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Summary 

The current Kyoto Protocol does not contain adequate mechanisms to address forest loss and degradation in developing countries, although about 20 percent of the world’s emissions of greenhouse gases arise from these sources. Proposals to create international mechanisms for Reducing Emissions from Deforestation and Degradation (REDD) emerge within the context of advancing international mitigation regimes beyond the Kyoto Protocol’s expiry in 2012. 

This study outlines and evaluates the main policy options for an international REDD agreement currently discussed. These are national-level or project based market crediting mechanisms within a Kyoto successor Protocol or a separate REDD Protocol under the UNFCCC, an international fund-based REDD compensation mechanism, and a reliance on voluntary markets to finance avoided deforestation projects. A comparison of the pros and cons of these options suggests that a national-level, market based crediting either within a Kyoto successor or a separate UNFCCC protocol would be the most advantageous option, mainly because of the strong financial incentives generated through global or REDD-specific carbon markets, and because of dealing with leakage under national carbon accounting. 
Several implications for a national REDD incentive mechanism emerge from the international policy scenario. In particular, under a carbon market –based scenario, countries and projects within these countries will generate financial returns based on performance-based compensation. This implies a necessary catering to the structure and demands of international carbon buyers, be they private or government entities. This applies for both the national government and sub-national actors or projects as carbon sellers. Apart from this framework, Indonesia would have a variety of policy options to create an international REDD implementation scheme, ranging from domestic carbon crediting approaches and devolving international REDD credits to projects and sub-national actors, to non-carbon based PES mechanisms, to forestry and land-use law reform and enforcement, to further incentive mechanisms, technical support, and other measures in the agricultural and forestry sector. Promoting land-tenure security and transparent governance in the land-use sector will likewise be a key contribution.
It is virtually impossible to provide reliable estimates of a future REDD market. A range of factors, such as Annex-1 targets, the number of countries adopting reduction targets, global emission trends, and CDM performance will influence the demand for REDD credits. Apart from this quantitative assessment, it is possible to infer likely REDD market characteristics based on experiences with current CDM and voluntary markets. Buyers of carbon credits place a strong value on quality 

(carbon value and wider environmental and social attributes), as well as a manageable delivery and price risk. This applies especially to forward-based purchases of credits, the most common transaction type. A survey among current potential buyers of avoided deforestation credits on the voluntary markets showed that ….. [to be filled in once survey has been conducted]. 
Existing experiences from carbon project development and credit commercialisation also provide valuable lessons regarding the financial considerations of potential sellers of REDD carbon credits. This study outlines the relationship between carbon finance and underlying project finance requirements and credit generation. It furthermore discusses the main financial risks and cost factors associated with carbon project development. In the case of REDD projects, the revenue side of conservation activities is likely to consist almost completely of carbon-market related finance. This puts additional emphasis on solid planning and carbon due diligence in the project design phase, as well as on carbon price insurance mechanisms. 

In the final section, this study discusses the most common types of legal contractual arrangements for carbon credit transactions, particularly those commonly referred to as Emission Reduction Purchase Agreements (ERPAs). The main aspects of an ERPA relate to ….[TN to fill in]. Regarding the market side of credit transactions, the study outlines the differences between over-the-counter (OTC) transactions, carbon spot markets, intermediary-mediated versus direct transactions, and other types of buyer-seller relationships.

Objective

To provide the necessary background information and analysis for Indonesia to engage in REDD negotiations on the international level and to evaluate different international policy options. To provide an assessment of the incentives an international REDD market could offer to Indonesia and of the necessary requirements to realising these potential benefits. Furthermore, to provide the framework for designing a mechanism to implement REDD incentives and mechanisms within Indonesia, taking into account the international basis for market-based REDD incentives and implications for passing these on to actors at local and regional scales.
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Introduction and background
The land-use and forestry sector is a major contributor to climate change on a global scale and particularly for the emission of greenhouse gases (GHGs) in developing countries. Most importantly, deforestation contributes around 20 percent to global total carbon dioxide (CO2), making it the second most important contributor to climate change after the combustion of fossil fuels and the largest source of greenhouse gas (GHG) emissions in the developing world (Houghton, 2005; Santilli et al., 2005). Deforestation and forest degradation in Indonesia are estimated to release more than 2.5 billion tons of carbon dioxide-equivalent per year. This is about one third of total emissions from deforestation and forest degradation worldwide, and constitutes 83 percent of Indonesia’s total greenhouse gas emissions. This makes Indonesia the third largest emitter of greenhouse gases globally and the largest contributor to emissions resulting from deforestation and forest degradation. Complementary to the contribution of deforestation and forest degradation to global climate change are opportunities to mitigate GHG emissions through activities in the sector. Recent policy discussions have recognized this opportunity within a wider acknowledgement of the urgency of tackling climate change. 
Emission reduction efforts can have a significant monetary value if they comply with the requirements of international markets for emission reduction (“carbon”) credits. In 1997, most of the world’s nations agreed to limit global GHG emissions by establishing the Kyoto Protocol to the United Nations Framework Convention on Climate Change (UNFCCC) and by setting binding reduction targets for industrialised countries. At the same, the signatories agreed to create so-called “flexible mechanisms” which would allow industrialised countries to meet their emission reduction targets partially by purchasing credits from other industrialised countries or from projects implemented in the developing world (through the Clean Development Mechanism (CDM)). The ensuing carbon markets took off in 2005 when the Kyoto Protocol entered into force and when the European Union Emission Trading Scheme (EU ETS) was created. 
In parallel to the Kyoto markets – fundamentally regulatory compliance markets shaped by governmental regulation – voluntary carbon markets have emerged. Individuals, but also corporations and other organisations without formal emission reduction obligations, have the option to purchase carbon credits voluntarily through these markets and to use them as “offsets” for their own emissions. In particular, concerns about individual air travel and a growing sense of corporate social responsibility (CSR) have fuelled the voluntary markets with more and more organisations trying to reduce their carbon footprint or even to become “carbon neutral”. A growing number of project developers are implementing projects, many of them in developing countries, to create offset credits for the voluntary markets. Long perceived as a mere niche or shadow market of the larger regulated carbon markets, voluntary offsets have recently seen an explosive growth and attracted the attention of many mainstream investors and of organisations with a potential project portfolio matching this market. 

These different carbon markets offer a range of options for emission reduction efforts in the land use, land-use change and forestry (LULUCF) sector. For example, established CDM activities contain project types such as afforestation and reforestation (A/R). The CDM also includes mechanisms to credit biomass and biofuel projects which may be part of land-use management strategies. On the other hand, the CDM does not currently allow crediting of avoided deforestation or avoided forest degradation (UNFCCC 2001).Voluntary markets, in turn, are more flexible in terms of accommodating various project types, including forest conservation, and also cover all of the above forestry and energy activities. However, they are currently much smaller than regulatory markets and offer less reliable finance frameworks. 

After a period of relative calm surrounding LULUCF policy debates, “Reducing 
Emissions from Deforestation and forest Degradation” (REDD) resurfaced during COP 11/MOP 1 in Montréal in 2005. Since then, Parties and other stakeholders have been developing positions on this issue in response to a formal proposal by Papua New Guinea and the Coalition for Rainforest Nations, and several specialised meetings have been held (see Wittneben et al., 2006: 93) (Laurance 2007). The proposal, which is also termed “Compensated Reductions” suggests compensating developing countries that succeed in voluntarily lowering their emissions from deforestation below a historical baseline with financial incentives, such as tradable carbon credits. 

REDD negotiations take place in the context of advancing international mitigation regimes beyond the end of the Kyoto Protocol’s first commitment period in 2012, emerging regional non-Kyoto mitigation regimes, considerations of emission reduction targets for developing countries, and rapidly growing and maturing carbon markets. The international political framework for creating incentives for avoided deforestation, or REDD, still needs to be determined and a variety of options are being discussed. Although far from certain, it is likely that market-based mechanisms will play a role in future REDD regimes and forthcoming schemes may well provide the basis for a new type of tradable REDD carbon credit. International and domestic markets for REDD credits may co-exist and interlink, while non-market based approaches are also likely to play a role on both levels.

This study addresses these and other issues related to the international policy context and carbon markets. Chapter 1 provides a brief background to existing international climate mitigation regimes and the logic of carbon markets before laying out the main options for an international REDD policy framework and their respective advantages and disadvantages, implications for buyers and sellers of carbon credits, and other open issues. Chapter 2 analyses the implications of different international policy scenarios for the implementation of REDD in the national context and discusses the possible emergence of co-existing carbon markets addressing REDD and their potential interaction. Chapter 3 explores the potential scale of REDD carbon markets on the supply and demand side, outlines the main variables influencing this and the implications for potential carbon prices from REDD. Chapter 4 summarises experiences regarding the criteria buyers apply to carbon credits and projects supplying them on existing carbon markets and infers what this may mean for forthcoming REDD trading schemes. Chapter 5 gives an overview of the financial aspects of carbon trading and carbon credit generation from the perspective of project developers and carbon sellers, including both the financing of underlying project activities and carbon market related income sources and risks. Chapter 6, finally, describes the main types of carbon credit transaction mechanisms and discusses the most important legal aspects of carbon purchases and sales, including the most commonly used types of legal agreements. Conclusion? Policy recommendations?

1. International policy scenarios for REDD
1.1. Background on carbon markets
1.1.1. Brief history of carbon markets

The basis for international markets for greenhouse gas (GHG) emission reductions were laid in 1997 when most of the world’s nations agreed to sign the Kyoto Protocol. This agreement established quantified emission reduction obligations for the industrialised countries which had previously signed the United Nations Framework Convention on Climate Change (UNFCCC) (the so-called ‘Annex 1 countries’ of that convention). Most developing countries are similarly Parties to the UNFCCC and the Kyoto Protocol but do not have emission reduction targets (hence they are referred to as ‘Non-Annex 1 countries’) (see Figure 1 for Parties to the Kyoto Protocol). The Kyoto Protocol also established three flexible mechanisms through which emission reductions can be implemented where it is most economically efficient while the ensuing carbon credits can then be purchased and used by Parties with emission reduction targets. These mechanisms are:

· Emission Trading, which allows for the trading of emission allowances between Annex-1 governments, 

· Joint Implementation (JI), which allows crediting of emission reduction projects implemented in other Annex-1 countries, and the

· Clean Development Mechanism (CDM), which allows crediting of projects implemented in Non-Annex 1 countries.

Certified emission reductions (CERs) generated by CDM projects, including forestry projects, can be used by Annex-1 countries to meet their emissions reductions target. CERs are fully exchangeable (‘fungible’) with other carbon credits under Kyoto (UN, 1992, UNFCCC, 1998, UNFCCC, 2005).

These flexible mechanisms have proved to be extraordinarily successful in financial terms, and in 2005, the year the Kyoto Protocol finally entered into force, 9.5 billion Euros were transacted internationally. This figure soared to an estimated 22.5 billion Euros in the second year of Kyoto markets and is projected to increase (PointCarbon 2007). Of the total 2006 trading volume, 3.9 billion Euros represented credits generated by the CDM, i.e. by projects in developing countries. The commodity traded on these markets is measured in tons of carbon dioxide-equivalent, CO2 being the main anthropogenic greenhouse gas, and they are therefore generally referred to as ‘carbon’ markets. In parallel to these rapidly evolving regulatory markets, voluntary carbon markets have emerged with buyers located mainly in developed countries. Voluntary markets are estimated at US$ 92 million in 2006 with numbers likely to double during 2007 (REF Hamilton 2007).
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Figure 1 - Parties to the Kyoto Protocol (UNFCCC, elaboration by EcoSecurities).
1.1.2. Mechanics of carbon markets and carbon offsets - 1
Carbon markets are fundamentally similar to markets for any other commodity with some particularities being the intangible nature of “carbon” and the extremely important role of public regulation in creating and shaping these markets (at least in the case of the main, regulatory carbon markets such as Kyoto). As in other markets, a range of demand and supply-side factors determine the size of the carbon markets and prevalent prices. 

The most important factor creating a demand for any type of carbon credit in the Kyoto markets are internationally mandated emission reduction targets. In many countries, most notably the European Union member states, these international targets adopted by national governments are passed on to domestic emitters who then either have to reduce their own emissions and / or complement their internal measured by purchasing external carbon credits. In contrast, in the voluntary markets demand is created by the perceived need for companies to demonstrate corporate social responsibility (CSR), which today includes mitigating greenhouse gas emissions, e.g. by going “carbon neutral”, as well as the wish of consumers to offset their private emissions. In addition, there is an element of pre-compliance in some voluntary markets and particularly in the USA where many stakeholders are expecting (or already experiencing) the onset of regulatory emission reduction targets and want to prepare for prospective regulatory obligations.

There are two basic sources of supply of carbon credits on carbon markets. The first of these is the sale of credits from entities that have been allocated a certain amount of emission rights, mainly Annex-1 governments under Kyoto and private companies under the EU Emission Trading Scheme (EU ETS). The second source are credits generated from emission reduction (“offset”) projects, mainly in CDM projects in Non-Annex 1 countries in the case of Kyoto and voluntary offset projects in developing and developed countries in the case of voluntary carbon markets. Figure 2 summarises these supply and demand mechanics.

Prices for carbon credits are determined by the interplay of supply and demand, and they differ depending on the exact type of carbon credit (e.g. whether it can be used for compliance purposes) and its quality (see Chapter ‎4 below on buyers’ criteria).
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Figure 2 - Buyers and sellers of carbon credits from offset projects. 
1.2. Options for an international REDD policy framework

Various governmental and non-governmental submissions, contributions from academic researchers, think tanks, NGOs and associations have outlined a considerable number of options for setting up an international REDD scheme. Among the various suggestions, several main policy options have been emerging in the international debate. In addition to a number of sub-questions discussed below, these options differ mainly regarding 3 key aspects

Incentives for REDD could be provided through carbon credits generated through reduced deforestation and degradation, or through payments from a dedicated international fund. In the absence of an international agreement, voluntary carbon markets could provide some project finance.
REDD credits could be made fungible (exchangeable) with other types of international carbon credits or there could be separate markets for REDD credits – either established through a separate Protocol to the UNFCCC or through stipulations in the same post-2012 successor Protocol.

