











basic components of a commodity market are
present. In their early stage, carbon markets were
mostly dominated by the demand side through
the pioneering activities of governmental
procurement programs and multilateral efforts.
This was followed by an increase in the number
of carbon credit suppliers and capacity-building
activities to strengthen institutional capabilities
(e.g. DNAs) in non-Annex B parties. This now
requires to be complemented by the development
of secondary market actors on the supply side
who can optimize the way carbon reductions
are commissioned, traded and delivered, thus
resembling actors with similar roles in other
markets, such as wholesalers or aggregators in the
case of the coffee or orange juice markets. The
element of secondary supply is of fundamental
importance because it promises to open up new
and up to now unexplored ways of delivering
carbon credits.

However, pointing to the need for wholesalers
or aggregators is not enough: the instruments
to make their activities possible also need
to be provided. Let us examine the business
model used by coffee aggregators. In this case,
an aggregator or wholesaler devises a coffee-
supply program according to the desired levels
of homogeneity, standards and -certification
compliance established by the demand side.
Before the implementation of these supply
or sourcing programs, coffee production was
generally scattered and atomized, and it was
difficult to achieve homogeneity of quality.

To illustrate how this situation was overcome,
Figure 2 shows how this and other agricultural
commodities with scattered production ranges
are aggregated as futures. Here the aggregator or

Figure 2. Secondary supply program with forward agricultural commodities

Source; prepared by the author



wholesaler intervenes in the design and project
implementation terms to ensure full compliance
with market requirements such as standards,
delivery calendars and quality seals to enable
trading of both forward and spot commodities.

Using PoAs for secondary carbon supply

Do we have a similar instrument for carbon
markets or something that can be shaped in a
similar way? Yes, and it is known as Programmatic
CDM. In December 2005, at the first meeting
of the parties to the Kyoto Protocol (MOP1), a
new CDM modality was agreed: “programmes
of activities” (PoAs). PoAs are intended to open
the CDM market to replicable projects with low
and physically scattered GHG emissions that
would have been difficult and time-consuming
to develop under the standard CDM model.
Programmatic CDM seems to be well suited
to energy efficiency, fossil-fuel switching and
the use of renewable energies, particularly

Fig. 3. Risk profile for a bundling scheme

in private households, small enterprises and
transportation. The specific rules for PoAs were
developed by the CDM Executive Board (CDM
EB), which also approved the templates for
project-design documents for programmes of
activities (PoADD) and its activities (CPADD),
and issued procedures for registering PoAs
and issuing CERs. The CDM EB also amended
small-scale CDM methodologies to make them
applicable to programmatic activities.

Inthepast,groupsof CDMprojectsweresometimes
“bundled” to register them as one larger project
or “bundling”. However, programmatic CDM has
important differences. Bundling requires every
single project to be identified and qualified
before registration, while a programme can be
registered at the concept level without specifying
beforehand all its constituent activities but one.
Bundling has had limited success in promoting
the origination and grouping of small and
dispersed projects. One of the reasons for this is
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the fact that the regulatory risk is only reduced
after the bundled projects have been registered,
which, as with standard CDM projects, happens
only after money and effort have been poured
into the development of every single project and
the drafting of the PDD.

Under the programmatic approach, regulatory
risk is handled earlier in the process. Once a PoA
hasbeen registered based on a presentation of the
concept and at least one real activity to the CDM
Executive Board, enrolled PoA participants can
embark on their individual activities with greater
certainty that their action will be rewarded with
CERs.

Under PoAs, constituent Projects are validated
and verified by relevant UN-accredited Desig-
nated Operational Entities (DoE’s), while moni-
toring is performed by a PoA Managing Entity.
In the event of an individual activity (“CPA” in

Programmatic CDM jargon) failing to comply

Fig. 4. Risk profile for a Programmatic scheme
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with the registered PoA terms, the DoE reports
this and the non-compliant activity is put aside.
However, the other activities in the programme
can continue.

This feature is particularly relevant from the
buyer’s perspective because the inclusion of PoAs
in a portfolio offers a simple way of diversifying
risk within a single type of project or technology.
In addition, much of the complex management
is outsourced to the managing entity, which is
entitled to monitor the projects, trade CERs,
distribute their benefits and represent all the
programme members.

To understand the advantages of a programmatic
approach from the perspective of a project
developer, consider an initiative to reduce GHG
emissions in a given business sector. In many
business sectors, there are different levels of
maturity and willingness to join such an initiative.
Under programmatic CDM early adopters can

Surce: First Climate Group
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Box 1.
Latest regulatory developments
to October 2008

*  Programmes of Activities (PoAs) can
be registered by presenting the pro-
gramme concept (PoA Design Docu-
ment) and at least one real activity ie
a CDM Programme Activity (CPA).

®  As new activities are identified and
developed they can later be enrolled
according to the terms of the regis-
tered programme.

