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4. REFORMING SUBSIDIES

This section gives a brief assessment of subsidy reform as a potentially important component of
any mix of instruments to increase potential financing for conservation and create more
appropriate incentives. Subsidy reform is not a new mechanism as such, but has been placed in
Part I11 of this report because reform processes are in their infancy in most parts of the world and
substantial progress is necessary. The TEEB study, for example, calls for ‘doubled efforts’ to
reform subsidies (ten Brink et al., 2009).

4.1 WHAT ARE SUBSIDIES?

Subsidies come in many shapes and forms. A common definition of a subsidy is “....government
action that confers an advantage on consumers or producers in order to supplement their income
or lower their cost” (OECD, 2005). Subsidies are most commonly thought of as direct transfers
(or potential transfers, e.g., covering liabilities) from the government to private or civil-society
actors. But they may also consist of income or price support, tax credits, exemptions and rebates,
loans on special terms, and preferential treatment of various kinds (ten Brink et al, 2009).

Some of the subsidies can be read out of public budgets (e.g. national accounts) and some are
not-accounted for (‘off-budget’). Due to the wide heterogeneity of subsidy types and varying
degree of formal accounting, statistics on subsidies are fairly sketchy. However, work is ongoing
to systematically record and calculate direct and indirect subsidies, for example in the World
Trade Organization.

According to the definition above, and as discussed in Part Il of this report, PES schemes
financed by governments are subsidies. Subsidies are introduced and maintained for various
social, environmental and economic reasons. Many of these are good or politically rational
reasons (ten Brink 2009). For example, as emphasized in environmental economics, a subsidy
can be sensible and efficient if given to reduce so-called environmental externalities or
encourage positive ones. PES schemes try to stimulate the generation of positive externalities (or
avoidance of further negative ones), given that landowners often in practice are seen to have the
right to keeping the existing situation (or to cause further environmental degradation — as
discussed in Part I). While renaming ‘subsidies’ to ‘payments’ may seem to have increased their
legitimacy, caution is necessary. As pointed out by ten Brink et al (2009) even so-called green
subsidies may distort economies and markets, and may not be well-targeted or cost-effective — as
we have also seen with several ongoing and previous PES schemes.

Many subsidies all too often end up distorting prices and resource allocation decisions, typically
also harming the environment. Typical examples of such subsidies are the ones stimulating over-
production (e.g. within agriculture) or over-consumption (e.g. the use of coal in energy produc-
tion, petrol for cars). Whether subsidies are good or bad often comes down to their objective and
their specific design and implementation. Pieters (2003) include the following questions:

e Do they serve (or continue to serve) their intended purpose?
e At what cost (efficiency)?
e How are the costs and benefits distributed (equity)?
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e Are they harmful to the environment in general and for ecosystem services and
biodiversity in particular?

4.2 REFORMING SUBSIDIES — A POTENTIAL WIN-WIN?

The overall level of subsidies is enormous. Subsidies to agriculture, the largest of all subsidies,
are estimated at 250 billion US$ per year in OECD countries alone (ten Brink, 2009). Subsidy
reform has been on many government agendas since the early 1990s and has been pushed after
2000 by, for example, a series of studies by the OECD (OECD, 2003, 2005).

The main rationale for subsidy reform is to restore resource allocation efficiency, i.e. direct
scarce resources to areas of production and consumption where they are valued the highest.
Further, subsidies are typically financed by taxes that create their own efficiency losses in
collection. Finally, as inefficient subsidies are cut, scarce government resources can be freed for
more productive uses, including funding of conservation policies. Although some subsidies may
be particularly bad for biodiversity and ecosystem services, e.g., biofuel subsidies and
agricultural subsidies that stimulate over-production in general (OECD, 2008), it is important not
to restrict subsidy reform only to those subsidies that are explicitly bad for the environment.

Achieving these efficiency gains through subsidy reform (or removal) has proven tremendously
challenging. Although the effectiveness and efficiency arguments for removing or reducing many
types of subsidies are compelling, issues of equity and process legitimacy, and share complexity
of reform, are effectively halting progress in this area.