Credits could be issued or REDD payments could be provided for emission reductions achieved at the level of individual projects or at the national level of host countries.
Figure 3 provides an overview of these aspects by outlining the main international policy scenarios for a REDD scheme. The main division in the figure concerns the possibility that no international agreement on REDD might be reached (right-hand side of figure). In this case, existing and emerging voluntary markets would in a way provide a fall-back option and could provide some project finance, although this would most likely not be on the same scale as in the case of a regulatory market (see Chapter REF 3). 
An international governmental agreement could take various forms with the main fault line running between the creation of a carbon market for REDD credits within or outside of existing international regulatory markets on the one hand and the establishment of a dedicated international fund to provide payments for REDD activities on the other hand. In the case of REDD incentives being provided through carbon credits, the logic of international climate change mitigation agreements would demand that these credits represent real, measurable, and additional emission reductions. Any other approach would undermine the credibility of achieved emission reductions through REDD and possibly the entire international emission reduction regime. This has a number of implications, namely that 

· monitoring and verification systems would have to be established that could measure actually occurring emissions from deforestation and forest degradation,
· emission reductions are measured and rewarded ex post, i.e. after it has been verified that emissions have been lower than under a Business-As-Usual (BAU) scenario during a defined period, e.g. during 5 years, and that

· a reference scenario would have to be established which quantifies BAU (“baseline”) emissions against which actual emissions can be compared.

All of these issues could equally feature in a non-carbon credit based payment system coming from an international fund and there is in fact a strong case for performance-based ex post payments (see Study 3 AND Chapter 2 of this study). It is, however, perfectly possible to establish fund-based payments which do not require a proof of additionality, or establishment of reference scenarios. In fact, such payments could even be made without a direct link to the quantity of GHG emissions that have been reduced. For example, payments could be simply based on forest areas (without factoring in their specific carbon density), or even for non-quantifiable emission reduction efforts based on domestic policies. An incentive mechanism not based on carbon credits could thus offer more flexibility and demand less elaborate institutional frameworks. On the other hand, precisely this flexibility could well undermine the effectiveness of approaches not based on verified performance. It is also highly questionable that sufficient funds could be mobilised for REDD through voluntary government contributions and without relying on market-based mechanisms. Table REF… gives an overview of the main apparent advantages and disadvantages of these main divisions between international policy options (Regulatory UNFCCC carbon market, International fund, Voluntary carbon markets).
As mentioned above, fund-based solutions for an international REDD mechanism would derive payments from a donor-based international fund. In voluntary markets, REDD projects would be financed through carbon sales to buyers on these markets. If REDD is included in a post-2012 (Kyoto) agreement within the UNFCCC framework, a direct link to international regulatory carbon markets could be created. However, a second condition for this to happen is that REDD credits are fungible with other credit types. There are concerns about the potential volume of REDD credits which is very difficult to predict and which some fear could, at least in theory, change overall carbon market patterns of supply and demand (see REF Box 1). One consequence of this scenario could be a drop in prices for carbon credits overall and therefore a diversion from investments into other emission reducing activities, such as efforts to move away from a fossil-fuel based economy. 
· 3 types of funds / aspects of an international fund

a) Readiness fund

b) Ongoing funding for emission reduction efforts

c) Stabilisation fund (i.e. not tied to quantifiable emission reductions in forest rich countries)

One way to tackle the perceived risk of carbon market flooding would be the creation of separate REDD markets. These could be created by establishing on two separate post-2012 protocols with one covering all other emission sources and emission reduction activities and one only covering REDD. Separate markets could also be created by defining two types of emission reduction targets for Annex-1 countries for REDD and all other sectors separately but within the same protocol (REF CCAP proposal). An alternative option to creating separate REDD markets to address market flooding risks would be the setting of a cap, e.g. 10 percent, on the amount of REDD credits Annex-1 countries could use for complying with post-2012 reduction obligations. Similarly, an exchange rate, e.g. 2 REDD credits for 1 conventional carbon credit, could be defined to account for assumed lower abatement costs through REDD compared to other technologies. All of these safeguards could be implemented as temporary measure and could be revised and ideally abandoned once more experiences with REDD, its relative abatement costs, and likely credit volumes have been collected. 

Figure 3 - Main international REDD policy options (see text for explanation).
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Table 1 – Likely Pros and Cons of three main REDD policy scenarios (not paired, see text)

[image: image4]
1.3. National-level or project-based crediting ?

Earlier discussions of avoided deforestation followed the CDM model and suggested providing credits to projects protecting defined areas of forests. This model led to serious concerns about “leakage”, wherein protecting one piece of forest merely shifted pressure to other forests (Aukland et al. 2003). Crediting emission reductions achieved on a national level would imply measuring reductions against a reference scenario in a whole country-wide sector and thus account for any in-country leakage between different projects or forest areas (REF chomitz 2002?, Santilli et al. 2005). If an international REDD agreement followed this approach, it would have the major advantage of making in-country leakage irrelevant in terms of international crediting and would thereby address one of the major objections raised in past policy discussions against including avoided deforestation under the CDM. In addition, national accounting and crediting may also lead to emission reductions on a larger scale and at lower cost due to economies of scale in project implementation and lower relative transaction costs.

On the other hand, a number of countries and stakeholders have declared a preference for project-based approaches for a variety of reasons. Among these are difficulties to monitor and indeed govern forests throughout a national territory and doubts about the effectiveness of government-mediated centrally administered approaches in tackling deforestation effectively and efficiently. Many of the forthcoming pilot schemes will similarly have a focus on conservation projects in key areas, and even under national baseline approaches spatially limited projects would likely play a strategic role. The final result might thus be a mixed approach of sectoral and project-based crediting mechanisms, or hybrid schemes, requiring significant institutional amendments to the present-day CDM, or an entirely new institutional framework in a post-Kyoto agreement. In addition, project-based crediting could play a central role in the national devolution of international incentives. Governments could rely on a domestic system of crediting individual land-use projects by issuing their own credits or by passing on international REDD credits in order to create domestic incentives for REDD (see Study 3 and REF Chapter 2 in this study). 
For all approaches involving project crediting of on type or another, however, leakage could become a major challenge. The challenge would occur either directly at the level of an international issuance of credits to projects, or once national governments passed on credits to individual projects. In the latter case, leakage would not be a problem at the level of the integrity of REDD credits themselves; however, national governments would have to deal with the associated uncertainty and risk in their credit allocation. In addition, attribution of emission reductions to individual projects would be a methodological challenge with significant financial implications.
1) Further theoretical sub-options for national level crediting can be categorised as fixed target vs. rate-based vs. policy-based, however only rate-based crediting (based on national deforestation rates) is generally discussed currently.

National-level REDD crediting represents in fact a voluntary sectoral crediting approach. – A further sub question is whether full or partial carbon accounting will be carried out

1.4. Who could be sellers and buyers of REDD credits ?
The design of an international policy agreement will have direct implications on (1) whether there will be any sellers and buyers of REDD carbon credits and (2) who would be the (primary) sellers and (end) buyers of any future REDD credits. Question (1) is determined by the choice between tradable carbon credits and a fund-based incentive option (see REF Figure …). If a market for REDD carbon credits is created (2), there could be 

crediting of national-level emission reductions with an issuance of credits to central governments, or 

crediting of individual projects in host countries, similar to the current CDM system.
In the first case, only host governments could be sellers of REDD credits. In the second case, individual project developers and landowners could sell REDD credits. The latter could also become sellers under option 1 (national crediting) in the case that credits are passed on to domestic projects from governments. Projects could also become sellers of “REDD” credits in the absence of any international agreement if they sold credits to voluntary markets. There may also be a certain potential for projects to gain voluntary carbon finance as an additional or alternative income stream even under an international REDD agreement (see below).  
In contrast to the direct implications of the international policy scenario on the sellers’ side, it would be of less relevance regarding who the potential buyers of REDD credits could be. In all of the trading options outlined – aside, perhaps, from the voluntary markets fallback option – governments with reduction obligations would be eligible to purchase REDD credits (either from host governments or projects). This would apply to both separate REDD markets and integrated markets with fungible REDD credits. Whether or not non-governmental organisations, such as private firms with domestic reduction obligations, could use REDD credits for compliance would be a question that depends on national policy decisions. The case would be similar to the “Linking Directive” (REF) which gives European firms covered by the EU ETS the option to use CDM credits to meet their emission targets. In any case, intermediary traders and brokers could buy REDD credits (either from governments or projects) and sell them on (either to governments or private organisations). This is again similar to current carbon market practices (see Chapter REF 6 of this study).

1.5. Further issues and options for international REDD policy
A number of further issues need to be resolved during the design of an international REDD framework (see bottom box in REF fig…). These are briefly outlined here but elaborated in more depth in companion studies, mainly Studies 1& 2 and Study 3.
1.5.1. Reference scenario
The choice of a reference scenario against which REDD emission reductions are measured will directly determine how much money individual countries can potentially earn through carbon finance. In the case of historical base reference periods (baselines) this depends directly on how much counties have deforested (and hence emitted) in the past, and on whether that trend can be projected into the future. Several Parties have made it clear that they insist on receiving rewards for past conservation actions (e.g. Costa Rica), and for increases in forest cover (e.g. India). This certainly raises concerns about the integrity and “additionality” of carbon credits, because such rewards may not reflect actual, additional emission reductions that would be the result of specific REDD activities. Environmental groups and a number of governments will almost certainly oppose the creation of “hot air” (carbon credits of doubtful credibility because they may not represent real, additional emission reductions). Some methodological options to address these issues are addressed in Study 1&2 REF. There, other options for baseline establishment, including modelling approaches will also be discussed.
1.5.2. Scope of REDD and carbon accounting 

See Study 1&2

2) Which sectors are part of REDD and eligible for compensation? 
· Degradation? i.e. the second D in REDD
· Peatlands outside of forests?
3) Accounting: which pools are accounted for and at what level of accuracy?

· Soil carbon? Including peat in forestlands?

1.5.3. Early crediting for activities implemented prior to 2012?
Designing and implementing effective REDD measures is presumably an often lengthy and complex process that will often only lead to measurable results after several years. Time is running out, however, for protecting many of the remaining forests and for mitigating climate change. In order to not create too much delay for REDD by only crediting emission reductions achieved after a prospective agreement becomes effective in 2012, early crediting of activities implemented before 2012 could provide immediate incentives to governments and landowners. This would be similar to Kyoto regulations regarding the CDM under which projects could generate carbon credits from the year 2000 on, which can then be used for the 2008-2012 commitment period.

REDD pilot projects are being launched from this year onwards and this raises questions as to whether these activities may become eligible for REDD credits once the terms of any such mechanism have been agreed upon. Again, the question would arise whether emission reductions achieved before 2012 could be sold under a forthcoming scheme. 

1.5.4. Ex ante vs. ex post crediting / compensation
i.e. upfront payments vs. credit issuance after verification 

credit issuance would certainly only happen after verification

but forward sales and could well be ex ante! See Chapters REF 5 and 6 of this study
this has implications for governance, policy, monitoring, etc. (basically due diligence) to lower risk, see below

under a fund-based option, upfront payments may be more of an option

1.5.5. Co-existence of schemes:
Pilot projects being launched before 2012, or whenever a REDD mechanism will be in place, may attempt to sell their emission reductions on the voluntary markets. These projects may well exist beyond a date when national crediting systems come into place, raising the question of whether they will be able to continue to claim voluntary credits. Similarly, any avoided deforestation project launched before or after 2012 may attempt to generate voluntary carbon credits or credits for other (non-Kyoto / non-UNFCCC) schemes, e.g. the emerging greenhouse gas reduction schemes in the United States. Important questions regarding the co-existence of voluntary and REDD carbon crediting in the same country need to be resolved, in particular the issue of double counting (see below, section 2). 
1.5.6. Benefit sharing between governments and projects:

Could or should an international REDD mechanism issuing credits to national governments contain any kind of obligation for these governments to pass on monetary incentives (in the form of credits or otherwise) to projects or land-holders? This question becomes particularly important in the case of upfront (ex ante) payments to governments – for reasons of fairness (benefit sharing) and of effective actions leading to emission reductions. The latter is particularly important in the context of poor governance and corruption which may lead to a siphoning off of REDD funds. On the other hand, sovereignty issues may make any such international stipulations difficult.
1.5.7. National policies and implementing measures:

Could or should an international REDD agreement contain stipulations regarding eligible national policies for its implementation? Again, a case could be made for certain conditions especially in the case of upfront payments/ credit issuance to governments for at least two reasons: (1) “Credit conditionality” with a view to enhancing a return on investment through actually achieved emission reductions and (2) ensuring certain co-benefits such as sustainable development (see debate under the CDM). The alternative would be a simple carbon credit issuance following ex-post verification of emission reductions, regardless of the means employed in achieving them.
2. Implementing REDD domestically – implications of international policy scenarios

Incentives for REDD provided at the international level will only be able to effect changes on the ground if they are translated into incentives at the local level. This logic is true for both national REDD crediting in a carbon market and fund-based REDD architectures, whereas project-level crediting would in fact channel incentives directly to landholders. We will consider here only the first two options, i.e. national crediting and national-level payments, which would necessitate a transmitting mechanism between international and domestic incentives. The timing of international crediting or REDD payments only changes the rationale but not the necessity of such a mechanism: 

In the case of ex ante (upfront) payments, a benefit sharing mechanism is important to ensure that emission reductions will actually be achieved (see above, could be incorporated in international regulations). It could thereby also serve as a risk management instrument to ensure buyers of forward credits.

In the case of strict ex post crediting (after verification of emission reductions), governments will have to create incentives on the ground to achieve national level emission reductions and thus receive any REDD credits. This raises a question of how national governments can supply the necessary upfront funding for establishing such incentives.

2.1. Options for REDD incentives on the ground

We will consider here mainly credit-based REDD policy options, i.e. those that would effectively create a carbon market for REDD credits through an international agreement. Some of the considerations are nevertheless applicable also in the case of other forms of payment mechanisms, e.g. payments from a dedicated international fund.
As mentioned above, in the scenario of direct international project-level crediting incentives would occur directly on the level of projects or landholders. This would function in a similar way to the current CDM or if there is no international REDD agreement, in a similar way to the voluntary carbon markets. In the complementary scenario of national-level crediting, a transmission mechanism is crucial to pass on incentives from governments to projects, landholders, sectors or devolved administrative units (e.g. local governments). This latter case is addressed in the following points.

General options for positive and negative incentives in a national scheme fall broadly within the following categories:
A domestic carbon crediting system, i.e. one form of a Payments for Environmental Services (PES) approach. Domestic crediting could rely either on a 
devolution of international REDD credits (or a part of those) or on the 
creation of a different type of exclusively domestically traded credits (i.e. a type of PES scheme) in which carbon credits (not the same ones as traded internationally through a REDD system) would be issued to individual projects or to local governmental units achieving emission reductions.