® A PoA shall use only one approved
baseline and monitoring methodol-
ogy, and implement only one type of
technology.

e  Since individual CPAs may lead, in
some cases, to GHG reductions
below the Small Scale threshold
the CDM EB upgraded Small Scale
Methodologies to render them
applicable to PoAs. The upgrade
included changes to account for
leakage emissions associated with
PoAs

Source: adapted from www.unfccc.int/cdm

join up, while slower movers can join in as it esta-
blishes itself.

One of the main selling points in enrolling
companies in a programme is that the individual
project concept has been validated and that
a large part of the regulatory risk has already
been taken care of by the managing entity, which
registers the programme before the enrolling
process begins.

Box 2.
Programmatic characteristics
Programmatic activities under the CDM may
have the following characteristics:
® There are several project developers
e The projects are developed in several
places at the same time
® Project activities don't start necessarily
at the same time
e In some cases, at the moment the pro-
gram is registered it is not possible to
estimate the emission reductions or the
size of the whole program
® The project developers are not known at
the time the program is registered. Only
the Managing Entity is identified.
® Maximum project duration of 28 years
(60 for afforestation and reforestation
projects)
® Depending on the registered monitor-
ing plan, the method or approach used
to verify emission may include random
sampling.

Source: adapted from www.unfccc.int/cdm

In a similar way to buying a franchise, i.e. a
registered business model that works, a company
participating in a programme will be able to
implement a validated project without distracting
itself from its core business. In practice this
means that, once the PoA is registered, the
Managing Entity will provide the project concept
and specific recipe to companies who want to
undertake emission-reductions activities framed
by such a programme.



So far, opportunities for this novel way of creating
carbon value have been arising in business
sectors that encompass small- and medium-size
enterprises (SMEs), are geographically and/or
temporally dispersed, and have a large number
of project owners among whom the number of
committed PoA members is unknown.

This is often the case in the developing world,
where opportunities such as residential lighting,
fuel-switching, upgrading or replacing small
to medium-size boilers, small landfills, water
treatment systems, small hydropower stations
and reforestation programmes may proliferate
thanks to programmatic CDM.

Fig. 5. Secondary supply with forward CERs coming from PoAs.

PoAs are also seen as an opportunity to

strengthen  environmental reporting and
governance in atomised business sectors. In
developing economies, governments prioritise
the allocation of their scarce environmental
law enforcement budget on large-scale industry
and natural resource extraction operations,
leaving SMEs unmonitored. For instance, in
most developing countries, small hydropower
plants below a certain capacity (e.g. 10 MW) do
not need to conduct an environmental impact
assessment, but only present a statement and a
brief environmental management plan, which will
rarely be audited or followed up by government

bureaus.

The business of coping with climate change has grown more rapidly than previous efforts in any environmental field and has

served as a Trojan horse to intervene deeply into corporate agendas and boost participation in climate-neutral activities and

voluntary carbon markets.
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Source: prepared by the author



However, if owners of small hydropower installations
are enrolled in a PoA, the managing entity is
entitled to monitor and report their environmental
performance, safeguarding the compliance of
PoA terms, which would include ecological issues,
sound stakeholder relationships, applicable law
compliance, and so on.

Another issue to consider is that the project has
to be evaluated from both the programme and
the project-by-project perspectives. For example,

Once the PoA is registered, the Managing
Entity will provide the project concept
and specific recipe to companies who
want to undertake emission-reductions
activities framed by such a programme.

the PoA must indicate at registration the specific
information to be provided (from each CPA) to
ensure that leakage, additionality, establishment
of the baseline, baseline emissions, eligibility
and double counting are properly addressed by
each CPA within the PoA.

How can PoAs be used as instruments to bring
maturity to carbon markets? In a similar way
to the business model used by the coffee or
orange juice sectors, Programmatic CDM would
enable aggregators to act as the managing
entities of a PoA. Through this modality, the
aggregator or managing entity can ensure that
the GHG reductions achieved by its constituent
activities (CPAs) comply with the desired levels
of homogeneity (same technology), standards
(same baseline methodology) and certification
(CDM registration), as well as intrinsic risk
diversification, see Figure 5.

To boost carbon supply (demand can be enhanced
depending on the outcome of the Bali roadmap),
primary demand needs to be aggregated
through the use of more sophisticated means
(e.g. PoAs) than simply visiting project owners
and purchase/finance projects individually. An
aggregator or wholesaler (e.g. PoA Managing
Entity), a common actor in mature markets,
has far greater opportunities to align actual
supply with demand terms and conditions,
including the provision of delivery guarantees,
monetization of carbon contracts, financing
in local terms (which enhances liquidity and
collection possibilities in case of default) and
local due-diligence practices according to the
reality found frequently in companies operating
in developing countries. It may be even possible,
as in other commodity markets, to have several
PoAs for the same technology and project type
within the same physical areas, thus giving
rise to healthy competition to offer the best
combination of effectiveness, managing entity
fees and PoA support.