As concluded by Pearce and von Finckenstein (2000):

“The complexity arises from the fact that subsidies are manifestations of rent-seeking, which, in
turn, is part of a wider category of unproductive activity in economic systems. Rent-seeking
involves redirecting economic resources to special interest groups rather than using resources
productively. Interest groups then use those resources to reinforce their privileged positions.
Subsidy reform will inevitably conflict with those special interests. The idea that subsidy reform
is a “win-win” policy is therefore misleading — there will always be losers, even if they are
undeserving losers. In many cases, the most harmful subsidies will be those that are least easy to
remove”.

This quote may be a bit strong, as some subsidies may have legitimate and sensible objectives.
However, a large share of subsidies seems still to fall in the category criticized by Pearce and
von Finkenstein.

Hence, removing or reducing ineffective subsidies that have no current legitimate objective is
often a painful process for the interest groups that stand to lose and they will fiercely oppose
such changes. Such potential conflicts can be sought alleviated through broad stakeholder enga-
gement, transitional assistance (to ease the pain), increased transparency and information ex-
change (which may increase the broader support for reform). Ten Brink et al. (2009) have drawn
up a road map for reform of subsidies (see Box I11.4 below), acknowledging the equity issues
involved in subsidy reform.
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Text Box 111.4 Developing a road map for reform: a checklist for policy-makers

14. Assess the costs and benefits of potential reform in more detail:

¢ potential environmental benefits: include thinking on benefits in other countries and secondary
effects, which can be perverse;

¢ potential economic costs: e.g. national (tax, GDF, etc), sector-wide, for winners and losers
within the sector (including new entrants/future industry), for consumers/citizens (affordability);

¢ potential social impacts: e.g. jobs, skills, availability of goods/services, health;

¢ potential competitiveness and innovation benefits

¢ potential ethical benefits e.g. as regard fairness of income, appropriateness of support,
links to future generations;

¢ s the reform practical and enforceable?

To identify the likelihood of success and whether it is worthwhile using political capital for re-
form, the following questions can be useful to set priorities for the road map.

Is there a policy/political opportunity for action?

15. Is there a window of opportunity? e.g. policy review process, evaluation, public demand?
16. Is there a potential policy champion?

17. Will there be sufficient political capital for success?

These guestions can be answered at different levels. A quick scan can help develop the overall picture,
but more detailed analysis is needed to clarify the details, identify what should be the exact nature of the
reform and support the call for subsidy reform.

14. Assess the costs and benefits of potential reform in more detail:

¢ potential environmental benefits: include thinking on benefits in other countries and secondary
effects, which can be perverse;

¢ potential economic costs: e.g. national (tax, GDF, etc), sector-wide, for winners and losers
within the sector (including new entrants/future industry), for consumers/citizens (affordability);

¢ potential social impacts: e.g. jobs, skills, availability of goods/services, health;

¢ potential competitiveness and innovation benefits

¢ potential ethical benefits e.g. as regard fairness of income, appropriateness of support,
links to future generations;

¢ s the reform practical and enforceable?

To identify the likelihood of success and whether it is worthwhile using political capital for re-
form, the following questions can be useful to set priorities for the road map.

Is there a policy/political opportunity for action?

15. Is there a window of opportunity? e.g. policy review process, evaluation, public demand?
16. Is there a potential policy champion?

17. Will there be sufficient political capital for success?

These guestions can be answered at different levels. A quick scan can help develop the overall picture,

but more detailed analysis is needed to clarify the details, identify what should be the exact nature of the
reform and support the call for subsidy reform.

Source: ten Brink et al., (2009)
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4.3 CONCLUSIONS AND TRANSFERABILITY TO DEVELOPING COUNTRY
CONTEXTS

As we have seen, some subsidies may serve sensible and legitimate purposes such as many PES
schemes. However, a larger share of subsidies creates distortions, demand scarce public
resources and may be harmful to the environment. In a developing country context, such
subsidies are often closely linked to social policies aimed to alleviate poverty. However, they are
also often linked to corruption, making change difficult. Reform of subsidies should in
developing countries go together with broader macroeconomic and political reforms. However,
as pointed out by Pearce and Finckenstein (2000), democratic political reforms are not sufficient
as western democracies have higher subsidies than the rest of the world.