In case of a devolution of international REDD credits, the national government could generate revenues from taxing issued REDD credits (or keeping a portion of these). This could finance services provided by the government, such as the establishment of a national reference scenario, measuring and monitoring emission trends, monitoring and addressing leakage, etc. It would also be possible to feed some of this income into activities which lead to less tangible / quantifiable emission reductions, such as supporting improved agricultural methods and local land-use planning. The below types of incentives could also be funded in this manner. A devolution could be based on (a) administrative units, e.g. lower government levels such as provinces, districts, municipalities, or on (b) individual projects, or on (c) emission reductions achieved in different sectors (or sectors within administrative units, e.g. production forests, protected areas, pulp and paper industry). Study 3 and the sectoral Strategy Papers explore these options in more detail.

In the case of setting up a separate domestic crediting and payment system, governments would be able to supply the necessary financial resources based on international REDD credits issued to them. These two options would entail the possibility of creating a national fund for payment distribution. In both of these approaches questions of attribution of emission reductions to individual projects / administrative units / sectors would need to be resolved and leakage would have to be quantified and tackled domestically.

Study 3 explores the institutional option of a national fund in more detail. Domestic fund-based incentives bear many similarities with the pros and cons of an international REDD fund outlined above. Some important aspects are that a fund 
could provide payments based on measurable emission reductions or non-carbon based units, such as protected forest area (similar to Costa Rica example), or even for certain 
may have more flexibility to provide upfront (ex ante) payments than crediting approaches

could provide continuous payments (e.g. annually) to landholders and projects even if international REDD credits attributable to a certain activity are only sold once or over limited time frame. This would be beneficial for creating a continuity of incentives and efforts. 

Other PES schemes that are not carbon credit based, e.g. area-based payments to landholders
… see study 3

However, contrary to frequently existing assumptions, national PES systems may only be feasible and effective in rare, very specific governance settings.
1) Other monetary incentives, e.g. tax breaks for sustainable forest management,  or subsidies for establishing protection systems
2) Supportive forestry and land-use regulations, e.g. implementation, control, and enforcement of laws regulating forest management, land-use and land-use conversion

3) Supportive regulations of non-forestry land-uses, e.g. modifying the framework for agricultural production regarding legal activities and the attractiveness of certain types of production (i.e. policies affecting prices for agricultural commodities)
2.1.1. International policy implications for domestic REDD incentive schemes
The international REDD policy framework may influence or restrict the design of national incentive mechanisms, even though these will depend on national decisions by the host countries 

Rules and modalities for REDD will address criteria of emission reduction efforts, such as additionality, leakage, permanence, verification, and possibly sustainable development impacts. This is likely to affect how national monitoring and verification systems are set up and also what kind of activities may be the focus of national level efforts and incentives.

In the case of a devolution of international REDD credits, and to a certain extent also in the case of domestic crediting mechanisms, the above rules and modalities may directly determine the incentives (carbon credits) available for certain kinds of emission reduction efforts.

In general, a market and credit-based international policy scenario can be expected to put greater emphasis on outcome based incentives. Whereas an international fund could be more flexible in providing upfront (ex ante) payments, tradable carbon credits will almost certainly only be issued after emission reductions from REDD have been achieved and verified. This will also have implications on the scope national governments have to provide upfront (ex ante) incentives.
2.1.2. Implications for rural development 
co-benefits: 
Main factors that might determine the potential of REDD mechanisms to deliver co-benefits and alleviate poverty of forest-dependent people:

Market access: stringency of rules – capacity constraints; eligibility requirements; timing of payments/availability of upfront financing

Objectives of the market: e.g. voluntary market demand for ‘development’ orientated projects vs. regulated market emphasis on emissions reductions and ‘doing no harm’ for development and environment more broadly
Standards and possible premium REDD credits at a higher price?

Potential problems include bad targeting of incentives accidentally or intentionally, e.g. because of lack of recognition of customary land titles or elite capture of payments. 

Solutions (or attempts for such) in existing markets include small-scale project methodologies and simplified modalities for small and bundled projects. The paramount importance of governance capacity and good governance for devising effective incentive systems and for actually passing on incentives needs to be stressed.
There are also strategic considerations. For example, a country could attempt to advance multiple objectives through REDD, e.g. poverty alleviation and conservation, which some CDM projects, the CDM Gold Standard and the Climate, Community and Biodiversity Standards (CCBS) attempt to do. On the other hand, a country might want to rather focus on low-cost opportunities, generate emission reductions and money, and then use the generated funds to finance other non–carbon objectives.
2.2. Multiple markets and co-existence issues

As mentioned above, even in the existence of regulatory REDD crediting, projects that are in principal eligible for REDD could generate alternative carbon finance by selling emission reductions on voluntary markets or regulatory non-Kyoto markets (e.g. forthcoming US regional markets such as the Regional Greenhouse Gas Initiative (RGGI) and the Californian Trading Scheme). This is also relevant for pilot projects implemented prior to 2012 which continue into the phase of a regulatory REDD market. Seeking alternative carbon credit finance could create compatibility issues under a national-level REDD crediting scheme.

How should host countries deal with projects seeking external carbon credits? Several options exist in principle. For example, host countries receiving international REDD credits could pass on these credits to project owners instead of them gaining voluntary credits or they could deduct and the voluntary credits issued from nationally claimed REDD credits. Another theoretical option would be to prohibit the international sale of domestically earned voluntary credits.

We briefly outline similarities and differences of regulatory and voluntary markets in Section ‎1.1.2 above. Some more specific questions concerning standards and registries that could prevent double-counting and double-issuance are addressed in Section REF… below. 
Some of the main issues that need to be tackled are 
double counting of emission reductions achieved through project-level efforts in case of national-level REDD crediting. This would likely evoke the need to create a registry through which voluntary credits would have to be subtracted from REDD credits issued to governments. Alternatively, voluntary (non-REDD) carbon conservation projects might be “banned” in a country participating in international REDD crediting. However, it may not be feasible to prohibit voluntary projects or mandate strict rules for them from a governmental side. 
monitoring and measurement for regulatory REDD credits and voluntary credits which may follow different standards. In fact, 1 ton of carbon in one system may not equal 1 ton of carbon in the other, i.e. the different credits may not be directly comparable. 
In addition, it needs to be discussed whether there would be any kind of fungibility of voluntary and regulatory REDD credits within a domestic crediting and incentive system.
All of the above issues would not be relevant if an international REDD system were to rely on direct project-level crediting, as long as it could be ensured that projects were only selling emission reductions in one of these markets.
3. Size of markets and prices for REDD carbon credits

Carbon markets can be distinguished as regulatory markets where emission-reduction targets are imposed by law and as voluntary markets where demand for carbon credits arises from businesses and individuals that choose voluntarily to partially or completely offset their emissions footprint (see Chapter REF 1). ( need to shorten following to not repeat 1
The most prominent carbon markets to date are the regulatory markets connected to the Kyoto Protocol (“Kyoto markets”) that take place as the Kyoto Protocol’s flexible mechanisms (CDM and JI) or within the EU Emissions Trading System (EU ETS). The Kyoto markets have a timeframe until 2012 when the Kyoto Protocol’s first commitment period ends (and accordingly the second phase of EU ETS). Transactions for carbon credits looking beyond that timeframe are limited by the uncertainties regarding the mechanics and the potential of the post-2012 carbon markets. The negotiations for the time after 2012 are underway and offer opportunities to modify the existing agreements, e.g., for including REDD as a further mitigation category.

In parallel to the Kyoto markets a series of non-Kyoto regulatory  markets are emerging, which are not directly linked to the Kyoto Protocol but alternative compliance efforts. These emerging compliance efforts are understood to be shaped by governmental regulation for limiting GHG emissions. The non-Kyoto compliance markets include the Australian New South-Wales market and emerging markets in the United States, such as the Regional Greenhouse Gas Initiative (RGGI).

Voluntary carbon markets, on the other hand, are driven by individuals, and also by corporations and other organisations without formal emission reduction obligations. Participants in voluntary markets decide voluntarily to purchase carbon credits and to use them as offsets for their own emissions. In particular, concerns about individual air travel and a growing sense of corporate social responsibility (CSR) have fuelled the voluntary markets with more and more organisations trying to reduce their carbon footprint or even to become “carbon neutral”.

Following the basic division outlined above, this section discusses:

· The Kyoto carbon markets;

· The present voluntary carbon markets;

· The role and the relative importance of REDD on these two; and

· A hypothetical post-2012 regulatory carbon market including a mitigation mechanism for REDD.

3.1. Regulatory carbon markets under Kyoto

The most prominent carbon markets are the regulatory markets linked to the Kyoto Protocol, such as the project-based market for carbon credits under the CDM and the allowance-markets under the EU ETS. In 2006, an estimated 475m carbon credits from CDM projects were traded globally (The World Bank 2007a). In the same year, the overall volume of transactions in the EU ETS attained 1.1bn carbon credits. The non-Kyoto regulatory markets, in turn, only transacted 20m carbon credits in 2006 (The World Bank 2007a).

The volume and prices of the regulatory carbon markets under Kyoto is determined by the emission reduction commitments in the Kyoto Protocol in the economic and technological context. Market prices for carbon credits on the Kyoto markets play together with the market volume via the mechanics of demand and supply.

Beyond the rules of the Kyoto Protocol, markets have shown influence from the decision making for the EU ETS and the National Allocation Plans, which lay out how the EU member countries plan to achieve their national emission targets and to which extent project-based carbon credits are instruments in their strategies. In summary, the drivers of markets include the following:

· Stringency of emission-reduction targets. Countries that are willing to invest higher in environmentally-friendly technology are able to assume more challenging emission-reduction targets.

· Economic context. The national emission allowances in the Kyoto Protocol are based on projections of emissions under scenarios of economic development. Targets have become increasingly strict under scenarios of economic prosperity.

· Performance of project-based crediting mechanism. Effectively, the CDM provides a source of compliance instruments that is additional to the allowances listed in the Kyoto Protocol and thus contributes to decreasing the overall pressure to achieve compliance.

· National policies. The means by which national targets are distributed among the various emissions sources and the set of options that these have to achieve individual targets influence price dynamics.

There are competing projections of the behavior of carbon markets before the end of the Kyoto Protocol’s first commitment period in 2012. (We address the markets beyond 2012 in section XXX.). List analysts’ projects or prices and volumes here before the end of the CP.

3.2. Voluntary carbon markets

The volumes traded on voluntary markets have increased greatly over the last years. Specialists and market players share the perception that the growth of the voluntary market is exponential (without precisely agreeing on the rate of growth). The fragmented character of the market makes an assessment of its size difficult and, consequently, there is variation between the estimates (Table 2). The spread in published estimates suggests great uncertainties.

Table 2 - Estimates of the volume of the voluntary carbon markets from various sources.
Units either reflect t CO2e per year or per various years as indicated. Note: some of the estimates for past volumes were future projections at the time when they were published.

	Time frame
	(Hamilton et al. 2007) 1
	(Butzengeiger 2005)
	(The Climate Group 2006)
	(Harris 2006)
	(The World Bank 2007a)

	pre 2002
	35m
	
	
	
	

	2002
	13m
	
	
	
	

	2003
	
	
	
	
	

	2004
	15.1m
	
	3-5m
	
	

	2005
	
	1.4m
	
	
	

	2006
	23.7m
	
	20-50m
	
	20m

	2007
	47.4m
	
	100m
	
	

	2008
	71.1m
	6.3m
	
	7m
	

	2009
	106.7m
	
	
	
	

	2010
	160m
	
	
	
	

	2011
	240m
	
	
	
	

	2012
	307.2m
	
	
	36m
	

	2013
	384m
	
	
	
	


1 Median of growth expectations from survey respondents.
The estimates by the Ecosystem Marketplace (Hamilton et al. 2007) can be considered to be the most reliable because they are based on the most extensive surveys. The Ecosystem Marketplace conservatively estimates 13.4m t CO2-e traded in 2006. Future growth is uncertain and whether the growth potential that specialists attest can materialize will depend on the economic and political framework conditions as well as on the integrity and efficiency of the market and its players.

Carbon credits for voluntary purposes are diverse and far from being a standardized commodity. Reporting of average prices is questionable and market experts’ price estimates are almost meaningless for ranging so widely (Table 3). A right skewed distribution of prices has been observed (Hamilton et al. 2007), indicating that the lower prices prevail. The most frequently paid prices by end users were estimated in some of the larger surveys among retailers at EUR 6-9 per t CO2-e (Harris 2006) EUR 5-10 per t CO2-e (Gardette and Locatelli 2007), and USD 8.04 per t CO2-e (Hamilton et al. 2007). There is a risk of overestimating revenues that projects could deliver if not putting the higher price estimates into perspective. Only very few projects can actually obtain the fantastic price that many hope for.

Table 3 - Estimates of price ranges for voluntary carbon credits from various sources.

	Price
	Type of transaction
	Source

	EUR 0.5-1.5 per t CO2-e 
	Wholesale
	(Butzengeiger 2005)

	USD 4-20 per t CO2-e
	Retail (flight offset)
	(Clean Air Cool Planet 2006)

	USD 6-30 per t CO2-e
	Retail (flight offset)
	(Kollmuss and Bowell 2006)

	EUR 3-15 per t CO2-e
	Retail (proprietary standards)
	(The Carbon Trust 2006)

	EUR 20-30 per t CO2-e
	Retail (highest standards)
	(The Carbon Trust 2006)

	USD 8.04 per t CO2-e
	Retail
	(Hamilton et al. 2007)

	USD 3.88 per t CO2-e
	Wholesale (by project)
	(Hamilton et al. 2007)

	USD 5.31 per t CO2-e
	Wholesale (by trader)
	(Hamilton et al. 2007)

	USD 1-78 per t CO2-e
	Retail
	(The World Bank 2007a)

	USD 1-15 per t CO2-e
	Wholesale
	(The World Bank 2007a)

	EUR 2.3-29.4 per t CO2-e
	Retail
	(Gardette and Locatelli 2007)

	USD 5-35 per t CO2-e
	Retail
	(Taiyab 2006)

	EUR 0.4-30 per t CO2-e
	Retail
	(Harris 2006)


Most of the estimated prices reflect retail prices (e.g., in transactions where private individuals offset their flight emissions) because those are easier to access. Other estimates relate to wholesale transactions, where businesses buy larger volumes of carbon credits (e.g., to offset their GHG footprint). These transactions will usually be carried out through intermediaries and retailers that introduce a mark-up to cover their own costs. Therefore, the retail prices do not reflect prices that project can achieve when selling their carbon credits, which are much lower.

