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Dear Mr. Kirkpatrick,

Introduction

The Institute for Agriculture and Trade Policy (IATP)? appreciates the opportunity to
respond to some of the RFI questions. Save for a July 13 letter concerning nominations to
and topics for the Energy and Environmental Markets Advisory Committee, IATP last
wrote to the Commission about climate-related financial risk in a co-authored
September 22, 2021, letter.? Although the RFI does not state that information received
may be used in a CFTC study of compliance and voluntary carbon markets, we reiterate
here our call for such a study, with an opportunity for the public to provide input and
comment on the study. As we wrote then, "It has been 10 [now 11] years since the CFTC
led an interagency study of carbon markets; since then, they have expanded dramatically
and are expected to continue expanding as increasing numbers of companies make
pledges to achieve ‘net-zero’ GHG emissions using offsets.” (p. 2) The recommended
study will provide an important foundation for any future Commission action on
compliance and voluntary carbon markets.

The relation between emissions offset market expansion and contention over the terms
of the pledges is politically and economically fraught. For example, members of the High-
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Level Expert Panel of the United Nations Race to Zero campaign have been threatened
with lawsuits for advising that the Race cannot be won without phasing out and down the
use of fossil fuels. A detailed analysis of 25 major corporations' net zero commitments
reported, "Collectively, the 25 companies specifically commit to reducing only less than
20% of their 2.7 GtCOze emission footprint [in 2019], by their respective headline target
years [2030 to 2050] (Figure S1)."s Such commitments are far from what is required for
net zero corporate commitments to contribute proportionately to preventing the 1.51C
overshoot, as computer modeled by the Intergovernmental Panel on Climate Change
(IPCC).

The Commission does not have, of course, any authority to evaluate the integrity of net
zero pledges nor to limit the use of offset spot and derivatives contracts to achieve those
pledges. However, marketing materials reference the use of offset credits to achieve
corporate publicized net zero targets. Critics have charged that that the use of low
integrity offset credits to make net zero emissions claims amounts to little more than
"greenwashing," e.g., misrepresenting a company's Environmental Social and
Governance (ESG) qualifications.® Greenwashing litigation concerning ESG claims has
given rise to Securities and Exchange Commission rulemaking on climate-related
financial risk disclosures.”

The Commission should become familiar with the terms of net zero corporate standards,
such as those of the Science Based Targets Initiative (SBTi), and SBTi limits on the use of
offsets to achieve net zero commitments. The misrepresentation of emissions reductions
claimed for offset contracts might result in litigation that will require an understanding
of market participant net zero claims and the use of offsets to meet net zero targets. The
Commission study that we have recommended should outline the net zero claims context
of the use of offset contracts to better understand the market pressures that could lead to
misuse, e.g., trading contracts that misrepresent emissions avoided, reduced or removed
to achieve net zero commitments. Such misrepresentation may indicate that an offset
contract is susceptible to market manipulation, in violation of Core Principle 3.

We will return to answer the RFI questions (22-24) bearing directly on VCMs. (IATPis a
signatory to the Americans for Financial Reform letter on VCMs.) However, the
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Commission has asked abroad range of questionsabout climate-related financial risk and
the derivatives markets. We will respond to some of those questions in the order they are
asked. Our letter concludes with proposals on how the Commission might respond to the
Financial Stability Oversight Council's recommendations in FSOC's "Climate Related
Financial Risk Report." (Federal Register, p. 34857)

1. What types of data would help the Commission evaluate the climate related financial risk exposures of
registered entities, registrants, and other participants in the derivative markets that the Commission
oversees? Are there data sources that registered entities, registrants, and/or other market participants
currently use to understand and/or assess climate-related financial risk? What steps should the
Commission consider in order to have better access to consistent and reliable data to assess climate-
related financial risks?

IATP would be remiss not to acknowledge first the climate related data sources in Appendix 1 of
"Managing Climate Risk In The U.S. Financial System."®

The Commission should have the best available consensus data about the physical risks of climate
change to the physical commodities that are the underlying assets of the contracts that the
Commission oversees. Although derivatives contracts are designed to manage very short term
(usually go days to a year) price risks, the Commission should be data equipped to evaluate short
term (5-10 year) climate impacts on the exchange definitions of deliverable supply and delivery
points for physically backed derivatives. The days when futures prices are purported to move in
response to USDA's monthly World Supply and Demand Estimates reports will soon have to build
longer term climate disruptions into trading algorithms.

