot / physical market raises specific issues relating to the use of physical assets, the only fundamental difference between the derivatives market and the spot market for CO2 is the date of settlement and delivery of allowances. The spot market and the derivatives market functions on exactly the same fundamentals, notably since the CO2 market functions on the basis of an annual and not instantaneous equilibrium. Manipulations can be conducted jointly on the spot and the derivatives market. It thus appears to be more efficient to have the entire market supervised by the same authority, which would ensure an efficient cross-segment monitoring.

Financial regulators already supervise a significant part of the CO2 market, since they are in charge of supervising derivatives exchange trading, which account for around 40-45% of the CO2 market
. Extending their remit to the rest of the market (e.g. the spot and the OTC  market) will minimize institutional changes. Furthermore, financial regulators should become in charge of the supervision of the primary market : the Draft Auctioning Regulation, which received a positive vote at the Climate Change Committee of July, 14th 2010, provides for auctioning platforms to be qualified as regulated market, as defined by the Market in Financials Instruments Directive (2004/39/EC) and as a consequence, places them under the supervision of the financials regulators of the Member States where they are located.

Financial and energy regulators have complementary skills and capabilities:

· Financial regulators have experience and proven capabilities for identifying abusive or fraudulent behaviours on organized markets, and have developed methods for analysing transactional data and identifying risks, as well as the procedures required to launch immediate inquiries. Furthermore, extending their mission of supervising trading exchanges and intermediaries to the spot market comes quite naturally as they are already in charge of these missions on the derivatives market. 

· However, financial regulators do not have a thorough understanding and knowledge of the underlying market fundamentals that influences the formation of the CO2 prices and the strategies of market players. It is therefore difficult for them to grasp the functioning and dynamics of a derivatives market, and to identify possible cases of market abuse without such knowledge.

· Energy regulators provide complementary skills and knowledge. Given the similarities of the CO2 market with energy markets, the correlations between them and, above all, the fact that energy players are among the major participants of the CO2 markets, the oversight of the CO2 market will be more efficient if performed in coordination with that of the gas and electricity markets. Energy regulator would be, for instance, better able to identify cross-markets manipulations between energy and CO2 markets. Nevertheless, the natural remit of energy regulators only covers CO2 markets fundamentals linked to energy markets. It will then be necessary to address the question of CO2 markets fundamentals relating to industrial sectors, which could fall in the remit of financial or energy regulators; the second option appears to be more consistent with the natural competencies of each regulator. It will require a significant extension of the remit of energy regulators.
Three conditions are required for this cooperation between financial and energy regulators to be efficient: 

· Firstly, both regulators should have access to all information required, notably concerning transactions carried out on the market and market fundamentals (allocation of allowances, results of auctions, emissions level, use of international credits…)

In order to limit the administrative burden and to ensure the homogeneity of the data collection process, one single data collection system should be put in place at European level for each type of data (transactional or market fundamentals), managed by one single authority (e.g. ESMA for transactional data and the European Commission for market fundamentals data). All competent authorities should have an extensive access to it. Data on both spot and derivatives markets for transactional data, on the parameters of the supply of allowances (free allocations, outcome of auctions, use of international credits) and, a minima
, on emissions data of EU ETS installations as regards demand of allowances, should be collected.

· Secondly, the roles and responsibilities of the different regulators should be clearly defined. The following distribution could be considered: financial regulator(s) could be responsible for the whole market supervision, i.e.: i) controlling the compliance of market participants and exchanges with regulations, ii) monitoring transactions, iii) identifying market abuses, iv) conducting potential inquiries and v) disciplinary proceedings. Energy regulators could be responsible for i) analysing market fundamentals
, ii) analysing the consistency of the transactions carried out with market fundamentals
 and the constraints and positions of operators, as well as iii) for identifying and analysing possible cases of cross-market abuses on the CO2 market and energy markets. Energy regulators will assist financial regulators in market monitoring as well as inquiries procedures.

A strong cooperation between energy and financial regulators should be set up. The principles of cooperation should be provided for in sufficient details by the Legislator, and transposed into a framework agreement, such as a Memorandum of Understanding (MoU), which could clarify in concrete terms the operational modes of cooperation and exchange of information. The proposed supervision scheme is consistent with the provisions of the Draft Auctioning Regulation, provisions adopted as a stop-gap solution pending the outcome of the Commission's work-stream regarding the carbon market oversight as a whole including both the primary and secondary segments of that market, under article 12.1.a of the revised ETS directive. Starting from these provisions, implementing the proposed oversight scheme would require extending the remit of national regulators from the primary market to the whole – secondary and primary – CO2 market, ensuring a strong coordination of national regulators at EU level, adapting the remit of energy regulators and organizing the cooperation between financial and energy regulators.

	14. Would monitoring of traded carbon markets be best organised on national or on EU level?

15. If on EU level, do you believe that ACER could be an appropriate monitoring body?


The European nature of the CO2 market militates for a harmonized supervision at European level, whatever the selected architecture is. From an operational point of view, a system with several national oversight authorities without any central steering or coordination would risk resulting in heterogeneous rules or inconsistent implementation of these rules in the various states, in increased market surveillance costs and reduced efficiency, and in possible regulatory arbitrages, due to possible loopholes or problems in the cooperation among authorities. For market players, an oversight by a single entity would probably be advantageous for the regulatory and legal clarity and simplicity it would provides for. As regards the reporting of market information, a European surveillance system would also be more practical and less expensive for market players.