Price setting for carbon credits on the voluntary markets results from the characteristics of the projects. This is true to some extent on the Kyoto markets (EcoSecurities 2006), although the buyers’ ultimate goal is compliance with emission-reduction targets, making projects thus equally good as long as registered under the CDM. On the voluntary markets, the “story” that a project has to tell is paramount (Bayon et al. 2006). Many buyers want to use the project to further goals of environmental and social responsibility and projects that deliver in a particular way towards such goals naturally command better prices (Harris 2006). Moreover, there are indications that projects achieving certification and registration under the best standards for voluntary carbon credits can get much better prices (The Carbon Trust 2006). The same is true for the project category, and it has been found that carbon credit portfolios of non-forestry projects generally command better prices than those that contain a share of carbon credits from forestry (Gardette and Locatelli 2007). Lastly, there are indications that carbon credits users from the EU pay better prices than users from North America (Hamilton et al. 2007).

To summarize, there is few reliable information on prices that the project developer could obtain when selling carbon credits for the voluntary markets. The most comprehensive data have been presented by the Ecosystem Marketplace (Hamilton et al. 2007). It may seem prudent to expect significantly less if selling in large quantities to wholesalers for on-sale, rather than retailing small volumes. For projects that have not yet achieved certification and registration under a carbon credit standard, prices may again have to be corrected downwards. Projects, in turn, that sell small quantities and that have achieved a renowned certification and that boast particular co-benefits and the ability to capitalize on those may obtain much better prices.

3.3. Existing markets for carbon credits from forestry projects 

The regulatory carbon markets follow dynamics that are different from those of the voluntary carbon markets. Since the determinants of market potential are different, forestry also plays a rather different role. While forestry only occupies a small niche in the CDM markets (see text box XXX), it prevails on the voluntary carbon markets.

By volume in 2006 the market share of forestry projects on the scattered voluntary carbon market has been estimated at 36% (Hamilton et al. 2007). For retailers of voluntary offsets, forestry projects typically make up the highest proportion of the portfolios (Harris 2006). Beyond retailing and when looking at businesses as wholesale buyers there may be more concerns about the non-permanence of carbon removals, which vexed forestry CDM (Kollmuss and Bowell 2006, Taiyab 2006). Still, customers on the voluntary markets have been said to favour projects involving trees (Gardette and Locatelli 2007) and the concept of removing carbon from the atmosphere for storage in the biomass of trees compels. Accordingly, in carbon credit retailing the forest sector has become the most important project category by market share (Hamilton et al. 2007, compare data by Harris 2006). Even if on the wholesale markets the share may be lower, we expect the voluntary markets to offer large potential to the forest sector.

Forestry credits are excluded from the EU Emissions Trading System (EU ETS) until 2012; thus, the major potential users of carbon credits from forestry CDM include the European, Japanese, and Canadian governments. European governments seem to be shifting toward a greater acceptance of the forest sector; and, with governments stepping up their purchase strategies, forestry CDM market transactions may expand (Neeff and Henders 2007, Neeff et al. 2007).

Japan and Canada’s demand for credits will largely depend on policy decisions yet to be made in those countries; decisions that will define how and to what extent those countries will comply with Kyoto commitments. A large demand for carbon credits from Japan (World Bank 2007) does not necessarily mean that Japan will buy these credits from forestry projects or that it will allow its emitters the use of forestry credits. Canada, in turn, is re-defining its climate change policy, and it does not seem likely that a substantial demand for Kyoto carbon credits will come from Canada very soon (World Bank 2007).

Few actual transactions of carbon credits from forestry CDM have taken place, and the increasing interest from buyers does not yet translate into clear market signals for volumes and prices. There are, in fact, few actual buyers apart from the World Bank’s BioCarbon Fund, which renders price dynamics virtually absent (Neeff et al. 2007).

Box 1 - What have been the challenges for forestry under the CDM?
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3.4. A hypothetical post-2012 regulatory market for REDD carbon credits

It is hypothetical whether and how markets for carbon credits from REDD could emerge in the context of a post-2012 mitigation scheme; therefore, a discussion of their properties can only draw on experiences on current regulatory and voluntary markets. We leverage these past and current experiences as proxies to address drivers of prices, market demand and market supply of REDD carbon credits. In doing so, it becomes apparent that future REDD markets will be determined by the larger context of regulatory post-2012 carbon markets that they will be embedded in.

On the demand side, the volume of carbon markets in a post-2012 mitigation regime will depend on the modalities of the agreements. Issues on the table for negotiation that will determine the volume of post-2012 markets include the following:

1) Geographic scope of Annex I. The list of countries that takes on emission reduction targets and therefore participate in the trading of carbon credits as users will determine the overall market size. It may happen that countries join a post-2012 agreement that have not been parties to the Kyoto Protocol.

2) Emission trends. The gap between actual emissions and emission allowances will be a function of the emission trends in the respective countries and therefore of the overall economic development.

3) The stringency of Annex I targets. The stringency of targets will have an influence on the amount of carbon credits countries will need to purchase in order to complement domestic emission reductions.

4) Performance of flexible mechanisms. The performance of the flexible mechanisms will determine how many project-based carbon credits enter the compliance markets. The performance will depend on the regulatory framework of existing project categories and on the emergence of new project categories, such as REDD, and CCS.

More specifically, the volume and the prices on the markets that REDD could attract post-2012 will depend on a series of factors as well. Pricing and volume of hypothetical REDD carbon credits could be linked to markets for non-REDD carbon credits. On the other hand, the potential supply of REDD carbon credits is large and could as such become a driver of a post-2012 regime.

5) Overall market context. One of the most important drivers of prices for carbon credits from REDD is the general balance of supply and demand on the markets in post-2012 (see above in this section).

6) Caps for REDD. Capping the use of REDD carbon credits would limit the attainable prices and the volume to a level below that of other carbon credits.

7) Allowance-based or project-based. Mechanics of pricing and turnover for project-based carbon credits is different from prices for allowances on the Kyoto markets. Project-based carbon credits come with a differentiated risk-profile.

8) Fund or market-based REDD. Managing REDD via a dedicated fund would decouple market dynamics from the general carbon markets.

Supply of REDD carbon credits depends on the ability of the sector to find and develop projects that would meet the standards of the future mechanism.

9) Conversion factor. As one mechanism to avoid the flooding of carbon markets, it has been proposed to value carbon credits from REDD less than carbon credits from other project categories. An exchange rate would directly limit the overall amount of carbon credits from REDD effectively available in the markets. 

10) Scope and modalities of REDD. The concrete modalities and rules of a hypothetical post-2012 REDD scheme will bear the potential of the sector to generate carbon credits. Open questions include to which and extent and how forest degradation (as opposed to deforestation), degradation of peatlands (as opposed to degradation of forest lands) could be accounted for. See Chapter 1 REF ( stress importance of definitions
11) Market price. High prices for carbon will enable the development of more costly initiatives to reduce deforestation and therefore ultimate contribute to a higher supply of REDD carbon credits.

In order to complement the more conceptual analysis of post-2012 market turnovers and of the potential role that REDD could play in that, we developed some numerical estimates of the potential of REDD to generate carbon credits. We computed a range of estimates using existing data on annual deforestation rates between 1990-2005 for all countries with a net forest area loss (FAO 2006) and country-specific values of average forest carbon content (IPCC 2003). We then factored in potential decreases in deforestation rates and a range of carbon prices currently observed on international markets. Using these assumptions, reducing deforestation rates by as little as 10% globally, could generate substantial annual carbon finance (USD 1.5-9.1bn). 
Box 2 - Market flooding through REDD credits?
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3.5. Mechanics of the carbon markets - 2
3.5.1. Carbon market players and supply chain

There are three basic types of players on the carbon markets: a) the user that uses the carbon credit to offset emission reduction goals, b) the generator of the carbon credit that generates the carbon credit from its projects, and c) their intermediaries.  There are buyers that are also users, carbon funds (including carbon facilities), and traders. Brokers may act as intermediaries between providers and all types of buyers. Buyers for carbon-credit products can be categorized as shown in Figure 4. Both on the voluntary and on the regulatory markets it is common to classify transactions with a view on their position in the supply chain.

 SHAPE  \* MERGEFORMAT 



Figure 4 - Types of buyers for carbon-credit products.

In the voluntary carbon markets, it is common to distinguish wholesale from carbon credit retailing. Figure 5 depicts that transactions can in principle be direct between the user of the carbon credit and the generating project. In most cases, however, the transactions will be indirect via an intermediary trader. The traders buy from projects and sell on to businesses (as wholesalers of larger volumes) or retail to private individuals (as retailers of smaller volumes).
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Figure 5 - Transactions of project-based credits on the scattered voluntary markets.

In the regulatory markets the users of carbon credits are companies and country governments that have emission reduction targets. While users can buy carbon credits directly from the primary providers of carbon credits, intermediary organizations of different kinds have evolved as well that provide compliance products to the users of carbon credits.
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Figure 6 - Transactions of project-based credits on the regulatory markets.

A carbon fund is a public and transparent tender process, designed to build a project portfolio that is expected to deliver a certain volume of carbon credits. The first funds that were established and administered by The World Bank (e.g., the Prototype Carbon Fund, the Community Development Carbon Fund, and the BioCarbon Fund), as well as some country government funds (e.g., CERUPT and ERUPT) have played an important role in developing carbon markets at their early stages and were able to accept the higher risks of a nascent market. Conversely, the private carbon funds are solely concerned with shareholder value.

Buyers that have compliance targets buy carbon credits for their own use. For private companies and also governments with compliance targets, the barriers to engaging into carbon-credit transactions directly with CDM project developers can be high. The project developers are usually based in geographical regions that are far apart, come from different cultural backgrounds, speak different languages and belong to a different business environment. Intermediary buyers that want to resell carbon credits can bridge between the user of carbon credits and the primary provider of CDM credits. Intermediary organizations (for instance funds or specialized traders) are able to build and maintain the technical expertise that is necessary to engage into business with forestry projects.

Major trading companies are buying carbon credits from forestry CDM projects. Private trading companies buy carbon credits from diverse sources, also including forestry CDM projects and bundle these in a portfolio. The portfolio allows offering a standardized compliance product to buyers that has a low risk profile. The large volume of carbon credits involved, and specialized technical expertise for project due diligence turns trading companies into an interface to the users that project owners of forestry CDM credits can use to gain market access.
4. Buyer’s criteria with respect to project-based credits – lessons learnt
4.1. Background and scope

This section discusses buyers’ criteria for a purchase of carbon credits from REDD that were generated on a project level, independent of whether or not the project is part of a particular scheme for national REDD baseline setting. Possible implications of policy scenarios (i.e., national baseline setting, national carbon accounting and crediting mechanisms) will be pointed to briefly, with emphasis on the importance of governance. Overall, this section will build on and formulate lessons learned from the CDM and from projects on the voluntary carbon markets.

The second part of this chapter will focus on quality criteria and different standards currently available for project development and quality assurance. In this context, we compare voluntary with compliance markets and distinguish the criteria applied for each of these. 

The final part of this section describes and analyses a survey among existing and potential carbon buyers about their preferences, quality requirements and general views on carbon credits from REDD. 

4.2. Existing markets and experiences made in the past

Introductory sentence e-why CDM, and project cycle as example

4.2.1. The CDM Project cycle 

( need to get rid of all acronyms!!!

The project cycle consists of eight mandatory and four optional steps shown in Figure REF below. It usually initiates with the elaboration of a preliminary Project Idea Note (PIN) that summarizes a first concept and project structure. Some host country authorities use this to issue a Letter of Endorsement (LoE) or letter of no objection for this project concept, issuing a first confirmation to continue with the project development based on the outlined design. From some potential credit buyers, it is possible to obtain a Letter of Intention (LoI) to purchase credits based on the PIN. The following project design phase is the process of defining the concept of the project, estimating the GHG mitigation potential of the project, undertaking the feasibility analysis, identifying the various project partners and developing a working plan. Projects consolidate their design often only after elaboration and preliminary endorsement of a PIN. The project design will be consolidated in the Project Design Document (PDD), which is validated and quality-checked by a UNFCCC-accredited third-party certification body called Designated Operational Entity (DOE). As part of the validation process the PDD will be made publicly available via the Internet for a so-called Global Stakeholder Process. Parallel or prior to validation, the approval of the host country needs to be obtained in form of a Letter of Approval (LoA). The process of host country approval can vary from country to country, due to different internal procedures and agencies responsible for dealing with climate change issues. It is common that government agencies analyze the project proposal prior to releasing the LoA. Together with the validated PDD this letter is the submitted to the CDM Executive Board (EB) for registration of the project. If the EB has no objections or feels the need for another review, the project will eventually be registered in the UNFCCC CDM project portfolio. Due to the very long establishment process, forestry projects are the only project type that is allowed to start implementation of activities before the project is registered. Once the project enters the implementation phase, real project achievements can be calculated based on periodical monitoring. This activity can be conducted by staff directly employed by the project, or subcontracted to external agencies specialized in forestry and carbon inventory. In order to receive carbon credits, CDM projects will need to be independently verified by a DOE, who basically audits the monitoring results and project implementation process. Verification of a LULUCF CDM project can only be done every five years, with the date of the first verification being freely chosen by the project proponent.  All subsequent verifications have to be carried out in the five-year cycle. Verifications of LULUCF projects should not systematically coincide with peaks in carbon stocks. In other words, verifications are not allowed to be carried out consistently just before harvests reduce the standing carbon stock. The successful output of the verification process concludes in the certification of the project, stating that the project has successfully generated a given amount of carbon credits in accordance with the rules and regulations of the Kyoto Protocol. Based on the successful verification and certification report the Executive Board will then issue the corresponding amount of carbon credits.

In any phase of the project cycle, there is the option of establishing emissions reduction purchase agreements (ERPAs) between interested credit buyers and project developers. In contrast to the LoI, the ERPA constitutes a legally binding contract. Even though the ERPA can be signed at any stage of the project cycle, projects that depend on the CER revenues as seed capital for attracting more capital will need to sign an ERPA with a buyer at an earlier stage than those that can secure sufficient implementation capital and reach financial closure in other ways.


[image: image10]
Figure 7 - The CDM project cycle

(Non-mandatory steps are indicated in gray font).

4.2.2. Project due diligence

The purchase of carbon credits from a CDM, voluntary, or REDD project is in many regards a project investment. Therefore any buyer of carbon credits, before signing an ERPA, conducts a thorough due diligence of the project and its context before deciding to invest. Aspects a standard due diligence covers include: availability of funding, land tenure, country risk, the business plan, the financial plan, project partners, etc. Buyers will only be interested in carbon credit projects if these have a low risk profile or if they have convincing mechanisms in place to mitigate risks. 