Interestingly, in these days of government fiscal crises, Pearce and Finckenstein (2000) argue
that moments of crisis may be transformational, i.e. give governments a ‘sudden shock’ pushing
reform:

“Some have advocated ‘“‘sudden shocks” whereby dramatic events are seized as an
opportunity to institute reform. There is some evidence to suggest that if a crisis does
occur, it may be best to implement subsidy reform along with other transitional measures
in one large package An alternative is to let the almost inevitable growth of subsidies
produce economic bankruptcy, and then institute reform. But many societies have proved
surprisingly resilient whilst sustaining extensive subsidy regimes, and the costs of waiting
may not be acceptable anyway.”

It remains to be seen whether the current “fiscal” window of opportunity is seized, potentially
freeing financing for other policies, including biodiversity and ecosystem policies.
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APPENDIX. HABITAT BANKING - EFFECTIVENESS, EQUITY
ANDFAIRNESS IN THE PRESENCE OF HABITAT
DYNAMICS

by
David N. Barton

The independence in the timing of assessment of damage (debits) and assessment of offsets
(credits) is the key feature distinguishing habitat banking from biodiversity offsets (EFTEC
2010). EFTEC (2010) has a comprehensive discussion of issues that remain to be resolved for
habitat banking to become a reality. The report addresses as ‘Secondary issues’ the topics of
managing risk, accounting for time preference, achieving conservation targets and social equity.
In this appendix we devote some more attention to these ‘secondary issues’, believing that
uncertainty of habitat and land-use dynamics may make them key to stakeholders’ interpretation
of the fairness of habitat banking.

Either development takes place at location A before the rehabilitation project at location B,
creating an offset debit (Figure Al), or rehabilitation takes place before the development in
which case an offset credit is generated (Figure A2), EFTEC(2010).

Particular problems for the legitimacy of habitat banking in separating offsetting activities from
development temporally and spatially in the presence of dynamics and uncertainty are explained
below with the help of a series of diagrams:

1) compensation of interim habitat losses (Figure A3)

2) compensation of ecosystem service between sites (Figure A3)

3) uncertainty in predicting biodiversity offset and achieving a “no net loss” conservation
target in a dynamic ecosystem (Figure A4)

4) uncertainty regarding the distribution of ecosystem service gains and losses between the
development site and the offset site (Figure A4)

5) restoration time lags for the most biodiverse and complex ecosystem types, and problems
of discounting present and ecosystem service losses against future gains. (Table Al)

1. Compensation of interim habitat losses (Figure A3)

Off-sets are ideally generated ex ante a development and stored as credits until purchased. Given
long lead times in identifying restoration sites and time lags in restoration that are longer the
more complex the ecosystem (Table Al), there is a risk that off-sets are generated ex post of a
development. Assuming here that an equivalent habitat can be found, there are still interim losses
in habitat and ecosystem services which would require offsetting. A higher than 1:1 ratio offset
would be required to compensate for interim loss.
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2. Compensation of ecosystem service between sites (Figure A3)

In Figure A3 we assumed that (i) opportunity costs are fully compensated, (ii) that there are no
dynamics in the habitat so that the future states of ecosystems at locations B and A are known,
(iii) that there is no net loss of habitat by the time rehabilitation is completed. Even under these
ideal conditions ecosystem service losses at site A may not have been compensated by ecosystem
service gains at site B, because the constellations of users, their locations relative to the
development and off-set sites, and their use intensity at locations A and B are likely to be
different. While opportunity costs of landowners at site B are compensated, and habitats
equivalently restored (their composition, structure and function on-site), loss of ecosystem
services at and around site A is not necessarily compensated by gains at and around site B.
Examples of such externalities include loss of landscape cultural values (aesthetics, recreational
opportunities) for populations around the development site that are not compensated by off-sets
at a different site and time unless they are equivalent in terms of access.

3. Uncertainty in predicting biodiversity offset and achieving a “no net loss” conservation
target in a dynamic ecosystem (Figure A4)

In Figure A4 we introduce some dynamics in terms of habitat quality fluctuating at location A
due to a natural variability — this might be the example of habitat extent and structure changing
between years due to e.g. droughts. At location B we assume both natural variability and a
downward trend in habitat extent/quality due to human pressure. This may be the case where
increasing population is expected in an initially rural area that is being used for habitat
rehabilitation for habitat banking purposes. Uncertainty in the baseline future states of habitat at
both locations make planning for the offsets demanded more difficult. The challenge is
illustrated in the need to predict the line in Figure A4 “net habitat A&B”. In order to guarantee
that equivalent habitat is rehabilitated larger offset ratios than 1:1 are required, the ratio being
larger, the greater the variability between the sites. Differences in land-use development trends
between sites would increase the ratio further. Increasing offset ratios comes at the cost of
rehabilitating additional areas relative to a situation with no uncertainty (as in Figure 3A). This
is an illustration of the cost of uncertainty to a habitat banking scheme. Perception of this
uncertainty by stakeholders at both sites may magnify calls for increasing the off-set ratios
between sites, and if not addressed jeopardize perceived fairness of the habitat banking schemes.

