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Overview

This article evaluates the impact of information disclosure on changes in investors' risk aversion on the European Carbon Market using the newly available option prices dataset. Since the price collapse that occurred on April, 2006 due to the verification of 2005 emissions, investors are concerned by the emergence of future shocks related to the negotiation of National Allocation Plans for Phase II. 

Following the methodology existing for stock indices, we recover empirically risk aversion adjustments on the period 2006-2007 by estimating first the risk-neutral distribution from option prices and second the actual distribution from futures. Our results show evidence of a dramatic change in the market perception of risk after the 2006 price collapse that has not been assessed yet.

Methods

We retrieve empirically investors' risk aversion on the EU carbon market based on the relationship that exists with the risk-neutral and historical probabilities as detailed by Jackwerth (2000). 

Following Ait-Sahalia and Lo (2000), we estimate the risk neutral distribution non-parametrically, while the historical distribution is recovered from a semi-parametric GARCH procedure (Barone-Adesi et al. (2007), Rosenberg and Engle (2002)). From these estimates, we will deduce an empirical estimate of risk aversion. 

This methodology will then allow us to investigate the empirical characteristics of investors' risk aversion on the European carbon market, along with its potential shifts around yearly compliance periods.

Results

We find some evidence that shifts in investors' risk aversion are readily observable during 2006-2007 on the EU ETS following the disclosure of institutional information by the EC on April 30 of each year that corresponds to compliance periods. 

Moreover, we observe different levels of volatility for EUA price series of all maturities before and after the 2006 compliance period. This latter result suggests that institutional information disclosure has a strong market effect. 

Besides, these results indicate that expectation building is becoming more effcient on the EU carbon market since market agents gradually integrate accurate information published by the EC concerning the level of CO2 emissions compared to allocated allowances, be it at the installation or aggregated levels. 

Thus, we highlight the role played by the regulator in changing market participants' expectations concerning amendments of the scheme.

Conclusions

To our best knowledge, this paper constitutes the first attempt to characterize investors' behavior and risk aversion preferences on the European carbon market during its Pilot Phase. 

More specifically, we investigate the relationship between information disclosure by the European Commission and shifts in investors' risk aversion preferences for contracts of maturity December 2008 and December 2009. 

During the first two years of the EU ETS, official communication by the EU had indeed a structuring effect as it confirmed the net long position of the carbon market, as a consequence of an oversupplied scheme, and led to a spot price correction of more than 54% on April 2006. 

Since this first compliance break, agents take into account futures prices for their medium-term investment decisions in less CO2 intensive technologies.
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