4.2.3. General risk for carbon projects

Table 4 - Risks during different development phases of a CDM project

	Planning Phase
	Construction Phase
	Operation Phase

	Feasibility risk
	Time over-run risk
	Technology risk

	Permit/ Licence risk
	Capital cost over-run risk
	Market risk

	
	
	Supply risk

	
	
	Operating risk

	
	
	Political, legal and regulatory risks

	
	
	Financial risk

	
	
	Counterparty risk


· Market risk: The risk of price fluctuations for the outputs of the project.  Prices may be lower than expected due to lower demand or increased supply from competitors or substitutes.  This can be managed through entering into a long-term purchase agreement. At one end of the spectrum is a ‘take or pay’ fixed-price contract, where the buyer must either take the output or pay for it even if it is not taken. This transfers all market risk to the buyer. At the other end of the spectrum is the spot transaction which leaves the seller fully exposed to the market risk. There are many different options in between these two extremes, and it is up to the buyer and seller to negotiate the most mutually acceptable option.

· Operating risk: The risk that the project as a whole will not perform to expectations, and in particular the risk that the cost of operation and maintenance will be higher than expected. This can be managed through contracts with the operator requiring a certain level of performance and allowing monetary damages to be imposed for poor performance; and also by entering into long-term contracts with an operator to cap the operation and maintenance costs. Operating risk may also be mitigated by purchasing insurance to cover the risk of occurrence of specified events that would affect project performance or costs.

· Additional factors: There can be a significant time lag between the initial implementation of REDD measures and their effects measurable as emission reductions. This time lag may be less pronounced for command-and-control measures such as law-enforcement and more important for activities such as technical support, educational measures, etc. This introduces another uncertainty into the financial planning regarding carbon revenues.

4.2.4. General risks for forestry carbon projects

It is essential to assess risks that investment in any carbon or forestry project represents. These projects are exposed to risks inherent to any ‘normal’ forestry project related to project financing or implementation issues, and on top of this face certain carbon-specific risks. Specific risks for carbon projects relate to the above described project cycle, where each step involves uncertainties and can lead to a significant delay or even non-approval of the project activity. This involves both registering a project initiative under an existing market scheme as well as assuring permanence of an emission reduction. Existing carbon markets have shown that higher risks often do not prohibit the development of carbon projects, but that they can significantly influence the prices paid for the credits. The following figure illustrates the impact of different risks on the price of a CER. 
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Figure 8 - Impact of project-cycle related risks on carbon prices
Any forestry project bears some risk that relate to whether its business case will be able to perform in the projected way. Uncertainty as to project performance generates uncertainty as to whether the project will be able to realize the projected carbon removals or reductions potential, and whether these are permanent. There are biotic risks (pests, etc.), abiotic risks (wind, fire, etc.) and anthropogenic risks (illegal encroachment of plantations by local population, illegal fuel-wood collection, etc.), which represent the most immediate threats to a project activity. The occurrence of forestry performance risks is connected to the application of good practice in designing and operating the forestry project. In addition, underlying factors such as the political situation and governance conditions in the host country are also of high importance, and can pose a significant risk (see Figure x). Especially in developing countries the issue of land titles and tenure rights is often critical and complex. With regard to carbon credit generation these questions need to be addressed in the fore field, because unless otherwise stated in national laws or specific contracts, resulting carbon credits usually belong to the land owner. This topic is closely linked to control over resources and access to these, which is another critical factor for the performance of a project in terms of ensuring carbon stocks. Preference of carbon credit buyers will therefore be to invest in low-risk projects that can ensure not only timely performance and implementation, but also sustained delivery and permanence of emission reductions.  

Risk mitigation through project design and crediting schemes

A REDD related problem is that highest deforestation rates commonly occur in countries with low governance indicators and high country risk, which clearly shows the importance of sound and careful project design and an integrated project concept backed both by local communities and government institutions. The use of national baselines setting and national crediting schemes reduces the risk for single projects and leaves responsibility with the government. This in turn generates a further need for good governance and law enforcement structures. Since it is to be expected that in the case of REDD projects the revenue side of conservation activities will consist almost completely of carbon-market related finance, emphasis should be laid on solid planning and carbon due diligence in the project design phase, as well as on carbon price insurance mechanisms. ( LINK to STUDY 3!
4.3. Quality criteria and implications for voluntary versus regulatory markets
Buyers will want to purchase carbon credits that have certain properties. These properties relate to the underlying project and to the design of its carbon component. Some of the key properties of carbon credits include additionality, carbon accounting, verification, registries, as well as socio-economic and environmental co-benefits.  This section elaborates further on two of the main properties of carbon credits from forestry projects: non-permanence and leakage. Clearly, the properties reflect in carbon credits standards, which are briefly described without entering an exhaustive discussion.

….

A growing number of project developers, mainly in developing countries, are implementing projects to create offset credits for the non-Kyoto markets. Forestry project developers are particularly interested in these new developments because on the Kyoto markets and under the rules of the CDM, the sector is quite restricted (compare text box p. x). Voluntary markets observe a share of 36% for forestry and land use projects, compared to only 1% of forestry projects in the CDM pipeline (Hamilton et al. 2007), and they are currently the only source of carbon finance for avoided deforestation activities. Moreover, on voluntary markets forestry has the comparative advantage to deliver “charismatic” carbon, where projects are linked to specific social or environmental co-benefits (Hamilton et al, 2007). 

Social and environmental criteria are much more important in voluntary markets since co-benefits are much sought after and also determine prices, whereas the CDM merely includes an assessment of impacts but these do generally not influence the value of a CER. The minimum standard under the CDM requires the project to demonstrate that it does not have negative impacts. Very positive impacts can help CDM projects to obtain additional (and voluntary) quality labels such as the CCBA or Gold Standard, but do generally not alter the price obtained. In voluntary markets projects are much more demanded if they can demonstrate positive impacts, which will largely influence demand and also the prices paid (Hamilton et al., 2007). 

Offsets in general are more credible if they are verifiable. To ensure this it is necessary to monitor the offsetting activities and verify how many of the offsets quantified on paper have really happened in the field. The design and rigour of the monitoring methodology can again impact the number of offsets that are awarded. Therefore, standards like the CDM require that a project is monitored according to a pre-approved monitoring methodology. Emerging standards on the voluntary market are moving towards the CDM in terms of quality requirements, which means that the last years have seen an upward trend in stringency and quality control in voluntary projects and underlying standards. According to Hamilton et al. (2007), the quality of offsets is the most important issue for both buyers and sellers in the voluntary market.  
A comparison of buyers’ preferences in voluntary and compliance markets shows that buyers in the voluntary market often behave differently than compliance buyers in Kyoto markets. Compliance buyers clearly buy to meet reduction targets, and are often mainly interested in low prices and high volumes of carbon credits. They do not need to be especially concerned about the quality of the carbon credit they purchase, since they rely on stringent quality standards of the CDM or JI mechanisms. Voluntary buyers in change are mainly motivated by corporate social responsibility and the wish to improve their “green image”. Since project standards are so divers and often less strict than in compliance markets, voluntary offset buyers are more aware of quality issues than compliance buyers. They also prefer projects with clear and verifiable co-benefits and positive attributes in order to enhance the marketing value. Surveys reveal that buyers rank the quality of offsets over price, and sellers state that addressing quality issues appropriately will significantly influence how and how fast the voluntary market continues to grow (Hamilton et al 2007).
4.4. Quality criteria: Properties of carbon credits

The quality criteria and properties most commonly associated with carbon credits from forestry projects are mainly (non-)permanence and leakage. Permanence refers to the issue of emissions reductions being permanent in the sense that an avoided emission will never reach the atmosphere. Leakage describes GHG emissions that are caused by the project activity outside the project boundary, i.e. displacement of grazing activities. 
4.4.1. Non-permanence and liability

The issue of non-permanence is one of the reasons why the forest sector has been topic of particular contention in past discussions. Basically, the question for sink projects is: How can trees that store carbon in their biomass, ensure that these carbon removals are permanent and will note eventually reach the atmosphere?

The CDM has taken a rigorous approach to this issue and has ruled that carbon credits from forestry project are of limited validity due to the non-permanent nature of vegetation as a sink.
The regulations of the CDM define the credits from forestry projects as short-term credits (tCERs – “temporary Certified Emission Reductions”) and long-term credits (lCERs – “long-term Certified Emission Reductions”) with different durations of validity. Both tCERs and lCERs are of temporary nature and have to be replaced upon expiry. Other project mechanisms such as JI do not use this approach and do issue permanent credits for forestry projects. The main differences between these approaches are that while temporary credits do address non-permanence properly, and allow flexibility for project developer, they also fetch lower prices and need to be replaced upon expiry. This represents an additional effort that prevents many potential buyers from engaging in forestry credits. Many countries refrain from admitting tCERs in their compliance portfolios; the First and Second Phase of the EUETS explicitly excludes them, and the few countries that have declared to use them for compliance represent an international minority. 

Permanent credits on the other hand that are issued under the JI or in voluntary markets do also have to address the problem of non-permanence, but they do this in different ways. Examples are the requirement to insure the project, i.e. buy a fire or pest insurance that allows for the replacement of lost carbon credits in the case of a calamity; or the requirement to set aside a buffer amount of typically 20-40% of total credits generated, as in the case of CCX where 20% of all credits are kept in a buffer account to hedge against potential losses. Permanent credits are much easier to commercialise and do not carry the additional burden of replacement. Nevertheless, the question who is liable when losses occur after the credit has been sold is one of the main issues that need to be contractually fixed between seller and buyer. There are several possible types of contracts that allow for different liability assumptions (compare Chapter 5).

In relation to REDD, unlike sink projects, the permanence question to ask is: even if a project avoids cutting trees for a while, how can the project make sure that the same trees will not be cut a little later? 

The solution to this problem is that REDD projects seek to reduce a deforestation rate rather than preserve a specific piece of forest. The focus is on forest at a landscape level, e.g., 1 million ha in the Amazon, which is going through a process of gradual deforestation; e.g. 5% a year. The effect of an avoided deforestation effort would be to reduce or stop this deforestation rate, and every year that the effort continues carbon credits are generated by the conservation effort. It may be that the following year deforestation of the area is resumed, but the point is that the REDD project pushed the process one year forward. The issue of the same forest being in place permanently is not of crucial importance as long as the overall deforestation rate can be lowered. Although the ultimate objective is to reduce the deforestation rate, even delaying deforestation of a certain area (without increasing it in another- see leakage) has a positive climatic effect and should be given value.

In practical terms of sustainably reducing a country’s deforestation rate, one has to recognise that any sustainable reduction in emissions requires addressing the drivers of emissions. In
the case of electricity, the suppliers of electricity are tackled in 
form of promoting renewable energy at the margin. In the case of deforestation,
it is necessary to address the opportunity cost of land to alternatives uses
such as agriculture, urbanisation, etc.


When looking at the individual unit, things become more binary and the risk of biomass loss more concrete. It is possible that a single plot can burn in its entirety in one year. To address this problem, one can think of recognising the value of protection in different ways, e.g.  through a national crediting approach, in which the project receives a percentage of the credits per year, depending on the trends that are observed countrywide-even though at the individual units, the act of deforestation may result in a negative output in a given year; or through the requirement of commitments and guarantees from the project developer of 'permanence' of protection of the specific piece of forest for longer periods of time.
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Figure 9 – Differences in carbon sequestration through Reforestation (A/R) and REDD 

(Source: Adapted from REF Wunder). ( need more references to this in text
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Figure 10 - Cumulative effect of temporary and permanent emission abatement. 

Over time, additional emissions increase the atmospheric concentration of greenhouse gases. The solid black line represents the business-as-usual (BAU) scenario, whereas the dotted lines represent an abatement scenario where annual emissions are reduced through activities such as forest conservation at t1. Even if the mitigation measure ends at t2, there is a lasting reduction (DA) in the amount of emissions at t*, albeit smaller than if the abatement measure had continued (DB). Source REF Ebeling and Yasue
4.4.2.  Leakage

The possibility of leakage is another issue for which the forest sector has been discussed contentiously. Basically, the question is: even if a project avoids cutting trees, how can the project make sure that other trees will not be cut instead? Thus leakage is one of the key requirements or forestry activities. As mentioned above, displacement of activities or of  agricultural actors may lead to deforestation in other areas, thereby reducing the carbon sequestration benefits from the CDM project. In the worst case, such emissions may completely offset the climatic benefits achieved through the afforestation or reforestation project. A second type of leakage, “market leakage”, occurs because markets embed land-use activities into a regional, national, or even international system. Changes in supply or demand may therefore have distant off-site impacts (Chomitz, 2002). If agricultural production in an area decreases because of reforestation activities, the diminished supply may lead to an increased production elsewhere in order to meet market demand. The reduction in available agricultural land could therefore induce land-use conversion in other, still forested areas (Aukland et al., 2003, Schwarze et al., 2002). 

When talking about REDD, the special type of international leakage needs to be taken into account. This is because calculating climate benefits from REDD at the national level does reflect any leakage within a country in the same accounting system, which makes it irrelevant in terms of carbon crediting. However, activity shifts outside the country are not reflected. If only some countries participated in a regime for reducing deforestation, global markets might shift supply and demand patterns for timber or agricultural commodities across borders and lead to greater deforestation rates in countries not attempting to gain REDD credits. During the design of the Kyoto architecture, similar concerns were voiced regarding incentives for GHG-generating production to move from industrialised countries with emission reduction targets to (developing) countries without targets (Niesten et al. 2002). 

Nevertheless, fears of massive international leakage in the REDD context seem exaggerated. Reducing deforestation does not mean a complete halt of forest conversion. Countries trying to lower deforestation rates would first target low-cost conservation options such as marginally productive lands with low opportunity costs. Under most circumstances, improving land-use planning and agricultural productivity, for example regarding cattle farming, would lower deforestation pressures sufficiently. Thus it is likely that highly profitable ventures such as soy agriculture, palm oil production and logging for valuable timber would not be strongly affected. These frequently involve internationally mobile actors and international leakage might indeed occur if countries were to pursue very ambitious REDD targets. A thorough understanding of the proximate and ultimate drivers of deforestation in a region (Lambin & Geist 2003) can help to estimate the risk of cross-boundary leakage, and a comprehensive REDD architecture could support leakage prevention activities in neighbouring countries. Remaining risks and uncertainties could be addressed by discounting the attainable REDD credits.
4.5. Survey among potential buyers

4.5.1. Background, scope, and concept

EcoSecurities’ survey investigated the requirements of potential buyers of REDD carbon credits on the voluntary carbon markets and on the emerging non-Kyoto compliance markets in the US and Asia-Pacific. Our analysis assumes that the requirements of these buyers can be used as a proxy to conclude on the hypothetical requirements of future buyers in post-2012 regulatory REDD-markets. This proxy approach was necessary because a system in which REDD carbon credits can be used for compliance purposes is still under negotiation.