Nevertheless, relying on existing oversight systems (financial and energy regulators), at least in the short to medium term, will result in the application to the CO2 market of the distribution of supervisory missions between national and European levels defined on their core markets. And although the current trend is to gradually increase powers at European level, the institutional supervisory structures for the financial and energy markets continue to operate in a decentralized way, with operational supervision performed by national authorities, while European entities or authorities have a role of coordination, elaboration and interpretation of standards, although the future European Securities and Markets Authority will have more extensive powers of injunction with respect to national authorities, financial institutions and bodies and of arbitration of disputes among national regulators. 

Consequently, the operational capabilities and skills for market monitoring and more generally market oversight are located at the national regulators level.
The priority should thus be to ensure European-wide harmonization of rules and practices of supervision. In order to do so, the European level (future ESMA, in cooperation with ACER) should at least be in charge of defining the terms of implementation of the rules defined by the European legislators, of controlling that the rules are appropriately enforced, of supervising or even managing the transactions reporting system (at least for transactional data
) and of ensuring a proper cooperation between national regulators (including a potential role of arbitrage between regulators). Its potential prerogatives on the operational monitoring of transactions and positions could be further discussed. Inquiries and sanctions proceedings should in any case stay within the remit of national authorities.

.

	16. Do you agree that it is not appropriate, at least at present, to consider coal, oil and other commodities along with wholesale gas and electricity markets? If not, why not?


As already developed in the introductory part, France considers that two streams of regulation can be distinguished: 

· concerning aspects of regulation related to the fundamentals, whose characteristics are sector specific (such as storage capacity or supply market concentration), France supports a sectoral approach including gas, electricity, and potentially interactions with carbon. Moreover, a distinction between gas, electricity and carbon on one hand, oil and coal on the other hand is coherent as regards the different scales of theses markets, the latter being global with the most part of the production being outside Europe.

· Concerning market organization and market abuse regulation, due to the numerous issues that commodities markets have in common, and the interactions which may exist between the price formation processes on the different commodity markets, French authorities believe that a legislative initiative could be extended to other commodity markets such as coal or oil.

	17. Do you agree that it is appropriate to apply exemptions and de minimis levels? If not, why not?


France considers relevant to adapt the level of detail concerning data reporting as regards the scale of transactions and actors.

Questions 18 and 19 on transparency rules:

	18. Do you agree that market data relating energy market transactions should be reported centrally? If not, why not?




In order to minimize the reporting costs of market players acting on energy markets of different member states, and to make the monitoring work across different markets easier, it is desirable to strive to coordinate the reporting process at the European level as much as possible. If French authorities are not opposed to the principle of a single data repository centralized at the EU level, they still wonder about the associated costs of such a system, in a context where the national regulation authorities have often already developed such a competence, in accordance with the financial directives or with transparency obligations defined at the national level.

As mentioned in the earlier part relating to oversight architecture, the top priority at the European level is to harmonize the market transparency requirements on fundamental and transactional data. Besides, considering the importance of OTC contracts in energy markets, and to avoid transfer of market activity to segments with less stringent transparency rules, it is central not to limit the analysis on market transparency to exchange trading, but to work on all trading venues, while respecting confidentiality of sensitive commercial data.

	19. Do you agree the body with an oversight role requires full access to fundamental data relating to carbon?


As underlined above, efficient oversight of the CO2 market requires an in-depth understanding of the fundamentals drivers of the market. To be able to fulfil their missions efficiently, all competent authorities in charge of supervising the CO2 market, financial and energy regulators, should have full access to fundamental data relating to CO2, on both the supply side (allocations, auctions results…) and the demand side (emissions level, use of international credits…)

Beyond access to data on market fundamentals, their analysis compared to the transactions undertaken on the market is necessary. On the fundamentals relating to energy markets (esp. the electricity generation sector), this mission should be entrusted to energy regulators. Entrusting to them the same mission on fundamentals linked to industrial sectors would be a logical extension of their mission but constitutes a significant move that should be further discussed.

� Directive 2004/39/EC of the European Parliament and of the Council of 21 April 2004 on markets in financial instruments. Forward contracts that can be settled in cash and contracts that are equivalent to a contract traded on a exchange are also considered as financial instruments.


� Directive 2003/6/EC of the European Parliament and of the Council of 28 January 2003 on insider dealing and market manipulation (market abuse).


� CESR and ERGEG advice to the European Commission in the context of the Third Energy Package: response to question F.20 on market abuse.


� Supervision includes here the following missions: elaborating the rules governing trade, supervising market participants and infrastructures, monitoring transactions, 


� Exchange trading accounts for ~50% of the derivatives market which represents itself 85% of the CO2 market.


� Other data such as energy consumption, industrial production and the level of economic activity (GDP) could be eventually collected.


� The question on how to deal with industrial fundamentals remaining open.


� Same as note n°7.


� European Commission could continue to collect and manage data on fundamentals.