4. Uncertainty regarding the distribution of ecosystem service gains and losses between
the development site and the offset site (Figure A4)

Differences in natural variability and changing land-use pressures between the sites could also
affect the expectations stakeholders have of losses of ecosystem services at site A and gains at
site B. This challenge is illustrated by the need to predict — at the time the development is com-
pleted and the off-set is demanded — the losses and gains in uncertain ecosystem services as a
result of uncertain changes in habitat (the latter represented as red and green areas of Figure A4).
Uncertainty would be expected to magnify problems with stakeholders perception of fairness
addressed under (3) above.
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5. Restoration time lags and problems of discounting present and ecosystem service losses
against future gains (Table 1A and Figure A4)

Table 1A (EFTEC et al. 2010) shows how restoration times for different habitats and landscape
features. A hypothesis is that more biodiverse and complex structured ecosystems have longer
restoration times. For these systems there is greater likelihood that rehabilitation is completed
and offsets credits verified after the development takes place. This is illustrated in Figure A4.
Because interim losses in habitat and ecosystem services (location A) may occur many years in
advance of complete rehabilitation at the offset site (location B). Discounting of future benefits
against present costs imply that less habitat restoration may be required in future to compensate
for a loss now, because the economic value of credits is made equivalent through discounting
(EFTEC et al. 2010). Discount rates are also higher for riskier prospects.

Some closing considerations regarding equity and legitimacy

EFTEC et al. (2010) state that an advantage of banking systems is that a precondition can be to
establish offset credits before sale takes place. Given the time lags in identifying habitats and
restoration itself this requirement would push establishment of habitat banking farther into the
future than the 10 years predicted in the report. At the same time financial and development
sectors have an economic interest in pushing for earlier implementation, before credits have been
generated. While habitat banking systems are developing ways to address discounting and specu-
lation in this risk (EFTEC et al. 2010, case appendix), we think that habitat banking also faces
problems in explaining the rationale of discounting and its biophysical consequences for offsets
to non-financial and non-development stakeholders. An offsets scheme that delivers
economically equivalent, rather than biophysical equivalent, offsets is unlikely to be perceived as
neither precautionary nor equitable.

82



Department of International Environment and Development Studies, Noragric

Figure Al. Habitat banking (biodiversity offset debit with ex post rehabilitation)
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Figure A3 Interim habitat loss in habitat banking (no ecosystem dynamics)
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Table Al Restoration time-scales for selected habitat types

Table 4.1. The feasibility of restoring selected habitat types and their relative time-

scales

Habitat Time-scale Hotes
Temporary pools 1-5 years May never support some faunas e.g. Triops and
Cheirocephalus, but rapidly colomised by water
beetles.
Eutrophic ponds 1-5 years Creatable provided adequate water supply.

Readily colonised by water beetles and
dragonflies but faunas restricted to those with
limited specialisms. Include ponds created for
Great Crested Hewts Triturus vuleatus.

Mudflats 1-10 years Dependent upon positicn in tidal frame and
sediment supply.

Eutrophic grasslands 1-20 years Dependent upon availability of propagules.

Resdbeds 10-100 years Will readily develop under appropriate water
conditions.

Saltmarshes 10-100 years Dependent upon availability of propagules,
position in tidal frame and sediment supply.

Oligotrophic grasslands 20-100 years + Dependent upon availability of propagules and
limitation of nutrient input.

Chalk grasslands 50-100 years « Dependent upon availability of propagules and
limitation of nutrient input.

Tellow Dunes 50-100 years + Dependent upon sediment supply and

availability of propagules. More likely to be
restored than re-created.