Participants for the survey were chosen as potential buyers of carbon credits from avoided deforestation activities, or their intermediaries, all of whom participate either within the voluntary carbon markets or emerging non-Kyoto regulatory markets. Targeting only buyers and not other groups such as market experts or REDD project developers, allowed for a better understanding of demand side requirements and concerns for REDD carbon credits. The survey’s questions explored participants’ role and level of activity within the carbon market, geographical scope, perceptions and concerns with REDD credits, use of standards and purchase preferences for a REDD product. This information creates a clearer profile of buyers’ demands, which will help inform developers’ project design and ultimately allow for a more comprehensive understanding between REDD carbon credit buyers and sellers. The full questionnaire can be viewed in Annex xx.

In early October, an initial email including the questionnaire was sent out to participants. This was followed by a phone call a few days later to gather responses. The questionnaire was designed to be short at only 10 questions, with interviews typically lasting less than 15 minutes. Questions were predominantly close-ended, although a certain latitude was allowed on a few questions for discussion on particular points of interest or concern. This type of feedback was recorded and is presented in the qualitative discussion of the results. In the interest of confidentiality, only aggregated data is disclosed from these interviews with specific answers and participant’s names withheld. 

Contacts for the survey were compiled from EcoSecurities’ and URS Forestry’s internal contact databases. In total, 30 interviews were conducted with organizations operating within the US, European and Asia-Pacific carbon markets. The survey did not attempt an objective sampling approach or aim to assess the overall population of voluntary market buyers. Instead, known participants in the voluntary market were targeted in the interest of obtaining as much information as possible on buyer’s demands. The results therefore do not quantify the overall market demand for REDD credits but instead provide a more qualitative perspective of the current state of demand for REDD credits. 

4.5.2. Interpretation of the results

Some contextualization of the results will be necessary because the survey uses voluntary and emerging non-Kyoto compliance markets as a proxy for the post-2012 REDD markets. Although valuable, views from the voluntary market will not perfectly reflect those of a compliance buyer. Therefore, we discuss to which extent issues regarding project risk, regulatory risk, the ability to link between carbon schemes, caps, fungibility of credits, etc. are applicable to both the voluntary and regulatory markets. Within this context, some final conclusions can be drawn as to the likely requirements compliance buyers will have for REDD credits.

( see Annex for Questionnaire

5. Financial aspects for sellers of carbon credits – lessons learnt
… Intro…

5.1. Carbon-market related project costs

In the process of designing and preparing a carbon credit project certain costs arise, which a traditional reforestation or forest protection project does not normally have to count with. In order to give first cost estimates for REDD projects, experiences made with transaction costs under the CDM and on voluntary markets are described in the following. 

5.1.1. Transaction costs in the CDM and the voluntary market

When registering a project under the CDM, the project developer needs to cover the costs accruing during the steps of the CDM project cycle, i.e. the transaction costs. The costs for project preparation, validation and registration accrue up-front, long before any revenues from carbon credit vending can be expected. Key differences in costs may evolve if a methodology has to be developed. Projects need to be sufficiently large in order to justify the transaction costs, since these are not related to project size, i.e. large project do have the same costs as small projects, which generate less revenues to cover the costs. On the other hand, there are simplified modalities and procedures for small-scale projects that do not exceed 8,000 CERs per year and these face lower transaction costs. The values in below table refer to large-scale CDM projects. To date there are no reported transaction costs for the full project cycle in the voluntary market, but all indications are that high-quality voluntary standards will involve comparable project cycles and may lead to only slightly lower transaction costs. A first estimation is given in the table below.

	Activity
	Cost for large-scale CDM (USD)
	Cost for high-quality voluntary (USD)
	Type of cost

	Planning phase
	
	
	

	Initial feasibility study
	20,000-30,000
	Similar
	Consultancy fee or internal

	PDD
	40,000-160,000
	Similar
	Consultancy fee or internal

	New methodology 

(if required)
	40,000-100,000
	Likely lower
	Consultancy fee or internal

	Validation
	15,000-25,000
	Similar
	Auditor fee

	Registration fee 
	1,500-350,000

	Likely lower or non-existent
	Administrative fee

	Initial verification 
	20,000-30,000
	Similar
	Auditor fee

	Operational phase
	
	
	

	Ongoing monitoring (periodically)
	5,000-20,000
	Similar
	Internal

	Ongoing verification (periodically)
	15,000-25,000
	Similar
	Auditor fee

	Issuance fee (periodically)
	1,500-400,000

	Likely lower or non-existent
	Administrative fee


As explained above, transaction costs are the same regardless of project size. This leads to higher per-hectare costs of small scale projects and favours the development of larger projects in order to ensure financial viability. Overall project implementation costs per hectare do also decrease with larger areas, so that in relative terms, large-scale projects are cheaper, can better deal with unexpected partial losses and thus are able to reduce the overall market risk. However, they require secured finance for the considerable upfront payments that accrue. Small scale projects do not need such a great amount of seed funding but are more expensive on a per-hectare basis, and are usually very dependant on the revenues they generate. A partial loss can lead to the failure of the entire project, which enhances the overall market risk. 

Large scale projects are in general better positioned and favoured by the CDM system, which also shows in the pipeline of registered projects, with 540 of 812 projects being large scale. 

5.1.2. Transaction costs of REDD projects

It is expected that some of these transaction costs may be lower for REDD projects, since e.g. remote sensing data for baseline establishment and monitoring purposes may be already available on a national basis. Similar to the CDM, it is likely that any REDD project mechanism will also favour larger projects and that transaction costs will become a feasibility threshold for small projects. Also, transaction costs arise mainly upfront, frequently posing financial challenges to project proponents.  

Previous experiences have shown that up to a certain limit there are mechanisms to reduce transaction costs, which should be actively used by newly developed REDD schemes, such as the use of less complex small scale methodologies, the option to bundle several small scale projects and treat them as one, or the introduction of a Programmes of Activities (PoA), which comes close and can be linked to a national crediting system.

All figures given above are based on experiences from the CDM, i.e. a project based mechanism. The numbers are therefore most relevant for a potential policy scenario leading to direct project based crediting, as well as for projects selling passed on credits (see Sections 1 and 2), but the lessons also apply in some ways for sales of REDD credits under national-level approaches.

5.2. Implementation costs

( Elaborate and revise in coordination with sectoral strategy papers of work package 2
· We will outline the main categories of implementation costs for REDD projects, i.e. measures to lower deforestation, including the provision of incentives, rule enforcement, monitoring, etc.

· Costs for reducing deforestation are not well known beyond localised case studies and preliminary larger-scale modelling efforts. 

· Provide examples of pilot projects, e.g. Noel Kempff, Australia (ask Zoe Harkin for numbers), mention limited transferability0

· Markets for other commodities, e.g. timber & agriculture, as well as demographic developments and immigration, etc. are all linked to local deforestation pressures and opportunity costs that REDD projects face. Such external developments can thus directly impact a project’s running costs.

· Running costs can also increase in response to land-tenure conflicts, complex governance issues including law enforcement, etc.

5.3. Project financing 

This section describes the different financial components of a potential REDD project that are relevant for project proponents wishing to sell REDD credits, and in a second part presents currently available forms of carbon finance. 

5.3.1. REDD project-financing

Experiences with carbon credits in all project sectors show that the carbon revenue usually only constitutes a small part of the projects’ total revenue. Whereas in fossil fuel saving projects CDM revenues can increase a project’s internal rate of return (IRR) by 1-8%, in forestry it is usually 1-2%.  In terms of covering implementation costs, the contribution of carbon finance strongly depends on the project type. Whereas for an expensive wind power project the contribution to covering costs can be as low as 14%, for cheaper projects in the waste sector it can easily cover up to 80%. Nevertheless, since forestry projects generally require high upfront payments and at least under the CDM provide low-price temporary credits, the contribution to cost covering in this project type is with less than 10% traditionally very low. The main part of costs needs to be covered by alternative incomes such as electricity sales or the harvesting of timber. 

Since REDD projects usually do not provide an easily accessible by-product, the described cost-cover ration would need to be much higher for REDD projects in order to make them financially viable.  A possible solution to this may imply a price floor for REDD credits, which correctly reflects the cost price. This floor price would need to be below the official market price; unless other types of co-funding are available.   

Another solution could be the creation of additional income through alternative funding and revenue streams.  Realistically, income sources such as ecotourism and non-timber forest products may not be a significant income source for all but a small number of projects. However, the role of timber sales from sustainable forest management deserves special notice, as well as non-carbon based ecosystem service payments, which might offer a certain potential for alternative incomes. ( coordinate with Sectoral papers / Study 3! 
· REDD – what are the differences of projects reducing Degradation (second D)? i.e. forest management etc., including sustainable timber harvest? Would still have timber revenues, however, if there is no price premium for sustainable timber we are still just looking at additional (opportunity) costs, i.e. no additional income through REDD except for carbon finance - discuss

The outcomes of this analysis yield important implications for the necessary role of national or international REDD incentives and possible external support measures (co-funding etc.). 

This analysis could hold important implications regarding concerns about market flooding because credits may turn out to be much more expensive if they need to provide the main finance for project implementation.

· A graph will illustrate the time lag between necessary upfront payments for project implementation and transaction costs on the one hand and carbon revenues on the other hand. We will describe options for forward carbon sales and other means to raise upfront finance.

However, currently there are only few complete project implementation experiences available, and uncertainty regarding implementation costs and achievable emission reduction rates ex ante is high. This adds on to the above described financial risks for project developers.

5.3.2. General project finance

Regardless of the scheme they are developed for (CDM, voluntary market), carbon credit projects have certain basic financing requirements in different phases of their development, which are illustrated in Figure REF. 

Figure 11 - Financing requirements of a CDM project
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The main sources of finance for carbon projects during the planning phase are:

· Government tenders and carbon funds: which will often pay a proportion of these costs in return for a contract to purchase some or all of the resulting carbon credits (see section REF for information on both government and private sector funds);

· Private sector CDM project developers: who may cover part or all of the CDM-specific costs in return for a contract to purchase some or all of the resulting carbon credits; and

· Project hosts: either public or private sector entities which provide their own internal funds to develop projects with which they have an association as, for example, landowner, fuel supply provider, or off-taker of the non-CER outputs of a project.

The situation is more complex with regard to the costs incurred during the construction phase. As noted elsewhere, these costs are generally much larger than the planning phase costs, yet CDM projects are still relatively ‘small’ (typically under US$20 million). For CDM projects having high development dividends, the financing structure for the cost of constructing the proposed project will most likely rely on both equity and debt sources of financing. The following section briefly reviews the currently available potential sources of financing for the construction of CDM projects, as well as potential sources for the purchase of carbon credits generated by the successful operation of the project.

· Lenders: who may provide limited recourse debt to relatively large projects with secure revenue streams and relatively low risks, or to other projects with recourse to a financially strong sponsor;

· Private sector CDM project developers: who may be able to finance (usually smaller) projects with their own equity;

· Project hosts: who may be able to finance (usually smaller) projects from their own internal funds;

· Equipment suppliers: who may provide assets on lease or credit; and 

· CER buyers: who may provide up-front payments against future CER deliveries. In this context the international carbon funds should be mentioned, such as the different funds by the 

· World Bank and funds of regional development banks, which can be a political risk mitigant in a project and their endorsement may attract other investors to the project. The WB carbon funds are market leaders in CDM projects, provide capacity building for CDM project development, and provide grant financing to assist with CDM project development costs. The most relevant fund with regard to REDD is the Forest Carbon Partnership Facility (FCPF), which would set the stage for a future, large-scale system of positive incentives for reducing emissions from deforestation and degradation. The Facility will finance capacity building to increase developing countries’ capacity to harness a future system of payments, and pilot performance-based carbon purchases for avoided emissions in a small number of countries. Subject to World Bank clearances, the Facility is expected to be launched at CoP13 in Bali and declared operational in 2008.
· The UNDP has established the MDG Carbon Facility to mobilize carbon finance and direct it towards a portfolio of projects that yield tangible sustainable development and poverty reduction benefits across a diverse group of developing countries, including the least developed countries. The facility will purchase both CDM carbon credits and voluntary carbon credits. 

· National Carbon Funds have been set up in by a number of European governments (IETA 2006). These funds are similar to those offered by WB, although public sector funds may have a broader purchasing mandate and can include sustainable development criteria in their tenders.
· Private Carbon Funds have been set up to invest equity or quasi-equity in GHG reduction projects. Examples include the European Carbon Fund, ICECAP, Japan Carbon Fund Finance Ltd., KfW Carbon Fund and the GG-CAP Greenhouse Gas Credit Aggregation Pool.. These funds are less risk tolerant than the public ones and most of the national funds. Their private sector approach prioritizes high volume, low cost credits and does not emphasize environmental or social co-benefits. 

Types of funding include
· Conventional project financing

· 100% equity investment by a private sector CDM project developer

· Corporate financing by project host 

· Supplier credit

· Up-front payments

· Low interest loans or debt

· Micro-credit
6. Carbon market transaction mechanisms

6.1. Carbon contracts

( need to get rid of all accronyms

There are a number of legal documents that are typical steps in the process towards the purchase agreement. At the first stage, after initial negotiations, parties sign a framework agreement in a Letter of Intention (LoI, sometimes also called a Letter of Commitment – LoC). Using this document as a basis, the Emission Reduction Purchase Agreement (ERPA) can be signed later. The contractual steps include:

· LoI. The document between involved parties to clarify the interests, obligations and time frame of negotiations. It includes the basic terms of the transaction but is not a binding commitment. The LoI is usually only valid for a shorter time period and terminates when signing the ERPA.
· ERPA. The purchase agreement built on the LoI is structured as a contract, which has to be signed by all involved parties. The ERPA is a binding commitment and includes obligations and liabilities. The contract will differ according to the market context (e.g., in the context of a voluntary or a compliance market) because it determines the issues that the contracts deal with. (
Project developers and their legal advisors use a number of model contracts as templates for drafting individual transaction agreements. Widely used templates have been published by IETA (reference!), and by the World Bank (reference!). Large companies working in the carbon markets typically use their own templates for. Applicability of various legal frameworks (e.g., the Law of England or of other countries). How acceptable are these to various buyer?)