PoAs promise to play a major role in strengthening
secondary carbon supply and carbon markets
maturity in general. To facilitate this development,
the following decisions need to be taken as part
of the Bali roadmap:

e A successor to the CDM should be defined.
Post-2012 GHG reductions coming from
project activities registered as CDM before
31 December 2012 are eligible to be
certified as tradable carbon credits usable or
swappable by other types of carbon credits,
thus giving rise to a truly global carbon
credit commodity.

e A global carbon credit registry should allow
for transactions among permanent non-



Annex | accounts, thus producing a dynamic
secondary market on the selling side. This will
invite local and regional banks and domestic
actors  (technology-providers,  business
groups, etc.) to think and act seriously about
carbon origination.

Eliminate the 1-km limit for neighbouring
distance (see debundling tool at EB33
Report Annex 21) between registered CPAs
belonging to the same SSC PoA. The 1-km
limit can be replaced for a multiphase plan
presented before PoA implementation so that
a distinction between “future” neighbouring
CPAs and actual attempts to split a big
project can be spotted without inhibiting
the implementation of efficient lighting and
energy efficiency PoAs for the residential and
commercial sectors and other project types.
The pros and cons of having a price
regulation mechanism (e.g. a carbon central
bank to bring equilibrium to the CER/EUA
and other carbon credit types “exchange
rates”) should be considered.

Furthermore, the private sector should be able

to:

Improve the capitalization of GHG reductions
obtained by day-to-day capital management
in non-Annex B countries. For example, two
multilateral financial institutions injected
capital into two different instruments: a
domestic credit line for energy efficiency
and GHG reductions; and a fund to finance
low-emission electricity projects. The first
initiative was simply coupled with the
practices and contracting structures of the
domestic bank that was used to allocate
the loans. The loans were quickly allocated,
but the bank failed to capitalize on GHG
reductions of loan receivers, thus leaving
them on their own in terms of carbon
development support. If local and regional

The critical success factor for any post-
2012 climate protection agreement, yet to
be reached, will be its ability to catalyze a
set of replicable business models that lead
to much needed GHG emissions reductions,
either as a core product or as a by-product.

banks were to be properly equipped to
capitalize on GHG reductions, this failure
would not happen again. The second
initiative proved to be very fruitful where
the operator assembled a sound portfolio
of clean electricity projects across a region,
capitalizing not only on GHG reductions
but also increasing the market value of the
portfolio holder as a whole. Opportunities
like this have been identified by the main
global electricity suppliers who now value
not only having supply capacity, but also
a good share of clean electricity installed
capacity.

®  PoAs should be used as carbon credit supply
tools or as secondary supply or sourcing tools.
Future supply can be boosted if aggregators
or wholesalers intervene at an early stage
in enrolling projects or companies in CDM
programmes (PoAs).

Francisco Avendaiio has worked extensively in the USA, EU and
Latin America on energy, commodities markets, and climate change,
including professional posts with Shell International, the Peruvian
DNA, and the International Emissions Trading Association (IETA).

Contact: francisco.avendano@firstclimate.com






LULUCF UNDER CDM:

Abstract:

The post-2012 climate regime is under negotiation.

Until now afforestation and reforestation project
activities have enjoyed extremely low participation
in the carbon market. The principal reasons

are that they are not accepted in the EU-ETS

and that they generate only temporary credits.
The future of these project activities in the
post-2012 regime is unclear, as are the role and
financing mechanisms for reducing emissions from
deforestation and forest degradation (REDD).
The aim of this paper is to explain the current
role of LULUCF and the limitations in the CDM
and offer some ideas for possible improvements.

Marcelo Theoto Rocha
University of Sao Paulo

The Kyoto Protocol of the United Nations
Framework Convention on Climate Change
(UNFCCC) allows developed countries with
greenhouse gas (GHG) reduction commitments
to buy certified emissions reductions (CERs) to
meet their targets. The CERs are to be generated
through project activities under the Clean
Development Mechanism (CDM), as defined in
Article 12 of the Kyoto Protocol. Different types
of project activity may be developed under the
CDM, including land use, land-use change and
forestry (LULUCE).

According to the current rules of the CDM for
the first commitment period 2008-2012, only
afforestation and reforestation (A/R) project
activities are eligible under all potential LULUCF
activities. These kinds of project enjoy extremely
low demand among buyers in the carbon
market. In order to increase the number of A/R



projects in the carbon market and to explore
the potential of other LULUCF activities, such
as reducing emissions from deforestation and
forest degradation (REDD), it is necessary to
revise the current modalities and procedures.
The main aim of this paper is to offer some “food
for thought” to help negotiate LULUCF ‘s role in
the post-2012 regime.

Until now afforestation and reforestation
project activities have enjoyed extremely
low participation in the carbon market;
the principal reasons are that they are
not accepted in the EU-ETS and that
they generate only temporary credits.