Heathlands 50-100 years + Dependent upon nutrient loading, soil structure
and availability of propagules. Ho certainty that
vertebrate and invertebrate assemblages will
arrive without assistance. More likely to be
restored than re-created.

Grey dunes and dune 100-500 years Probably not recreatable but potentially
slacks restorable.
Ancient Woodlands 500 - 2000 years Mo certainty of success if ecosystem function is

sought - dependent upon soil chemistry and
mycology plus availability of propagules.
Restoration a possibility for plant assemblages
but questionable for rarer invertebrates.

Vegetated shingle 500 - 5000 years Dependent upon sediment supply and coastal

structures processes. Essentially un-recreatable.

Blanket Bogs 1,000 - 5,000 years Probably un-recreatable but will form in these
timescales.

Raised Bogs 1,000 - 5,000 years Probably un-recreatable but will form in these
timescales.

Limestone Pavements 10,000 years Un-recreatable but will form if a glaciation
OCCUrS.

Pingoes 10,000 years Un-recreatable but will form if a glaciation
OCCUrs.

Turloughs 10,000 years Un-recreatable but will form if a glaciation
OCCUrs.

Source: Morris and Barham, 2007

Source: cited in EFTEC (2010:80)
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Two major mutually interrelated global environmental problems have come to the fore:
climate change and biodiversity depletion (Fig.1). Both are internationally addressed through
their respective conventions, namely the Framework Convention on Climate Change (ECCC)
and the Convention on Biological Diversity (CBD). The former has a market-based GHG
(greenhouse gas) emission trading instrument, or the Kyoto Protocol. The other still needs, in
our view, designing a similar market-based international mechanism.

Several initiatives in this direction have recently been made public. The Venezuelan
President announced at the World Summit for Sustainable Development (WSSD,
Johannesburg, 2002) the establishment of an OPEC-like eco-services cartel that consisted of
12 countries and wanted developed countries and corporations to pay for access to a wide
range of plants, animals and indigenous expertise in using them for health, food, and life
support rather than exploiting them without recompense. The twelve countries included
Brazil, China, Colombia, Costa Rica, Ecuador, India, Indonesia, Kenya, Mexico, Peru, South
Africa and Venezuela. It was the core of the UN Mega-group of countries.

The Katoomba Working Group was set up. It is composed of experts from forestry,
finance, environmental research and policy, government officials and other private and non-
profit sectors from all regions of the world - Canada, China, Germany, Japan, Netherlands, the
UK, USA, the World Bank, the Ford Foundation, IUCN, WWF, etc. The group promotes the
global interest in markets for environmental services from forests and stresses growing
recognition of two fundamental issues: (1) in general, forest degradation and the conversion
of forest to alternative land uses is often more profitable, at least in the short-run, than forest
stewardship; and (2) markets, in general, do not recognise or reward forest owners for the host
of environmental services generated by forests that are beneficial to society, including carbon
storage, watershed protection and biodiversity conservation.

The Katoomba group aims to spur development of markets and market-based instruments
for forest ecosystem services. It points out that if some of the value of these social benefits
could be returned to forest owners, there would be a double benefit: additional incentives for
forest stewardship and conservation, and new sources of income for forest landholders.

Furthermore, in his speech at the WSSD, the Russian prime-ministre pointed out, in
particular, the need for compensating global ecological services of ecological donor countries,
adding that Russia is one of them. Debt-for-sustainable development swaps were mentioned
as one such tool.

International experience (OECD, WTO) has so far been instrumental in classifying and
discussing environmental goods and services (end-of-pipe technologies, such as services
providing drinking water, waste, alternative energy, sewage and waste treatment, etc.) that
such goods and services have well defined owners, their rights to them, values (prices). Both
are movable. They are provided using traditional market mechanisms among companies and
countries. Sometimes, transboundary aspects are involved, such as international supplies of
drinking water (using tankers, pipelines, etc.), international trade in waste, including its
treatment and return of decontaminated waste.

However, ecological (ecosystem) goods and services have got into the picture only
recently. That was related to the creation of a new science — ecological economics,
introduction of the total economic value notion, case studies in environmental valuation of
renewables and biodiversity, the design of a UN integrated system of economic and
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environmental accounting (UNEP, the UN Statistical Department). Intercountry comparisons
of ecosystem services have been reflected in assessment of ‘ecological footprints’ (WWF).
While ecological goods are movable, ecological services are not and are firmly tied to
ecosystems. The world market is at present dominated by trade relating to produced and non-
renewable natural capital, while renewable natural capital that is abundant in many
developing and other nature dependant countries (it exceeds a share of producing capital) is
largely undervalued and real trade in its goods and services is unjustly small.