An emission reduction transaction addresses a list of key parameters, which define the object of the transaction, together with its applicability and validity conditions. From a practical point of view, key questions include the specifications of volume and time frame of credit delivery, payment schedule, price settings and liabilities.

Conditions. It is possible to limit the applicability of contract by certain conditions that must be fulfilled. These conditions could include the successful validation or registration of the project, certification according to quality standards, host country approval and specific details of the project such as start and finalization date.

Volume and time-frame of delivery. At an early project stage when transactions are negotiated, it is not always clear how large the project’s potential is to generate emission reductions. Given the uncertain quantity of carbon credits the seller typically wants to have some flexibility as to the volume of carbon credits and the time frame of delivery. The available options include:

· Fixed annual amount. At a certain date each year the seller agrees to deliver a number of carbon credits generated by the project in the previous year.

· Fixed annual amount with acceleration. The seller agrees to deliver 100% of the Carbon credits generated by the project until an upper limit has been reached.

· Combinations. The above options can combine, e.g., by agreeing that the seller will deliver a certain amount of carbon credits from the project before a certain date. The seller also commits to each year deliver a certain percentage of the carbon credits generated the previous year.

· Treatment of additional carbon credits. The ERPA can include provisions for the treatment of possible excess credits, which could state that the buyer will be entitled to refuse or to purchase any excess carbon credits from the project. Another option is that the seller manages any excess carbon credits from the project and can propose the carbon credits to additional buyers.

6.1.1. Payment schedule 
The viability of business endeavors suffers from a delay between an up-front investment volume, and the occurrence of returns. Some buyers have adapted their business model and provide limited up-front payments to kick-start projects that only yield carbon credits at a later time point. In principle, payments in an emission reduction transaction could be made according to various options:

· Up-front payment means that the seller receives payment for the carbon credits when signing the ERPA.

· Payment on delivery means that the seller receives payment for the carbon credits when the agreed amount of carbon credits is delivered.

· Combination. A third possibility could be a combination of these two above mentioned options. An initial up-front payment could enable project development, while most of the carbon credits are paid only upon delivery.

6.1.2. Price setting
The different options for price setting involve a risk both for the seller and for the buyer. With a fixed price regardless of the market development, the price of the carbon credits remains the same. Such an arrangement carries the advantage that quite certain future cash-flow projections can be made. On the other hand, advantageous market developments could be missed, if committing to early to buying a fixed price. In some cases, it is preferred to connect the price of a transaction to spot markets for a commodity, e.g. the EUA. Pricing options include:

· A fixed price where the buyer agrees to pay the seller a certain amount from each delivered carbon credit;

· A simple indexed price where the buyer agrees to pay the seller a percentage of the market price of a carbon commodity for each delivered carbon credit before an agreed date;

· An indexed price with a floor and a ceiling, which  is basically the same strategy as the former with an upper ceiling and a lower floor on the price, irrespective market prices.

6.1.3. Liabilities
The agreement contains a description of the liabilities and the remedies in case that either the seller of buyer fails to fulfill their contracted obligation. In a typical scenario, the buyer of carbon credits is a financially potent entity from a developed country that has therefore an emission reduction commitment to meet. Consequently, the risks that the buyer is unable to pay are minor. On the other hand, the seller can correspond to an entity from a developing country with a less certain business environment, where delivery default does not seem unlikely. Most ERPAs are designed to hedge the risk of the buyer of the credits. The liabilities for buyer and seller include a number of options:

· Delivery default. If the seller fails to deliver the agreed amount, the buyer can:

· require the seller to provide replacement for the carbon credits not delivered;

· claim damages from the seller;

· require the seller to provide an additional amount of carbon credits the following year equal to the amount of delivery failure from the year before; or

· end the contract and claim any advance payment from the seller and other outstanding costs plus interest rate.

· Payment default. In the case of a payment default, the seller can:

· require an interest at a certain rate;

· claim damages from the buyer;

· recover already delivered carbon credits but not paid for; or

· end the contract.

6.2. Types of carbon market transactions

Carbon credit transactions follow the same mechanics of commodity markets in other sectors and the same basic principles apply. Figure 12 shows a breakdown of carbon credit transactions by various common categories. This section gives brief explanations of these categories, as well as it shows how these apply to the carbon markets.
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Figure 12: Categories for carbon credit transactions.

Carbon credit transactions can be on the spot or forward transactions, depending on whether the agreed date of delivery (and usually of payment) lies in the future or is shortly after signature. In the compliance markets forward contracts have become a common tool for carbon credit users to ensure that future compliance targets (e.g., in 2012) can be reliably met without having to postpone purchasing until shortly before compliance due dates. With transactions looking ahead in time, guarantees on delivery become crucial price determinants. Often, transactions deal with carbon credits long before their issuance or even before projects become operational at all.

Guaranteed delivery contracts are easier for a seller with multiple projects and are termed secondary market trades if they arise from a portfolio of projects. Primary markets, in turn, relate to specific projects. As the majority of secondary forward contracts are out a number of years and involve significant penalties for non-delivery, buyers are reluctant to take any credit risk on an unrated or poorly capitalised seller. One option is for the use of bank guarantees or letters of credit, although these can be prohibitively expensive and tie up capital unnecessarily.  As such this type of contract is restricted to a relatively small number of players in the carbon markets.

The risk profile of carbon credits is one of the major issues for carbon credit buyers because possibly not meeting compliance targets can be prohibitive. The varying risk profile of projects requires a targeted assessment and individual structuring of transaction necessary where credit issuance has not yet been achieved. Forward transactions are therefore usually over-the-counter. Carbon credits that are already issued come with no risk profile regarding project success and they are therefore much more of a commodity than carbon credits in common forward transactions. Trades of such carbon credits can access exchanges for carbon credits.

Buyers concerned about pricing and flexible with the timing of payments can chose to invest upfront in a carbon fund. The managers of carbon funds will use the available funds to purchase projects. The success of the funds purchase strategy and of the managers capability to conduct due diligence is not clear beforehand but will become apparent as the fund operates. Typically, the investor would expect to buy more carbon credits at a lower price from an investment in a fund than when buying carbon credits in individual transactions.

Conclusions

The regulatory carbon markets follow different dynamics than the voluntary carbon markets. From both markets, lessons can be learnt for a hypothetical post-2012 regulatory market that would account for REDD.

So far, the regulatory carbon markets linked to the Kyoto Protocol have been the prevailing carbon markets. Voluntary markets have turn over less carbon credits. The relative importance of forestry is greater on the voluntary markets, though.

The performance of future regulatory market for REDD will depend on the overall design of a post-2012 climate change agreement and on the modalities by which REDD gains access to those. Key questions include whether there will be a market-based or a fund-based approach and whether there will be project-based crediting or allowance-based crediting.

Hypothetical post-2012 carbon markets for REDD carbon credits will follow similar mechanics as the current markets do regarding types of transactions, the market players and contractual characteristics. The shape of individual carbon market transactions is characterized by the location in the supply chain, the corresponding contractual partners, and the contractual clause options they decide upon in their agreement.
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Annex 1 – Glossary 
of Terms and Definitions
Caps are legally binding limits to emissions from a country, sector, or organisation.

Early crediting is the crediting of emission reductions prior to the start of a commitment period (e.g. pre-2012). 

Ex ante crediting is the Issuance of credits in expectation of future emission reductions.
Ex post crediting is the issuance of credits after verification of emission reductions.

Fund-based Agreements involve international funds which provide incentives for REDD that are not based on Carbon Credits (e.g., direct payments or “Debt for Nature” Swaps).

Kyoto successor (Post-2012) or other UNFCCC Protocols with emission reduction targets are legally binding agreements with quantitative emission reduction targets.

Leakage is an increase in emissions outside a project area due to project activities.

National Crediting involves the issuing of credits from the UNFCCC to the national government from emissions reductions achieved within that country. 

Project Crediting involves the issuing of credits to an emissions reduction project which will usually be at a sub-national level. Examples to give credits to a forest company for best practice forest management. 

Reference Scenarios establish a hypothetical emission level against which actual emissions are measured. Main options are historical baselines (average emissions during a past period), modelled baselines (spatially explicit - e.g., land use models – or not spatially explicit – e.g., econometric models), and negotiated baselines 

Voluntary Markets occur outside regulatory carbon markets and do not involve international agreements. They are driven by voluntary commitments from organisations (e.g., energy companies, airlines) and individuals. 

Annex 2 – Survey Questionnaire

QUESTIONNAIRE: Carbon Market Potential for Avoided Deforestation Projects
Please note that this questionnaire targets responses specific to carbon credits generated by ‘Avoided Deforestation’ projects for the voluntary market. ‘Avoided Deforestation’ credits consider the emission reductions from the protection of existing forests. Therefore, for the purposes of this survey this excludes both reforestation projects and the forest sector in general.

1. Please identify your organization’s position in the carbon credit supply chain by the primary business activity (tick only one):

	 FORMCHECKBOX 

	Broker

	 FORMCHECKBOX 

	Wholesaler – defined as a bulk seller of offsets (individual sales greater than 25 tCO2e) from a portfolio of credits  

	 FORMCHECKBOX 

	Retailer – defined as a seller of small amounts of credits (less than 25 tCO2e) to individuals or organizations, usually online, from a portfolio of credits

	 FORMCHECKBOX 

	Final user

	 FORMCHECKBOX 

	Other, namely:…………………………………………………………………….................


2. Where are the projects located that your organization would buy from? (tick all that apply)

	 FORMCHECKBOX 

	Own country

	 FORMCHECKBOX 

	Own country and other developed countries

	 FORMCHECKBOX 

	Own country and developing countries, namely:

	 FORMCHECKBOX 

	Only developing countries, namely:…………………………………………………………..

	 FORMCHECKBOX 

	Anywhere


3. How large is the size of an individual purchase that your organization makes?

· Minimum (tCO2e):

	 FORMCHECKBOX 

	1 – 20,000

	 FORMCHECKBOX 

	20,000 – 100,000

	 FORMCHECKBOX 

	100,000 or more


· Maximum (tCO2e):

	 FORMCHECKBOX 

	1 – 20,000

	 FORMCHECKBOX 

	20,000 – 100,000

	 FORMCHECKBOX 

	100,000 or more


· Average (tCO2e):

	 FORMCHECKBOX 

	1 – 20,000

	 FORMCHECKBOX 

	20,000 – 100,000

	 FORMCHECKBOX 

	100,000 or more


4. How does your organization get involved in projects (beyond buying carbon credits)? (tick all that apply)

	 FORMCHECKBOX 

	Design of the project concept

	 FORMCHECKBOX 

	Cover transaction costs for data collection and certification

	 FORMCHECKBOX 

	Fully fund project implementation

	 FORMCHECKBOX 

	Provide seed funding for project implementation

	 FORMCHECKBOX 

	Purchase of the carbon credits

	 FORMCHECKBOX 

	Not at all, prefer to buy from a portfolio

	 FORMCHECKBOX 

	Other, namely:…………………………………………………………………………………


5a. How strongly (1 not at all, 5 very strongly) do you feel the following choices are possible advantages of ‘Avoided Deforestation’ carbon credits? (tick one box for each)

	Beneficial to my or my client’s organization’s image
	1  FORMCHECKBOX 
  2  FORMCHECKBOX 
  3  FORMCHECKBOX 
  4  FORMCHECKBOX 
  5  FORMCHECKBOX 


	Socio-economic and environmental benefits (e.g. biodiversity protection, rural sustainable development, livelihoods protection, etc.)
	1  FORMCHECKBOX 
  2  FORMCHECKBOX 
  3  FORMCHECKBOX 
  4  FORMCHECKBOX 
  5  FORMCHECKBOX 


	Low price
	1  FORMCHECKBOX 
  2  FORMCHECKBOX 
  3  FORMCHECKBOX 
  4  FORMCHECKBOX 
  5  FORMCHECKBOX 


	Other, namely:…………………………………………….…
	1  FORMCHECKBOX 
  2  FORMCHECKBOX 
  3  FORMCHECKBOX 
  4  FORMCHECKBOX 
  5  FORMCHECKBOX 



5b. How strongly (1 not at all, 5 very strongly) do you feel the following choices are possible disadvantages of ‘Avoided Deforestation’ carbon credits? (tick one box for each) 

	Local land use conflicts
	1  FORMCHECKBOX 
  2  FORMCHECKBOX 
  3  FORMCHECKBOX 
  4  FORMCHECKBOX 
  5  FORMCHECKBOX 


	Measurement uncertainties of carbon reductions
	1  FORMCHECKBOX 
  2  FORMCHECKBOX 
  3  FORMCHECKBOX 
  4  FORMCHECKBOX 
  5  FORMCHECKBOX 


	Reputational risks associated with forestry credits
	1  FORMCHECKBOX 
  2  FORMCHECKBOX 
  3  FORMCHECKBOX 
  4  FORMCHECKBOX 
  5  FORMCHECKBOX 


	Other, namely:…………………………………………….…
	1  FORMCHECKBOX 
  2  FORMCHECKBOX 
  3  FORMCHECKBOX 
  4  FORMCHECKBOX 
  5  FORMCHECKBOX 



6. Would you be willing to pay a higher price for a project that has additional socio-economic and environmental benefits versus one that does not have them?

	 FORMCHECKBOX 

	Yes

	 FORMCHECKBOX 

	No


7. How important would information and documentation about the non-technical aspects of ‘Avoided Deforestation’ projects be to you (e.g. pictures, personal bios, case study stories), as opposed to being supplied with only standardized carbon credits? (tick one)

	 FORMCHECKBOX 

	Very important

	 FORMCHECKBOX 

	Important

	 FORMCHECKBOX 

	Not important


8. Which carbon credit standards does your organization find useful? (tick all that apply)

	 FORMCHECKBOX 

	Internal standards with third-party certification

	 FORMCHECKBOX 

	Internal standards without third-party certification

	 FORMCHECKBOX 

	VCS

	 FORMCHECKBOX 

	CDM

	 FORMCHECKBOX 

	ISO 14064

	 FORMCHECKBOX 

	CCB Standard

	 FORMCHECKBOX 

	Forest Stewardship Council (FSC)

	 FORMCHECKBOX 

	Other, namely:…………………………………………………………………………………


9. Which of the following products would be of interest to your organization (tick all that apply):

	 FORMCHECKBOX 

	Carbon credits from a specific project

	 FORMCHECKBOX 

	Project-blind carbon credits from a carbon fund or carbon portfolio that invests in projects

	 FORMCHECKBOX 

	Carbon credits generated from policy measures, rather than specific projects, from a carbon or government fund 

	 FORMCHECKBOX 

	Sponsorship of forest conservation without carbon credits

	 FORMCHECKBOX 

	Other, namely:……………………………………………………………..…………………….