Specifically, the aims of this paper are to explain
the genesis of the current rules related to A/R
CDM projects activities; identify the main
reasons for the low participation of A/R CDM
projects activities in the carbon market; propose
modifications to the current A/R rules for the
post-2012 climate regime; and discuss the
potential for including project activities related
to REDD in the CDM under the post-2012 climate
regime.

For this purpose, the paper is divided into the
following sections: the present introduction; the
history of LULUCF negotiations under the Kyoto
Protocol; the experience gained from current
projects and methodologies; proposals for
improvements to the current rules; the particular
case ofreducing emissions from deforestation and
forest degradation (REDD); and conclusions.

In 2003, at the 9™ Conference of the Parties
(COP 9) to the UNFCCC, delegates from different
countries worked hard to finish discussions and
to agree on the “modalities and procedures for
A/R project activities under the CDM in the
first commitment period of the Kyoto Protocol”
(Decision 19/CP.9).!

The negotiations started just after the conclusion
of the Marrakesh Accords (agreed in 2001 at
COP 7), and had as their main guide the decision
related to LULUCF (Decision 11/CP.7)* and the
modalities and procedures for CDM (Decision
17/CP7).3

To guarantee the environmental integrity of the
Kyoto Protocol, Decision 11/CP.7 affirms that
the treatment of LULUCF activities must be
governed by certain principles (see Box 1). The
principles should be applied in all commitment
periods of the Kyoto Protocol and have the aim
of guaranteeing that the removals obtained
through LULUCF activities are real, measurable
and verifiable. Special attention should be given
to principle g: “That reversal of any removal due to
land use, land-use change and forestry activities
be accounted for at the appropriate point in time”.
Because of this principle, the removals from A/R
project activities were considered temporary in
the development of the current A/R CDM rules.

Decision 11/CP.7 also adopted definitions, moda-
lities, rules and guidelines relating to LULUCF

1 After Kyoto Protocol entered into force, became Decision 5/CMP.1 (.
hﬁp-{kdm nfccc.int/Reference/COPMOP/08a0 pdeépa;;EZG )

2 After Kyoto Protocol entered into force, became Decision 16/CMP1 (
hitp://unfece int/resource/dacs/2005/cmp1 /eng/08a0% pdf#page=3)

3 After Kyoto Protocol entered into force, became Decision 3/CMP.1 (

http://cdm unfeec int/Reference/COPMOP/08a01 pdf#page=6)



activities, for application in the first commitment
period. It is important to highlight that the
decision was agreed only for the first commitment
period, because of which it is possible to revise
the content of such decisions in the negotiations
over the post-2012 climate regime. The decision
clearly states that: “The treatment of LULUCF
project activities under Article 12 in future
commitment periods shall be decided as part
of the negotiations on the second commitment
period”.

For the CDM, Decision 11/CP7 limited the eligi-
bility of LULUCF project activities to affore-
station and reforestation. In both cases, project
proponents need to encourage the conversion
of land without forest to forested land through
planting, seeding and/or the human-induced
promotion of natural seed sources. The only
difference between afforestation and reforestation
is the period of time during which the project
proponent needs to check the “non-forest status”
of the land. For afforestation no forest must have
grown on the land for a period of at least fifty
years. For reforestation projects, the proponent
need only check the status of the land as of 31
December 1989.

The possibility of including REDD in the CDM
was therefore excluded for the first commitment
period (see further discussions on REDD in the
section below).

Decision 11/CP.7 also established that: “the
total of additions to a Party’s assigned amount
resulting from eligible LULUCF project activities
under the CDM shall not exceed one per cent of
base year emissions of that Party, times five”. This
means that there is a limit to the amount of CERs
from A/R CDM project activities that a developed
country can use to meet its target. According to

Principles related to LULUCF
adopted in Decision 11 CP.7

That the treatment of these activities
be based on sound science;

That consistent methodologies be
used over time for the estimation
and reporting of these activities;
That the aim stated in Article 3,
paragraph 1, of the Kyoto Protocol
not be changed by accounting for
land use, land-use change and for-
estry activities;

That the mere presence of carbon
stocks be excluded from accounting;
That the implementation of land use,
land-use change and forestry activi-
ties contributes to the conservation
of biodiversity and sustainable use of
natural resources;

That accounting for land use, land-
use change and forestry does not
imply a transfer of commitments to a
future commitment period;

That reversal of any removal due

to land use, land-use change and
forestry activities be accounted for
at the appropriate point in time; and,
That accounting excludes removals
resulting from:

(i) elevated carbon dioxide concen-
trations above their pre-industrial
level;

(ii) indirect nitrogen deposition; and
(iii) the dynamic effects of age
structure resulting from activities and
practices before the reference year.



Bernoux et al. (2002),* the market size for A/R
CDM carbon credits would only be about 110 Mt
CO, for the first commitment period of the Kyoto
Protocol.

While Decision 11/CP7 laid down the principles,
definitions and limits for inclusion of LULUCF
activities under the CDM, decision 17/CP7
provided a “legal structure’, i.e. the headings and a
first negotiating text on the basis of which delegates
negotiated the specific modalities and procedures
for A/R project activities under the CDM.

