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As we enter the final weeks of the current compliance period for regulated entities in
the Emissions Trading System (ETS), we see the price of EU Allowances reach new highs,
above €73/tonne C02 equivalent. This is a key time for regulated entities to take stock
of the emissions they have produced during the year while closing hedges for the current
year and opening them for next year. Economic strength and firm climate commitments are
propelling the carbon market into 2022.

Emission clarity as we approach contract roll-period

As we approach the end of the year, commercial hedgers - who are the main users of EU

Allowance (EUA) futures! - have a better sense of how much greenhouse gas emissions (GHG)
they have put in the atmosphere during the year and thus are deciding whether to roll

their futures positions or take delivery of underlying EUAs?. Regulated entities in the
EU - primarily energy utilities, industrial emitters and intra-EU aviation companies -
have the Tlegal obligation to surrender EUAs commensurate with the amount of GHG they
have produced in the year. Failure to surrender the appropriate number of EUAs results
in a fine of €100/tonne C02 equivalent for every excess tonne of carbon. Furthermore,
the company needs to go into the market and purchase (and surrender) EUAs to make up for
the shortfall. Not to mention the reputational risk from being named and shamed,
companies have clear incentives to get the number right.

Front of December futures contract remains the most relevant

our analysis shows that the front of December futures contract is the most liquid. ESMA
has corroborated this finding. That outcome 1is Tlargely rooted 1in the fact that
commercial hedgers are the main users of EUA futures, and they prefer the December
contract due to a better vision of emissions closer to the end of the year (as mentioned
earlier). 1Investors in EUA futures also benefit from holding front December contracts
rather than other contract maturities because this is where the bulk of trading
Tiquidity sits. Strong liquidity enables efficient pricing and avoids the choppy trading
we may find in illiquid futures contracts or in the spot market. The top panel of the
chart below shows that the front December (2021) and next December (2022) contract
prices are virtually the same (indicating very little by way of roll costs). The bottom
panel shows that December 2021 has had more open qinterest through the course of the
year, but now December 2022 has caught up, and soon December 2022 will be the new front
December contract.
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Price of December 2021 and 2022 contracts
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Source: WisdomTree, Bloomberg, Data from 24/11/2020 to 23/11/2022.
Historical performance is not an indication of future performance and any
investments may go down in value.

Economic rebound and policy dynamics likely to have pushed up demand

Economic activity (and by extension, polluting activity) has picked up strongly in 2021
relative to 2020 when we were in the depths of a pandemic-stricken recession. The price
of EUAs rose from €33/tonne C02 equivalent on 31/12/2020 to €73/tonne CO2 equivalent on
24/11/2021 1in part reflecting this pickup in economic activity but also proposed policy
changes (see Fit for 55 legislation: Going harder, deeper, faster with the EU Emissions
Trading System). The close to 25% increase in EUA prices in November so far (01/11/2021
to 24/11/2021), is 1likely a reflection of corporates taking stock of emissions as they

approach the end of the compliance period (lst January to 31st December)3 and the expiry
of EUA futures contracts they are holding. It is also time to think about how many
futures contracts they will need to hedge for next year’s obligations. Even though Euro
Area manufacturing purchasing managers indices (PMIs) have been slipping in recent

months*, the reading is way above 50 - indicating a period of expansionary activity.
Indeed, most of the softness in the data reflects supply chain issues, which could be
rectified during the course of 2022 and lead to PMIs gaining momentum again.

COP 26 reaffirms EU climate commitments

The messaging from the EU at the 2021 UN climate change conference (COP26), was to

support the Paris Agreement strongly®. we believe the European Commission will pursue the
implementation of the Fit for 55 legislative package in full. Any failure to implement
at the uUnion level could be met by tougher actions at the national level. Germany’s new
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government® said on wednesday 24th November 2021 it would consider establishing a
national Tong-term price floor of at least €60/tonne if carbon prices dropped below such
Tevels in the next few years and the EU failed to agree on a similar measure.

wWill we see fine inflation?

The €100/tonne C02 equivalent fine for excess emissions seemed appropriate last year
when EUAs were trading below €33/tonne C02 equivalent (i.e. more than three times the
EUA spot price). But now that EUAs are trading above €70/tonne C02 equivalent, the fine
is no longer as punitive. We expect to see the fine adjusted upwards. while the
European Commission has not made any formal comments on this, the fine in nominal terms

is not fixed for the duration of the whole of Phase 4 of the Emissions Training System’,
and so the next logical move is to raise the fine.

sources

1 Regulated entities have been identified as the main users of EUA futures by ESMA in
their analysis of the EUA market, with relatively 1ittle involvement of investors,
confirming our analysis:

2 The ICE December 2021 EUA future expires on 20th December 2021, with the delivery
starting on 21st December 2021.

3 Although companies have more time for filing regulatory obligations: data for a given
year must be verified by an accredited verifier by 31 March of the following year. Once
verified, operators must surrender the equivalent number of allowances by 30 April of
that year.

4 http://www.markiteconomics.com/Public/Home/PressRelease/dle6b09a9eea4993bb787845fb55233
f

> j.e. to 1imit global warming to 1.5 degrees cCelsius.

6 on wednesday 24th November 2021 Germany announced a new a center-left government led by
olaf scholz, a Social Democrat, with partners from partners from the Greens and Free
Democrats

7 2021 to 2030
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View the online version of this article here.
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Important Information

Marketing communications issued in the European Economic Area (“EEA”): This
document has been issued and approved by WisdomTree Ireland Limited, which is authorised
and regulated by the Central Bank of Ireland.

Marketing communications dssued in jurisdictions outside of the EEA: This
document has been qissued and approved by WisdomTree UK Limited, which 1is authorised and
regulated by the uUnited Kingdom Financial Conduct Authority.

wisdomTree 1Ireland Limited and WwisdomTree UK Limited are each referred to as
“WisdomTree” (as applicable). our cConflicts of Interest Policy and Inventory are
available on request.

For professional clients only. The information contained in this document is for
your general information only and 1is neither an offer for sale nor a
solicitation of an offer to buy securities or shares. This document should not
be used as the basis for any investment decision. Investments may go up or down
in value and you may lose some or all of the amount invested. Past performance
is not necessarily a guide to future performance. Any decision to invest should
be based on the information contained in the appropriate prospectus and after
seeking independent investment, tax and legal advice.

The application of regulations and tax 1laws can often lead to a number of
different interpretations. Any views or opinions expressed in this communication
represent the views of wisdomTree and should not be construed as regulatory, tax
or Tlegal advice. WisdomTree makes no warranty or representation as to the
accuracy of any of the views or opinions expressed in this communication. Any
decision to invest should be based on the information contained 1in the
appropriate prospectus and after seeking independent investment, tax and Tlegal
advice.

This document is not, and under no circumstances is to be construed as, an advertisement
or any other step in furtherance of a public offering of shares or securities in the
United States or any province or territory thereof. Neither this document nor any copy
hereof should be taken, transmitted or distributed (directly or 1indirectly) into the
United States.

Although wisdomTree endeavours to ensure the accuracy of the content in this document,
wisdomTree does not warrant or guarantee its accuracy or correctness. Where WwisdomTree
has expressed its own opinions related to product or market activity, these views may
change. Neither wisdomTree, nor any affiliate, nor any of their respective officers,
directors, partners, or employees accepts any liability whatsoever for any direct or
consequential Toss arising from any use of this document or its contents.
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