10. Background

· Name:…………………………………………………………………………

· Position:………………………………………………………………………

· Contact info:………………………………………………………………….
· Date:…………………………………………………………………………..[image: image23.emf]Mechanism
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Depictions of vast quantities of cheap forestry credits flooding the carbon markets and depressing the price of tradable emission permits led to great concerns among some participants in past discussions of avoided deforestation – and forestry more generally – under the Kyoto Protocol. Cheap credits, while commercially desirable, would decrease incentives to invest into energy-related emission abatement and crowd out such activities. “Market flooding” and “crowding out” are two aspects of the same concern. In this line of reasoning, the large potential of reforestation and avoided deforestation to mitigate climate change is the cause for concern. If planting or protecting forests were significantly cheaper, on average, than reducing emissions from other sources then a large number of low-cost forestry credits could be created. Given a temporarily fixed demand for these credits, the additional supply could quickly saturate (“flood”) the global markets, arresting prices at relatively low levels, and effectively reducing investments into more expensive renewable energy and energy efficiency measures. Of course, no one knows if the necessary dramatic reforestation efforts or reductions in deforestation rates could be achieved at a competitively lower price, yet the sheer speculation of this occurring has been used to 1) argue that large-scale forestry activities would effectively halt many other, more costly abatement efforts, and 2) that this would be undesirable. Again, this concern arises in the context of a limited demand for carbon credits caused by a political decision to aim at relatively meagre emission reductions over a short time span under current Kyoto commitments.


Including an additional sector with a wide range of low to high cost abatement options, such as forestry, would lower the aggregate marginal and total costs �of climate change mitigation. This is especially true if (and it is a big “if”) reforestation and reducing emissions from deforestation prove to be considerably cheaper than the main existing mitigation alternatives, as is alleged by critics and hoped for by supporters. It is largely a normative, political decision whether the added climate benefit justifies a certain redirection of investment flows. If countries strive towards greater emission reductions, an additional mitigation option will provide more opportunities to achieve this. In addition, an even stricter emission target would likely undo any crowding out.


How many carbon credits from reforestation and avoided deforestation could realistically be generated is a very difficult question. The actual costs of reducing deforestation in particular are not known (beyond relatively small pilot projects) and only rough modelling estimates exist � ADDIN EN.CITE <EndNote><Cite><Author>Sathaye</Author><Year>2005</Year><RecNum>485</RecNum><Prefix>e.g. </Prefix><record><rec-number>485</rec-number><ref-type name="Report">27</ref-type><contributors><authors><author>Sathaye, Jayant</author><author>Makundi, Willy</author><author>Dale, Larry</author><author>Chan, Peter</author><author>Andrasko, Kenneth</author></authors></contributors><titles><title>GHG Mitigation Potential, Costs and Benefits in Global Forests: A Dynamic Partial Equilibrium Approach</title></titles><keywords><keyword>Avoided deforestation</keyword><keyword>modelling</keyword><keyword>Afforestation</keyword><keyword>carbon market</keyword></keywords><dates><year>2005</year></dates><pub-location>Berkeley, CA, Washington DC</pub-location><publisher>Ernest Orlando Lawrence Berkeley National Laboratory, US Environmental Protection Agency</publisher><urls></urls></record></Cite><Cite><Author>Grieg-Gran</Author><Year>2006</Year><RecNum>719</RecNum><record><rec-number>719</rec-number><ref-type name="Report">27</ref-type><contributors><authors><author>Grieg-Gran, Maryanne</author></authors></contributors><titles><title>The Cost of Avoiding Deforestation. Report prepared for the Stern Review of the Economics of Climate Change</title></titles><dates><year>2006</year></dates><pub-location>London</pub-location><publisher>International Institute for Environment and Development (IIED)</publisher><urls></urls></record></Cite></EndNote>�(e.g. Sathaye et al., 2005, Grieg-Gran, 2006)�. In principle, of course, incentives for forest conservation and reforestation increase with the price of carbon. This in turn depends on the demand for credits which is determined mainly by the level of emission reduction targets and the cost of other mitigation options. It is clear, however, that significant hurdles to reducing deforestation would have to be overcome in the real world. Many governments have struggled for several decades to reduce illegal land-use conversions and illegal logging and are frequently hampered in their attempts by a lack of institutional capacity and rampant corruption. Some of the countries with the highest deforestation rates also score very low in governance indicators � ADDIN EN.CITE <EndNote><Cite><Author>Ebeling</Author><Year>2006</Year><RecNum>720</RecNum><record><rec-number>720</rec-number><ref-type name="Report">27</ref-type><contributors><authors><author>Ebeling, Johannes</author></authors></contributors><titles><title>Tropical Deforestation and Climate Change. Towards an International Mitigation Strategy. MSc Thesis</title></titles><dates><year>2006</year></dates><pub-location>Oxford</pub-location><publisher>Environmental Change Institute</publisher><urls></urls></record></Cite><Cite><Author>Noble</Author><Year>2006</Year><RecNum>437</RecNum><record><rec-number>437</rec-number><ref-type name="Report">27</ref-type><contributors><authors><author>Noble, Ian</author></authors></contributors><titles><title>Some notes on avoided deforestation in the UNFCCC (unpublished)</title></titles><keywords><keyword>Avoided deforestation</keyword><keyword>governance</keyword><keyword>deforestation</keyword><keyword>financing</keyword></keywords><dates><year>2006</year></dates><pub-location>Washington DC</pub-location><publisher>World Bank</publisher><urls></urls></record></Cite></EndNote>�(Ebeling, 2006, Noble, 2006)� REF Ebeling & Yasue, a problem which is particularly severe in forest frontier areas, and which may make it difficult for these countries to participate in the carbon market.


This is not to say that forestry does not represent a large untapped mitigation potential; but a flood of cheap carbon credits from this source appears questionable at the very least. Furthermore, the relative scale of tradable credits has to be put into perspective with projected increases in fossil fuel based GHG emissions in developing countries. Some developing countries are already among the major emitters of GHGs today, and projections see China and others as surpassing the current top industrialized-country emitters before long � ADDIN EN.CITE <EndNote><Cite><Author>Sugiyama</Author><Year>2004</Year><RecNum>672</RecNum><record><rec-number>672</rec-number><ref-type name="Journal Article">17</ref-type><contributors><authors><author>Sugiyama, T.</author><author>Liu, D. S.</author></authors></contributors><titles><title>Must developing countries commit quantified targets? Time flexibility and equity in climate change mitigation</title><secondary-title>Energy Policy</secondary-title></titles><periodical><full-title>Energy Policy</full-title></periodical><pages>697-704</pages><volume>32</volume><number>5</number><keywords><keyword>climate change</keyword><keyword>integrated assessment model</keyword><keyword>flexibility in time</keyword><keyword>equity</keyword><keyword>efficiency</keyword></keywords><dates><year>2004</year><pub-dates><date>Mar</date></pub-dates></dates><accession-num>ISI:000187896800010</accession-num><urls><related-urls><url>&lt;Go to ISI&gt;://000187896800010</url></related-urls></urls></record></Cite></EndNote>�(Sugiyama and Liu, 2004)�. If current trends persist, emissions from present-day developing countries will more than triple by 2050, accounting for over two thirds of vastly increased emissions by then � ADDIN EN.CITE <EndNote><Cite><Author>CNRS/LEPII-EPE</Author><Year>2003</Year><RecNum>503</RecNum><record><rec-number>503</rec-number><ref-type name="Report">27</ref-type><contributors><authors><author>CNRS/LEPII-EPE</author><author>RIVM/MNP</author><author>ICCS-NTUA</author><author>CES-KUL</author></authors></contributors><titles><title>Greenhouse Gas Reduction Pathways in the UNFCCC Process up to 2025</title></titles><keywords><keyword>avoided deforestation</keyword><keyword>modeling</keyword><keyword>Emissions</keyword><keyword>climate change</keyword></keywords><dates><year>2003</year></dates><publisher>European Commission</publisher><urls></urls></record></Cite></EndNote>�(CNRS/LEPII-EPE et al., 2003)�. These will present enormous mid-term abatement challenges.


Some stakeholders will probably remain concerned about “risks” of market flooding through forestry-based mitigation in the context of policy discussions and negotiations on REDD. A number of questions are worthwhile investigating before entering into this debate:


Will REDD credits really be cheaper to produce than most other credit types? Which parameters does cost price depend on?


Is it technically feasible to bring so many credits to market in a short timeframe that they can disrupt the market for other credits? How does this relate to potential future emission reduction commitments (i.e. demand from Annex 1 countries)? And how does it relate to the potential credit supply from other project types?


( Answers to these questions will be sought through a number (approx. 5) of in-depth expert interviews and through a review of existing REDD and relevant CDM project development experiences.


Source: Adapted from Ebeling (Streck) REF





 Calculation of reference scenario (Historical baseline, modelling, negotiated, hybrid)


 Net forest carbon changes or deforestation only? (Does reforestation count?)


 Emission sources covered (deforestation, degradation, peatlands,…)


 Early crediting (of reductions achieved before 2012)?


 Type of credits (temporary or permanent)


 Etc.





Further options 


/ issues





National incentive system 


(‘Devolution’ of international REDD credits, domestic crediting, other incentives, law enforcement, etc.)





Host Country Approval


DNA issues Letter of Approval (LoA)





Project





Voluntary Markets





Project Design


Elaboration of Project Design Document (PDD) and Monitoring and Verification Plan





Scenario A – Post-2012 agreement with tradable REDD credits


Pros�
Cons�
�
Potentially high and increasing price for carbon and strong demand�
Complicated intergovernmental negotiations�
�
High quality assurance systems (of climatic benefits)�
Risk of market flooding�
�
Market efficiency in allocating resources to emission reduction efforts (greatest climatic benefits)�
Bureaucratic approval and verification process�
�
Incentives for rapid implementation�
Ex post crediting (after emission reductions have been achieved)�
�



Scenario B – Post-2012 agreement with fund-based payments (no credits)


Pros�
Cons�
�
Does not “offset” other emission reduction efforts in Annex-1 countries�
Likely to attract limited funding (limited incentives for Annex-1 governments to contribute funds)�
�
Larger flexibility in designing incentives�
Less accountability for improved forest management and reduced emissions�
�
More room for providing upfront payments�
Greater risk of mal-allocation of funds and corruption�
�
More room to incorporate non-carbon co-benefits�
Potentially high administrative costs�
�



Scenario C – Voluntary project-based market


Pros�
Cons�
�
Markets already exist and are independent of international negotiations; history of strong demand for forestry projects�
Limited scale and liquidity of voluntary markets�
�
Lower administrative costs�
Greater risk of insufficient quality insurances, including verification, additionality, and double-counting�
�
Greater flexibility for project types and carbon accounting methodologies�
Less governmental influence in targeting activities and funds�
�
Market efficiency in allocating resources to emission reduction efforts (greatest climatic benefits)�
Dependence on volatile consumer and corporate demand for voluntary credits�
�






No credits


(National) 





Voluntary markets only





Separate REDD markets





Fungible across markets





Project 


(like CDM)





National





International Fund 


(no carbon credits)





Post-2012 Protocol / additional REDD Protocol (UNFCCC)





No agreement reached





International agreement reached





Validity of credits





Level of credit allocation





Mechanism





The controversial views surrounding forestry as a climate change mitigation activity led to a very restrictive handling of the sector under the CDM. Most importantly, eligible activities were restricted to afforestation and reforestation (A/R), thus excluding avoided deforestation and forest management options, and A/R activities are the only project category prevented from earning permanent carbon credits under the CDM. Instead, temporary credits (tCERs and lCERs) were created to address the non-permanence risk of carbon sequestered in forests. Non-permanent crediting was arguably the reason for excluding forestry credits from the EU ETS, thereby eliminating the most important potential CDM market segment for forestry projects which is a serious setback for potential sellers of A/R credits and A/R project developers and considerably dampened interest in this sector.


As a consequence of the prolonged and controversial rule-making, forestry CDM has faced a two-year delay compared to other project times in the approval of first methodologies and the establishment of approval procedures. Transaction costs for A/R CDM project development are also particularly high due to the complexity of pertinent methodologies. 


In addition to this, reforestation activities have some non-CDM related characteristics that create financial challenges for the sector. In particular, there are high upfront costs of securing lands and establishing plantations, and this is coupled with a delay of returns on investment of at least a decade under normal circumstances before the first harvesting can take place.





Differences of REDD to CDM ( move here from text?


emissions, not sequestration


get credits as soon as project starts


probably larger scale, i.e. lower relative transaction costs


…


Source: Adapted from Neeff & Ebeling REF





Validation of Project Design


by Designated Operational Entity (DOE)





(No carbon credits)











Seller 


( Project in Non-Annex 1 country)





Carbon finance ($)





Carbon Credits





Buyer


( Annex 1 country / Company)





Actual emissions





Emission target / regulatory cap





Separate REDD markets





Fungible across markets





Monitoring


by project developer





Verification


of PDD implementation  and monitoring results by DOE





Certification


Statement of successful verification by DOE





CER Issuance


by the CDM EB





Letter of Intention (LoI)


Expression of intention to purchase CERs by prospective buyer





Emission Reduction Purchase Agreement (ERPA)


Legally binding contract





Initial Project Idea


Elaboration of a Project Idea Note (PIN)





Preliminary Host Country Approval


Designated National Authority (DNA) issues Letter of Endorsement (LoE)





GHG emissions (cumulative)





Primary buyers: buy to use





Secondary buyers: buy for others





Funds





Traders





Governments





Private sector











Brokers / exchanges





Credit buyer and facilitators





Private individuals





Wholesaler of carbon credits





Carbon credit project





Carbon credit user





Retailer of carbon credits





Carbon credit trader or fund





Carbon credit project





Carbon credit user





Carbon credit trader with a portfolio of carbon credits





Time in which deforestation is delayed (temporary conservation)





t*





Time 





t2            





DA





t1               





DB








� USD 0.10 per carbon credits for the first 15,000 carbon credits per year and US$ 0.20 per carbon credit for any carbon credits above 15,000 carbon credits per year (max USD 350,000). The minimum shown here has been calculated as 15,000 carbon credits per year.


� Same as the registration fee, but there is no maximum. The minimum shown here has been calculated as 15,000 carbon credits per year. The maximum has been picked to correspond to a project with 2m carbon credits per year. Any previously paid registration fees are deducted.





�Needs to be expanded and consolidated! Together with study 3?


�Need to be revised – very preliminary


�To be expanded and completed


- ideally for all studies!!
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