During the negotiations, many countries had
strong reservations, in some cases even raising
objections, to LULUCF project activities. Deep
differences appeared on many aspects, such as
the date for the definition of reforestation and
how to treat the non-permanence of the removals
from the forestry (principle g of Decision 11/
CP7). As a result conclusions were delayed until
2003 at COP 9, where the Parties agreed on the
modalities and procedures regarding A/R CDM
project activities (Decision 19/CP.9).

Because of such divergences, it is important to
recall that Decision19/CP.9 also decided:’

that the treatment of LULUCF project activities
under the CDM in future commitment periods
shall be decided as part of the negotiations on
the second commitment period and that any revi-
sion of the decision shall not affect A/R project
activities under the CDM registered prior to the
end of the first commitment period;
and

4 Bernoux, M.; Eschenbrenner, V.; Cerri, C.C.; Melillo, ].M.; Feller, C.
LULUCF-based CDM: too much ado for... a small carbon market.
Climate Policy 2 (2002) 379-385.

5 See http://cdm.unfccc.int/Reference/COPMOP/08a01.
pdf#page=61 paragraph 3 and 4.

to periodically review the modalities and pro-
cedures for A/R project activities under the
CDM, and that the first review shall be
carried out no later than one year before
the end of the first commitment period,
based on recommendations by the Execu-
tive Board of the CDM and by the Subsid-
iary Body for Implementation, drawing on
technical advice from the Subsidiary Body
for Scientific and Technological Advice, as
needed.

These passages clearly give a legal mandate
to try and improve the current rules. These
improvements are necessary since few A/R CDM
project activities are being proposed. They also
represent a “political will” that existed in 2003
but may now be lost in the negotiations for a
post-2012 climate regime.

According to the UNEP Risg Centre,® on 1
September 2008 there were 3,819 CDM project
activities in the pipeline. Of this total, only five
project activities relate to afforestation and 22
to reforestation. This represents only 0.13% and
0.58% respectively of the projects in the pipeline
and, in terms of potential 2012 CERs, only 0.07 %
and 0.43% respectively.

The extreme low participation of A/R CDM
project activities in the carbon market cannot be
explained by the lack of methodologies as in the
past. At the time of writing, fourteen baseline and
monitoring methodologies had been approved
by the Executive Board.” This means that project

6 UNEP Risoe CDM/JI Pipeline Analysis and Database, September 1st
2008 - http://www.cdmpipeline.org/publications/CDMpipeline.xls

7 http://cdmunfeccint/methodologies/ARmethadologies/index.htm



proponentshavefourteendifferentmethodologies
to determine and estimate the baseline® and the
“net anthropogenic greenhouse gas removals by
sinks”? Probably around 80% of all potential A/R
project activities under the CDM are covered by
the approved methodologies.

Different reasons explain the extremely low
participation of A/R CDM project activities in
the carbon market. In order of importance, the

main reasons are:

1. No acceptance under the EU ETS (Eu-
ropean Union Emission Trade Scheme):
the European Union does not buy CERs
from A/R CDM to comply with its emission
reductions targets, with the arguments
that:1°

e “LULUCEF projects cannot physically
deliver permanent emissions
reductions. Insufficient solutions
have been developed to deal with
the uncertainties, non-permanence
of carbon storage and potential
emissions ‘leakage’ problems arising
from such projects. The temporary
and reversible nature of such activities
would pose considerable risks in a
company-based trading system and
impose great liability risks on Member
States;

8  The baseline scenario for an A/R CDM project activity is the
scenario that reasonably represents the sum of the changes in carbon
stocks in the carbon pools within the project boundary that would have
occurred in the absence of the proposed project activity (http://cdm.
unfccc.int/Reference/Guidclarif/glos_CDM_v04.pdf)

9  Defined as "the actual net GHG removals by sinks minus the baseline
net GHG removals by sinks minus leakage’ http://cdm.unfccc.int/Refer-
ence/Guidclarif/glos_CDM_v04.pdf

10 Questions and Answers on the Commission’s proposal to revise
the EU Emissions Trading System - MEMO/08/35 (23/01/2008).
Available at: http://europa.eu/rapid/pressReleasesAction.
do?reference=MEMO/08/35

e The inclusion of LULUCF projects in
the ETS would require a quality of
monitoring and reporting comparable
to the monitoring and reporting of
emissions from installations currently

There are high expectations concerning
the positive incentives that could come
from REDD, especially in countries
that see REDD as the only profitable
way to enter the “carbon market’.

covered by the system. This is not
available at present and is likely to
incur costs which would substantially
reduce the attractiveness of including
such projects.

®  The simplicity, transparency and
predictability of the ETS would be
considerably reduced. Moreover, the
sheer quantity of potential credits
entering the system could undermine
the functioning of the carbon market
unless their role were limited, in
which case their potential benefits

would become marginal.”"

