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The Water Futures Market:
Gambling With Our Water
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Financial speculators can now make money

by gambling with our most precious resource
— water — and profiting from water shortages
driven by climate chaos. In December 2020,
following a devastating wildfire season and
anticipating another major drought in Cali-
fornia, the Chicago Mercantile Exchange (CME)
launched the world'’s first water futures market.’
Nasdaq Veles California Water Index Futures
allows investors to bet on the future prices of
water entitlement trades in California.?

The launch was received tepidly by California farmers and
was condemned by the global water community, including
the United Nations Special Rapporteur on the human rights
to safe drinking water and sanitation.® Far from being a
sure-fire way of managing the risks of price swings from
drought, the water futures market is vulnerable to market
manipulation and excessive speculation, creating new risks
that could increase water prices for everyone.

Water Futures Overview

What are Nasdaq Veles Water Futures? They are
contracts that allow investors to speculate about the future
price of the Nasdaq Veles California Water (NQH20) Index.
These contracts are cash-settled, so at the end of the con-
tract, the physical asset — the water entitlement — is not
exchanged. Instead, investors exchange the cash differ-
ence between the contract price and the index price.*

What is the Nasdaq Veles California Water Index?
The company WestWater Research established an al-
gorithm for estimating the cash price for the exchange

of water allocations in California. Veles Water Limited,

a financial firm focused on water, and NASDAQ created
the NQH20 Index based on this algorithm. The NQH20
Index is derived using an estimate of the volume-weighted
average of prevailing prices in California’s surface water
market and four adjudicated groundwater basins.®

How does water futures trading work? Investors enter
into contracts with each other to bet on the future price

of the Index. Each contract is for 10 acre-feet of water (3.3
million gallons) and lasts up to two years.® The seller of the
contract is betting that the Index price will fall, and will get
paid if correct, while the buyer of the contract is betting
that the Index price will increase, and will get paid if cor-
rect. At the end of the contract, investors who bet correctly
will profit, or the investors can sell and buy contracts as
prices change over the course of the contract.’

What was the approval process? It relied on self-certi-
fication. The CME, which is registered and regulated by the
Commodity Futures Trading Commission (CFTC), serves as
the exchange for and has self-regulatory responsibilities
over futures contracts like Nasdaq Veles Water Futures.
CME only had to self-certify that the water futures would
not violate the law or regulations.?

When will regulators review water futures? CFTC
staff have indicated that they do not thoroughly evaluate
self-certified futures products unless there are more than
10,000 open contracts.® For water futures, this would be
the equivalent of 100,000 acre-feet of water — roughly

10 percent of the annual volume leased or sold in Cali-
fornia in recent years. Water futures contracts will continue
to fly under the radar of federal regulators up to this large
threshold.'
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Increased Water Prices

Water futures gambling could increase water prices in

the real world, affecting communities across California. In
general, futures markets have always been prone to market
manipulation and have increasingly suffered from exces-
sive speculation.” California lacks price transparency in its
water markets,'”? making its water futures especially vulner-
able. CME successfully petitioned the CFTC to treat the
data and methodology behind its price index as “confiden-
tial business information.”* This means there is insufficient
public information to ensure that trades are accurate and
representative.

Market manipulation: Investors could seek to drive up
the price of water entitlements to inflate their profits from
water futures contracts. An investor can acquire futures
contracts equivalent to 350,000 acre-feet of water

(114 billion gallons). This is 19 percent of the estimated
deliverable supply of water underlying the Index, and

31 percent of all water traded in California each year from
2009 to 2018." Such large contract holders would have

a strong incentive to manipulate the water entitlement
market because of the tremendous profits that could be
made with their future positions.” Manipulation of markets
that rely on price indices is a practice that some observers
contend is rampant.'

Excessive speculation: Just four speculators pur-
chasing the maximum number of water futures contracts
could possess futures in an equivalent amount repre-
senting more than all the water that is actually traded in
California annually.” A large presence of “massive passive”
speculators in the California water market could send
signals that water prices will increase and that holders of
water entitlements should not sell or lease their entitle-
ments soon. This could lead to physical water hoarding
and drive prices upward, as occurred in commodity mar-
kets in 2007 and 2008."

Loss of Small Farms

If the water futures market were to lead to real-world price
increases, the most immediate impact would be on Califor-
nia’s agricultural industry, potentially driving out small pro-
ducers and incentivizing further farmland consolidation.

With climate change causing extreme drought, and the
prospects of a new state groundwater law, farmers are
already seeking other water options, such as acquiring sur-
face water allocations or planting higher-value crops. But
these options, which are already too expensive for many
smaller farms, would be out of the question with higher
prices for water entitlements.” Larger farms with existing
access to water entitlements and economies of scale
would be better positioned. Agricultural users remain the
largest sellers of existing water entitlements,?° and large
farmers could profit if they sell before the bubble bursts.
It is even possible that large industrial farms will seek to
hedge on the futures market rather than conserve water
during the drought.”

Added costs could also spur more consolidation in the
already consolidated agriculture sector. In California, the
median size of crop farms has steadily increased since
1987,22 with the largest 5 percent of properties accounting
for just over half of California’s cropland.?® While these
large farms have gotten even bigger, California lost 1,000
farms in 2017 to 2018 alone, most of them smaller farms. 2

Time to Ban Water Futures

Congress, or the CFTC, must stop water futures trading.
Water is a basic human right on which everyone depends
for life, and it must be managed and protected as a public
trust resource for public benefit.
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