International economic relations seem to operate largely with three kinds of currencies,
namely, money, technologies, and ecological goods and services. The failure of traditional
markets to adequately handle exchanges of ecosystem services to human produced wealth
(goods and technologies) and money have resulted in the advent of new markets with specific
market and trade instruments and trade commodities. For example, such a mechanism is
envisaged in an agreement on the trade in CO, emission quotas and on accounting carbon
sequestration by means of forest planting (the Kyoto Protocol).

The following issues are suggested for research and discussion:

1) global ecological services and goods (their notion, definition, taxonomy),

2) ecological property rights,

3) economic valuation of ecological services and goods,

4) exchanges in ecological services and goods, including market and market-based

instruments.

Below is a list of major research and discussion items that can lead to a Kyoto-like market
based protocol on sustainable use of biodiversity (fig.2).

1) Global ecological services and goods (their notion, definition, taxonomy),

The WRI classification (http://www.wri.org/wri/wr2000/goods_and_services.html) is
suggested as a starting point. This classification is quite general and partial needing
further development to be used operationally. It leaves out marine and mountain
ecosystems to name but two, etc. For example, the WSSD stressed the necessity of
enlisting indigenous peoples’ expertise in regard to the use of living natural resources and
biodiversity for human life support. The availability of and access to gene banks could
also be considered.

The classification could take into account ecosystem values (direct, indirect, optional,
inherited, etc.). The Kyoto protocol artificially limits the value of ecosystem services in
time (only after 1990), and covers only carbon sequestration by new (after 1990) forests.
The contribution of ecosystems to maintaining the Earth’s biosphere or regional
sustainability could be another criterion for classification. Ecosystem services important
nationally and maintained nationally versus national ecosystem services of international
and global importance that could be treated accordingly can also be considered. The
classification should be useful for defining ecological property rights and values.

2) Ecological property rights

A spectrum of approaches can be considered based on ecosystemic, territorial,
administrative boundaries or the ownership of land plots, water bodies, forests, habitats,
etc. One may try to find some similarities with intellectual property rights, especially
applicable for indigenous knowledge and experience. Protection of local indigenous
community rights to the ecosystem knowledge and expertise; sovereign versus private
ownerships. The Kyoto protocol seemingly prefers the sovereign property rights for global
ecosystem services.

3) Economic valuation of ecological services and goods,

Environmental valuation can be discussed in physical and monetary terms. One
publication argues that global ecoservices are equal to 1.1 times the global GDP in the 1990s.
Is this indicator operationally useful? What volumes of trade in ecosystem goods and services
can be expected? Which valuation methodology should be taken as a basic one — the UN
SEEA, ecological footprints, total economic value, used/unused assimilating capacity,
ecosystems biomass, etc.
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4) Exchanges in ecological services and goods, including market and market-based
instruments

The following issues can be discussed. Exchanges of ecosystem services for technologies,
debt-for-nature (ecoservices) swaps, selling ecosystem services and goods (monetary
exchanges). The volume of trade in ecosystem goods can be roughly assessed from the
existing few publications. Three major currencies: money, technologies, and ecosystem
services (goods). Trade in rights to bio-prospecting. Sanctions for eco-piracy? The trade in
ecosystem goods is partially regulated by the CITES and in ecosystem services by the Kyoto
protocol. The CBD does not cover these issues but has relevance to them. However,
pharmaceutical and perfume companies largely make use of plants and animals that are not
covered by the above conventions. Nowadays, some developing countries have initiated the
practice of concluding agreements with transnational companies on bio-prospecting activity
and benefit sharing from the activity that make use of biodiversity of the given country (see
more at. The role of UNEP and WTO? Is there the need in a convention (a protocol to the
Convention on biodiversity) on ecosystem goods and services? How other ecological goods
and services that are not marketed at present but important for human life support and
transition to sustainable development should be treated? Should a taxonomy table indicate
what trade (exchange) mechanisms exist for different kinds of ecological goods and services?
At present there is very little regulation of trade in ecological goods and services. CITES and
the Kyoto protocol represent exceptions rather than the norm, and the CBD is only a
framework, and does not provide actual regulations for transactions in these goods and
services. It should also be noted that ecosystem services are beneficial to the country
(ecosystem) of their origin, a neighboring region and the globe.