2. Temporary credits: In order to take into
consideration one of the main concerns
of Parties, namely the potential non-per-
manence of the forest (principle g of Deci-
sion 11/CP7), decision 19/CP9, introduc-
ing temporary credits for A/R CDM project
activities, was adopted. There are two types
of temporary credit: i) “Temporary CER”

11 Questions and Answers on the Commission’s proposal to revise the
EU Emissions Trading System (MEMO/08/35) — available at: http://
) . L h0st2012_



4.

(tCER), which expires at the end of the
commitment period following the one
during which it was issued. For example, a
tCER issued in 2007 will expire at the end
of the first commitment period, e.g. 31 De-
cember 2012; ii) “Long-term CER” (ICER),
which expires at the end of the crediting
period of the A/R CDM project activity. For
example, if an ICER is issued in 2007 and
the A/R CDM project activity has a credit-
ing period of 30 years, the ICER will
expire in 2037. In this sense, the tempo-
rary credits from A/R CDM project activi-
ties can be considered a “rent’, where the
project proponent undertakes the obliga-
tion to remove and retain a certain quan-
tity of CO, during a specific period of time.
At the end of the rent contract, the project
proponent is free to release the CO, (cut
the forest), and the buyer must replace the
credit.

. Complexity and cost of the approved

baseline and monitoring methodologies:
One of the main complaints of project de-
velopers is that the A/R methodologies are,
in most cases, relatively more complex and
costly than non-A/R methodologies.

Limits on the use of tCERs or ICERS:
As already pointed out ,the total amount
of carbon credits from A/R CDM project
activities that can be used by developed
countries to meet their emission reduction
target under the first commitment period
of the Kyoto Protocol is limited. For other
reasons, nowadays even the limit is not
achieved.

Among the reasons cited above, reason 3 (and
the monitoring quality raised by the EU) could be
dealt with in the context of the Afforestation and
Reforestation Working Group (AR-WG) under
the CDM Executive Board (EB). The AR-WG was
established to draw up, among other things:

recommendations on options for expanding the
applicability of methodologies for CDM A/R
project activities, if applicable, and develop tools
to facilitate the selection of one approved meth-
odology from among those of a similar nature by

project participants.”

The work of the group is similar to the
Methodologies Panel (Meth Panel).

In this sense, the consolidation process started
withmethodologyAR-ACMOO0O1 isverywelcome.”
Further consolidations could be used to simplify
the methodologies, taking into consideration, of
course, the environmental integrity of the Kyoto
Protocol. A deeper look at the methodologies
from non-forestry project activities might inspire
the process. Also, the development of tools could
represent a powerful simplification, especially
if they could be accompanied by user-friendly
software. Of course, if AR-WG is guided only by
an “academic spirit “, consolidation and tools
could have the opposite effect of simplification
by creating methodologies that are more complex
and costly.

12 Terms of reference for the afforestation and reforestation working
group (EB23, Annex14)

13 Afforestation and reforestation of degraded land - Version 1 (http://
fecci FileS, cn CMMERS.-
DUS65IKTQCI14YSIOWK3IBVUYNQ2)



However, the most important reasons (1 and
2) for the low participation of AR CDM project
activities in the carbon market can only be solved
by political decisions.

According to the directive proposal for EU ETS
Phase III" (2012 to 2020), A/R CDM project
activities will still be banned. The EU needs to
revise its reasons for not accepting A/R CDM
project activities and even propose different ways
to deal with the issue of non-permanence.

In the UNFCCC context, the recent conclusions
of the Ad Hoc Working Group on Further
Commitments for Annex [ Parties under the Kyoto
Protocol (AWG-KP)® acknowledged that further
discussions on LULUCF should take into account
the principles established by decision 11/CP.7. In
relation to the project-based mechanisms there
are two possible approaches:

(a) Make a few changes in the current rules, meaning
that only the legally required changes will be made
to the current modalities and procedures (the
same rules will apply mutatis mutandis for post-
2012, and only the reference to the first commit-
ment period will be deleted from the rules);

(b) Make more changes to current rules, meaning that
non-permanence, leakage, measurements, defini-
tions and others elements could be revisited as
necessary.

In both arenas (EU ETS and UNFCCC), first of
all, there is a need for “political will” to make
real revisions and possible improvements to the
current modalities and procedures. “Political
will” in this context means that countries need to

14 . . . . ~ 2012
enhtm

15 For example: FCCC/KP/AWG/2008/L.5 - http://unfccc.int/re-
source/docs/2008/awg5/eng/105 .pdf

agree that LULUCF project activities can or should
play a bigger role in the post-2012 regime. Some of
the limitations that project activities may have (e.g.
non-permanence and monitoring costs) could be
solved by a real learning-by-doing approach or by
being treated differently in specific situations, even if
they produce losses in “simplicity, transparency
and predictability” Also, there is always the
possibility to define acceptable losses in

“simplicity, transparency and predictability”.

