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Carbon markets face same problems as

the crisis-hit sub-prime and derivatives markets, warns report

By Michelle Chan*, 7 April 2009 -- If it is not structured properly, massively scaled up carbon markets could lead to the creation of an enormous, poorly regulated derivatives market with failures mirroring those that led to the current financial crisis, according to a recently released report by Friends of the Earth.
The report, Subprime Carbon? Re-thinking the World’s Largest New Derivatives Market, finds that existing financial regulations and emerging proposals to increase the scope of global carbon trading are inadequate to govern carbon trading, creating a potentially huge regulatory gap.  The report recommends concrete actions policy makers can take, both domestically and within the UNFCCC, to minimize the environmental and financial risks of carbon trading, including prohibiting offsets and creating a stable price path for carbon. Additionally, the report notes that no single policy approach will solve climate change—a diverse set of complementary strategies is needed.

The FOE report outlines how lessons from the current financial crisis apply to carbon markets, which could become the largest derivatives markets in the world.  In particular, it raises concerns about "subprime carbon," risky carbon credits based on uncompleted offset projects (projects designed to sequester or reduce greenhouse gases).  Subprime carbon credits may ultimately fail to reduce greenhouse gases and, like subprime mortgages, could collapse in value, yet they are already being securitized and resold in secondary markets. 

 

Most carbon trading is fundamentally derivatives trading. Currently, most carbon is sold as simple futures contracts (a type of derivative). These contracts contain promises to deliver carbon allowances or credits in a certain quantity, at a certain price, at a specified date.  
Today’s carbon markets are relatively small, but if the United States adopts carbon trading on the scale envisioned by most federal cap-and-trade bills and if the multilateral agreements include provisions for  massively scaled up offset markets , carbon futures will become what Commodities Future Trading Commissioner Bart Chilton called “the biggest of any derivatives product.”

Subprime carbon

“Subprime carbon” -- called “junk carbon” by traders -- are contracts to deliver carbon that carry a higher risk of not being fulfilled, and thus may collapse in value. They are comparable to subprime loans or junk bonds, debts that carry a higher probability of not being paid. Carbon offset credits (credits derived from projects designed to reduce greenhouse gases) can carry particularly high risks because many things can go wrong with offset projects. Not only do such projects face normal commercial and operational risks, but independent verifiers may find that a project has not reduced the projected amount of emissions, for example; or an agency issuing credits (e.g. United Nations) may determine that a project failed to comply with relevant standards. 

Subprime carbon particularly can become a problem because sellers can make promises ahead of time to deliver carbon credits before the credits are issued, or sometimes even before greenhouse gas emissions have been verified.  The potential for credits generated from avoided deforestation and agricultural sequestration to fail to deliver emissions reductions is particularly acute, primarily due to impermanence and the remaining substantive methodological constraints associated with robust measuring and verification of emissions from this sector.  

Carbon-backed securities: a glimpse of the future

As the FOE report notes, in November 2008, banking giant Credit Suisse announced a securitized carbon deal that bundled together carbon credits from 25 offset projects at various stages of UN approval, sourced from three countries and five project developers. These assets were then split into three portions representing different risk levels and sold to investors, a process known as securitization. Structurally, carbon-backed securities are hauntingly close to mortgage-backed securities, which led to the financial crisis. 

Although the Credit Suisse deal was relatively modest, future deals could become bigger and more complex, bundling hundreds or thousands of carbon credits of mixed types and origins, perhaps enhanced with agreements to swap more risky carbon credits for safer assets (such as government-issued emissions allowances) as “insurance” against junk carbon. Moreover, it could be as difficult, if not more, to analyze the quality of the numerous underlying carbon offset projects as it is to analyze U.S. mortgages.

Speculation and the bubble economy

As carbon trading matures, the size of secondary markets (where individual or repackaged carbon is sold for the second, third, or twentieth time) will vastly overshadow the primary markets (where carbon is bought and sold for the first time). While Wall Street banks are keenly aware of the spectacular growth potential in secondary markets, policymakers tend to overlook them, often drawing on the experience of earlier emissions trading schemes.

Financial markets, however, have become vastly more complex and exotic since the early 1990s, when the U.S. introduced sulfur-dioxide trading (the model policy framework for trading in carbon pollution credits). Moreover, much more than previous schemes, carbon markets will be dominated by speculators. Currently, the vast majority of carbon trading funds are set up by investors simply to make a profit; less than one-third of carbon funds have been established by companies to help them comply with carbon caps.

As speculators rush into carbon markets, they can push up carbon prices and spur the development of subprime assets. For example, unscrupulous intermediaries may overpromise on offset projects, selling future credits based on projects that do not yet exist, do not meet standards, or which simply do not deliver promised greenhouse gas reductions. A carbon bubble can also set the stage for the kinds of financial innovation (e.g. complex securitized products) that can unwittingly spread subprime carbon through the broader financial marketplace. When the bubble bursts, it can have destabilizing consequences for companies and the larger economy.

Regulatory lessons

The financial crisis has demonstrated that significant parts of the financial system, such as the derivatives markets, are under- or unregulated. Robust derivatives regulation is one of the most important elements to ensure a well-governed carbon market, but currently most derivative proposals have focused on credit default swaps, which will have limited impacts on carbon.

A key governance challenge for carbon markets centers on the fact that carbon is a politically generated (created through government fiat) and managed market, and the assets traded are not physical commodities. In addition, there is a compliance requirement (e.g. company compliance with greenhouse gas caps) to carbon trading. It is precisely these politically generated and managed facets of carbon trading, as well as its compliance aspects, that can make carbon markets especially vulnerable to lobbying and regulatory capture. For carbon trading to be successful from environmental, financial, and governance perspectives, policy makers and market regulators must be particularly insulated from corruption and political influence.

Further, current efforts to regulate Wall Street must also address the emerging governance challenges of carbon markets and policy makers should consider that carbon trading has unique components which may need to be covered by entirely new regulations and entities. The size and complexity of carbon trading schemes should be managed to prevent the build-up and spread of subprime carbon assets, and to ensure the environmental and financial integrity of this emerging and exotic derivatives market.

*The author is a researcher with FOE US.  A full copy of the report can be downloaded at www.foe.org/subprimecarbon 
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