For example, according to a 2021 National Space and Aeronautics Administration study, global
maize (corn) yields are projected to drop by 25% by 2030, while wheat yields may increase by
17%.°9 The locations of agricultural production will change due to prolonged drought, depleted
aquifers and climate change exacerbated severe weather events.’ It is likely that the sites of
physical delivery of forward contracts, livestock auctions and derivatives contracts will change
too. Climate change impacts on the nutritional composition of grains and oilseeds™ likely will
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require exchanges to modify the protein and mineral requirements for deliverable supply, since
import ports of entry could reject nutrient deficient shipments.

Climate disruptions of commodity transportation routes will affect the delivery points and costs
of all physically backed commodities whose contracts the Commission oversee.”” For example,
despite public funding to protect oil and gas refineries from sea rise, the deliverable supply of oil
and gas, as described in futures contracts, will be disrupted more frequently and on a greater scale
as a consequence of damage to refineries, pipelines and fossil fuel extraction facilities.”® The
Commission can avail itself of the International Energy Agency's new "Weather for Energy
Tracker" to better understand the impact of weather events and climate trends on generation and
distribution in the underlying of energy derivatives contracts." The Commission should consider
hiring or contracting with one or more climate modelers to interpret climate data and assess
whether trading venue position accountability systems are sufficiently robust to anticipate and
prevent climate-related market disruptions.

Data sources are proliferating that claim to manage carbon offset contract price risks through
evermore complex indices, e.g., a recently announced series of offset price indices "powered" by
Artificial Intelligence, that claim to "reflect the value of different types of voluntary carbon
credits and enhance market transparency in the complex voluntary carbon and [United Nations'
17 Sustainable Development Goals] co-benefit markets.”> The Commission will have to add data
surveillance capacity, including for AI managed data, to evaluate whether these indices make
offset price formation more transparent or more opaque. The Commission should be cautious
about accepting the data mining and analytics claims of AI promoters, since bio-mimetic
software is far from realization. Fei-Fei Li, chief scientist at Google Cloud, said of artificial
intelligence, “It is very task-focused, it lacks contextual awareness, and it lacks the kind of
flexible learning that humans have.”® The Commission should obtain the resources to enhance
staff capacity to independently verify that machine learning offset price indices effectively
manage offset price risks for commercial hedgers.

The Voluntary Offset Registry Database, co-developed by the Berkley Carbon Trading Project and
Carbon Direct, is an up-to-date means to track offset credit quality, credit type and other
information relevant to the environmental performance of offset contracts in the four major
offset registries.”” Carbon Direct's "Assessing the State of the Voluntary Carbon in 2022"
concludes that "The Voluntary Carbon Market has a quality problem with the continued
proliferation of risky project types."® Nevertheless, the Ecosystem Marketplace, which
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aggregates and anonymizes registry reported offset credit sales, notes a sharp increase, reaching
$1 billion by the end of 2021. The Commission may need to prepare to analyze carbon price
bubbles that pop as the risky project types result in a proliferation of poor-quality offset credits
publicized by investigative reporters.

Under one policy scenario that assumes tighter VCM rules and presumably higher quality offset
credits, Bloomberg NEF researchers project a $190 billion market in annual offset sales by 2030.2°
The Commission should develop the capacity to analyze the registry verified projects underlying
the carbon prices that are "sliced and diced" in the price indices that are the underlying assets for
offset futures contracts, such as the CME's Global Emissions Offset (GEO) and Nature Based GEO
(N-GEO) futures contracts. The Commission should not wait for boom-and-bust price market
events to issue a Special Call for VCM trading and price data to better understand the contracts
traded on exchanges and cleared by organizations overseen by the Commission.

The closure of the Chicago Climate Exchange is usually attributed to the failure of the U.S.
Congress to pass a cap-and-trade bill.** However, the projected growth of VCMs is not just a
matter of increasing the integrity of offset credits. Policy decisions will also factor into trading
prices and volume, e.g., a VCM supportive implementation of Article 6.4 of the Paris Agreement
(see our response to question 34) and policies for massive government subsidies and tax credits to
finance the construction of private carbon capture and storage facilities and pipelines. VCM
adverse policies could disrupt the projected upward trend in VCM prices.

3. What steps should the Commission consider to bett_
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