If the temporary credits solution remains
in the post-2012 regime and will also be
applied to REDD credits, then probably

the demand for LULUCF CDM project
activities will remain extremely low, being

incapable of raising the amount of financial

resources needed to make LULUCF a real
contribution to climate-change mitigation.

During the process of agreeing Decision 19/CP.9
(2003), there was a “political will” that predicted
the revision of the modalities and procedures
(see quote above) after experiences were made.
Unfortunately, the current modalities and
procedures did not create the necessary number
of projects to make up a diverse, concrete and
real experience. In other non-forest cases, the
improvements were only possible due to experience
learned from concrete projects (e.g. monitoring of
CH4 emissions in manure management projects

and landfill ex-ante estimates).

Now, in the current discussions on the role of
LULUCEF post-2012, especially in the AWG-KP, it
seems that some Parties do not have the strong
political will needed to discuss the issue further.



If parties really want to create more space for
LULUCF projects in the post-2012 regime,
it is necessary to demonstrate some trust in
these kinds of project and to explore new ideas
regarding the challenges and, if necessary, pay
the costs of developing such ideas.

With regard to non-permanence, one new idea
to be explored further is to establish some kind
of forest (native forest without any commercial
exploration) in countries with a legal and en-
forceable framework for forest protection. The
forest could be subjected to low-cost monitoring
procedures after the final verification with the
aim of extending permanence beyond the current
time limit imposed by the temporary credits.
After the end of the crediting period, the carbon
credits created remain valid as long as the project
proponent demonstrates evidence that the forest
remains on the ground. Such evidence could be
limited to satellite images or photographs every
five years, after the last verification. It would not
require further carbon stock measurements after
the last verification, assuming that the forest
does not enter in a process of degradation after
establishment.

Other ideas to deal with the non-permanence
issue include the establishment of buffer zones
that could serve as a form of insurance, and host
countries assuming the liability of the “reversal
of any removal”. All of them could have high cost.
It is important to emphasize that the technical
debates should be started without the “political
will” and will probably repeat discussions and
conclusions from 2003, ie. the “temporary
credits”. Finally, caps (as explained in reason 4)
could still be used in order to accommodate
concerns regarding environmental integrity.

BOX 2.
Indicative guidance for REDD

demonstration activities

1.

10.

11.

Demonstration activities should be under-
taken with the approval of the host Party.
Estimates of reductions or increases in emis-
sions should be results-based, demonstra-
ble, transparent, verifiable, and estimated
consistently over time.

The use of the methodologies (Good
Practice Guidance for Land Use, Land-Use
Change and Forestry) is encouraged as a
basis for estimating and monitoring emis-
sions.

Emission reductions from national demon-
stration activities should be assessed on the
basis of national emissions from deforesta-
tion and forest degradation.

Subnational demonstration activities should
be assessed within the boundary used for
the demonstration, and assessed for associ-
ated displacement of emissions.

Reductions in emissions or increases result-
ing from the demonstration activity should
be based on historical emissions, taking into
account national circumstances.
Subnational approaches, where applied,
should constitute a step towards the devel-
opment of national approaches, reference
levels and estimates.

Demonstration activities should be consis-
tent with sustainable forest management,
noting, inter alia, the relevant provisions

of the United Nations Forum on Forests,
the United Nations Convention to Combat
Desertification and the Convention on
Biological Diversity.

Experiences in implementing activities
should be reported and made available via
the Web platform

Reporting on demonstration activities
should include a description of the activities
and their effectiveness, and may include
other information.

Independent expert review is encouraged.



Reducing emissions from deforestation and forest
degradation (REDD) is becoming more attractive
than afforestation and reforestation, at least in
the negotiations. There are high expectations
from various countries about the outcome of the
negotiations. The negotations re-started in 2005,
when the Government of Papua New Guinea by
its communication dated 28 July 2005, requested
the secretariat to add an item titled ‘Reducing
emissions from deforestation in developing
countries: approaches to stimulate action’ to
the provisional agenda of the Conference of the
Parties at its eleventh session.

After the initial submission from Papua New
Guinea and Costa Rica,'® many other submissions
were made, workshops were held, and a decision
was taken in Bali in the context of the “Road
Map””. The main element in that decision is the
possibility of Parties to undertake “demonstration
activities” following indicative guidance (see Box
2).

Countries are working on the development of
these demonstration activities, especially with
the help of the Forest Carbon Partnership
Facility from the World Bank.

The new Forest Carbon Partnership Facility is de-
signed to set the stage for a large-scale system
of incentives for reducing emissions from defores-
tation and forest degradation, providing a fresh
source of financing for the sustainable use of
forest resources and biodiversity conservation....
The Forest Carbon Partnership Facility will build
the capacity of developing countries in tropical

and subtropical regions to reduce emissions from

deforestation and forest degradation and to tap
into any future system of positive incentives for
REDD. In some of these countries, the FCPF will
also help reduce the rate of deforestation and for-
est degradation by providing an incentive per ton
of carbon dioxide of emissions reduced through
specific Emission Reductions Programs targeting
the drivers of deforestation and forest degrada-

tion.'