Could market based bilateral (multilateral?) agreements between internationally legal
entities be enough to optimize (compensatory) payments for conserving natural ecosystems?
Say, some (post) industrial countries that have lost their ecosystems (natural capital) for
economic development can invest in conserving ecosystems not on their territory but
concluding agreements with other nature-rich countries in which marginal ecosystem
conservation (equivalent increments in ecosystem areas, biomass, bio-productivity and
biodiversity) is less costly than in their countries. The cost of such contracts can be considered
as a contribution to maintaining biospheric sustainability while costs per unit of ecosystem
services can give a clue to their economic values. Is such an approach realistic bearing in
mind that debt-for-nature swaps implicitly recognize it? Could this understanding be
expanded beyond the DNS pattern? What other new ideas can be generated? It is interesting
to note that the European countries did not make use of a compensatory mechanism (did not
claim money) to cover damages to their ecosystems due to acid deposition from neighbouring
countries, though tables of transboundary SO2 movements (acid rain inter-country balances)
were made from which it was clear which countries and how much affect other (acid
deposition recipient) nations.

In conclusion, it is suggested that the above coverage lead to a careful consideration of
the issues raised before arriving to a definitive international instrument that could be an
incentive to sustainable use of biodiversity and developing a market for renewable natural
capital.
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Submission by the Organisation of Economic Co-operation and Development (OECD)

Pursuant to decision X/3, A, paragraph 8(c), in which the Conference of the Parties “Invites Parties,
relevant organizations and initiatives, such as the World People’s Conference on Climate Change and
the Right of Mother Earth, to submit information concerning innovative financial mechanisms that
have potential to generate new and additional financial resources as well as possible problems that
could undermine achievement of the Convention’s three objectives, not later than 30 June 2011, for
the Executive Secretary to compile and present a synthesis of this information”, please find the

following submission, on behalf of the OECD Secretariat.

Given ongoing and projected trends in biodiversity loss and degradation, there is an urgent need for
both: (1) greater levels of finance for biodiversity conservation and sustainable use, and (2) more

efficient use of available finance in existing programmes.

Well-designed Innovative Financial Mechanisms (IFMs) would ideally meet the following criteria
(adapted from OECD 2010%):

1.

Remove perverse incentives: For an IFM to produce clear and effective incentives any
conflicting market distortions, such as environmentally-harmful subsidies, should be removed.

Clearly define property rights: The individual or community whose management/use decisions
affect the provision of biodiversity/ecosystem services must have clearly defined and
enforceable property rights over the resource in question. Otherwise, risks associated with, for
example, illegal logging or land appropriation will undermine the ability of the individual or
community to provide the ecosystem service, rendering the IFM ineffective.

Clearly define IFM goals and objectives: Clear IFM goals help to guide the design of the
programme, enhance transparency and avoid ad-hoc political influence.

Develop a robust monitoring and reporting framework: Monitoring and reporting of
biodiversity and ecosystem services is fundamental, enabling performance assessment of an
IFM, and allowing for improvements over time.

! Paying for Biodiversity: Enhancing the Cost-Effectiveness of Payments for Ecosystem Services.



10.

11.

12.

Identify buyers and ensure sufficient and long-term sources of financing: Whether the buyers
of services are the beneficiaries themselves, or third Parties acting on behalf of the
beneficiaries, the finance must be sufficient and sustainable to ensure that the objective of the
IFM can be achieved.

Identify sellers and target ecosystem service benefits: Accounting for spatial variation in
ecosystem service benefits via economic valuation, benefit scoring, and mapping tools allows
payments to be prioritised to those areas that provide the highest benefits. If the total IFM
budget available is limited, this can substantially increase the cost-effectiveness of the
programme, in comparison to say, allocating payments on a first-come first-served basis.

Establish baselines and target IFMs to biodiversity and ecosystem services that are at risk of
loss, or to enhance their provision: An IFM should only make payments for
biodiversity/ecosystem services that are additional to the business-as-usual baseline (i.e. in the
absence of the mechanism).