As pointed out before, there are high expectations
concerning the positive incentives that could
come from REDD, especially in countries that
see REDD as the only profitable way to enter
the “carbon market” Some caution is needed,
however, since, even if REDD becomes eligible
under the CDM in the post-2012 regime (and
nowadays there is no guarantee that this will
happen), the same constraints that apply to A/R
(e.g. temporary credits) could apply to REDD.
As a result, the demand for REDD credits could
be extremely limited, with no effective result in
reducing deforestation and no effective payments.
In this sense, discussing the inclusion of REDD
in the CDM without solving the problem of non-
permanence seems irrelevant.

1. Coordination: because of the complexity of
REDD, many and different actors must be
involved in the different phases. All coun-
tries find coordination among all these dif-
ferent actors to be one of the biggest chal-
lenges;



2. International leakage: in certain situations,

there is a large potential of leakage over
countries’ borders;

. Opportunity costs: because of the charac-
teristics of some of the main drivers for
deforestation and degradation, some op-
portunity costs could be very difficult to
determine and to compete with them. In
this case, countries could combine carbon
revenues with other financial resources
(e.g. over-pricing due to agriculture certifi-
cation) and have a close dialogue with the
private sector;

. Institutional arrangements for deforestation
and degradation: some drivers of deforesta-
tion and/or degradation have such com-
plex, articulated and strong institutional
arrangements (based on a triangular divi-
sion of actors) that REDD will demand deep
and painful modifications going far beyond
“payments for environmental service”. This
will be especially the case if these payments
are intended to benefit primarily commu-
nities and do not benefit the intermediary
actors present at the institutional arrange-
ments. These intermediary actors could be
those that will manipulate the communi-
ties, but they will also be used by the top
actors to maintain the status quo;

. Sharing: exchanging information and
knowledge between all countries and rel-
evant organizations and stakeholders. This
could include a web platform, seminars and
workshops, peer-to-peer meetings, reports

and publications, etc.

2. Non-forest approach: because of the char
acteristics of some of the main drivers for
deforestation and degradation, the main
potential solutions could lie outside the
forest sector. This imposes great challeng-
es, since the opportunity costs could be
much higher, and coordination with non-
forest organizations and/or non-forest gov-
ernmental bodies more complex;

3. Reducing emissions beyond REDD: some of the
main opportunities for particular coun-
tries could be outside reducing deforesta-
tion and/or degradation (e.g. conversation
and enhancement of carbon stocks);

4. Regional approach: this is definitely some-
thing to explore, taking into consideration
not only the potential benefits, but also the
technical and political consequences.

There is definitely a mandate and a need to
revise the current modalities and procedures
for LULUCEF project activities under the CDM. It
is not clear whether Parties have the “political
will” to do this at the level necessary to produce
concrete and consistent results. Political will is
the main element necessary to decide what kind
of modifications will be applied to A/R and REDD
in the post-2012 climate-change regime.

Unfortunately there are not many LULUCF
activities that can benefit from the “learning by
doing” approach. In the non-A/R context, many
of the revisions for the post-2012 regime could
be based on concrete experience and cases.

Besides this limitation, there is no reason to give
up on forestry project activities in the post-2012
regime. It is unnecessary to explain that reducing
emissions from LULUCF is an important part
of the achievement of the UNFCCC objective.



Also, it is not necessary to choose between A/R
and REDD. In fact, in some cases they must be
implemented together. They could also have
different sources of financing: A/R through
carbon credits and REDD through funds.

One common element between A/R and REDD
is the treatment of non-permanence. If the
temporary credits solution remains in the post-
2012 regime and will also be applied to REDD
credits, then probably the demand for LULUCF
CDM project activities will remain extremely
low, being incapable of raising the amount of
financial resources needed to make LULUCF a
real contribution to climate-change mitigation.
The main focus of the discussion should be to find
alternative ways to deal with the non-permanence
issue. Without an alternative approach, inclusion
of REDD in the CDM could become irrelevant.

Because of the complexity of the problem of
climatechange,includingthenegotiationprocess,
possible improvements in the A/R modalities and
procedures, and especially decisions concerning
REDD, cannot be treated in isolation. They will
influence and be influenced by other items of
the negotiation agenda.

Adopting an analogy made by an expert on the
carbon market in the last Carbon Expo regarding
the actual stage of non-A/R CDM project
activities: “The low hanging fruits are gone, we
need to start planting new fruit trees” In the
case of the forestry projects, it is not possible
to say that until now almost no fruit has been
collected because the decisions taken in the past
have created a very low demand for this kind of
fruit. For the post-2012 regime, it is necessary to
make the “forestry fruit” more attractive in order
to harvest some of these fruits and in fact plant
some trees.
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