Differentiate payments based on the opportunity costs of ecosystem service provision: IFMs
that reflect ecosystem providers’ opportunity costs via differentiated payments are able to
achieve greater aggregate ecosystem service provision per unit cost.

Consider bundling or layering multiple ecosystem services: Joint provision of multiple
ecosystem services can provide opportunities to increase the benefits of an IFM, while
reducing transaction costs, especially if finance for multiple benefits is available. The potential
synergies and trade-offs involved in joint ecosystem service provision need to be identified.

Address leakage: Leakage occurs when the provision of biodiversity/ecosystem services in one
location increases pressures for conversion in another. If leakage risk is expected to be high,
the scope of the monitoring and accounting framework may need to be expanded to enable
assessment of the potential leakage so that appropriate measures can be introduced to address
it.

Ensure permanence: Events such as forest fires or illegal logging may undermine the ability of
a landholder to provide an ecosystem service as stipulated in any IFM agreement. If these risks
are high, this will impede the effective functioning of an IFM. Insurance mechanisms can be
introduced to address this.

Deliver performance-based payments and ensure adequate enforcement: Ideally, payments
should be ex-post, conditional on biodiversity/ecosystem service performance. When this is
not feasible, effort-based payments (such as changes in management practices) are a second
best alternative, provided that changes in ecosystem management practices will bring about the
desired change in service provision. Sufficient disincentives to breaching the IFM agreement
must also be provided and enforced, especially if payments are based on efforts rather than on
actual biodiversity/ecosystem service delivery.



Relevant OECD Publications, Reports and Workshops on Innovative Financial Mechanisms

Payment for ecosystem services:

e OECD (2010). Paying for Biodiversity: Enhancing the Cost-Effectiveness of Payments for Ecosystem
Services.

Drawing on the literature concerning effective PES and on more than 30 case studies from both developed and
developing countries, this book aims to identify good practice in the design and implementation of PES
programmes to enhance their environmental and cost effectiveness. It addresses the following questions: Why
are PES useful and how do they work? How can they be made most effective environmentally and how can
their cost-effectiveness be maximised? What are the different potential sources of finance for PES
programmes, and how can they be secured? What are the lessons learned from existing PES programmes and
insights for future programmes, including international PES?

e OECD Workshop on Enhancing the Cost-Effectiveness of Payments for Ecosystem Services (PES)
March 2010

Biodiversity offset mechanisms:

o OECD Workshop on Mobilising Private Sector Finance for Biodiversity Conservation and
Sustainable Use, March 2011

e OECD Workshop on Innovative International Financing for Biodiversity Conservation and
Sustainable Use July 2009

Environmental fiscal reforms:
e OECD (2003). “Perverse Incentives in Biodiversity Loss” [ENV/EPOC/GSP(2003)2/FINAL]

Markets for green products:
e OECD (2011). Greening Household Behaviour: The Role of Public Policy.

Household consumption patterns and behaviour have an impact on stocks of natural resources, environmental
quality and climate change. This is expected to increase significantly in the future. In response, governments
have introduced a variety of measures to encourage people to take into consideration the environmental impact
of their purchases and practices. These may include environmentally related taxes, energy performance
standards for homes, carbon dioxide emission labels for cars, and financial support to purchase solar panels,
among others. Nevertheless, understanding and influencing household behaviour remains a challenge for
policy makers. This publication presents the main results and policy implications of an OECD survey of more
than 10 000 households in 10 countries: Australia, Canada, the Czech Republic, France, Italy, Korea, Mexico,
the Netherlands, Norway and Sweden. It offers new insight into what policy measures really work, looking at
what factors affect people’s behaviour towards the environment in five areas: water use, energy use, personal
transport choices, organic food consumption, and waste generation and recycling.
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Biodiversity in international development finance:

e OECD (2010) Policy Statement on Integrating Biodiversity and Associated Ecosystem Services into
Development Co-operation.

e OECD (2009) Natural Resources and Pro-Poor Growth: The Economics and Politics.

Natural capital constitutes a quarter of total wealth in low-income countries. For the poorest in these countries
- notably those living in rural areas - soil, water, fisheries, forests and minerals are the principal sources of
income. Thus, to achieve pro-poor economic growth, low-income countries should build on the natural
resource assets of the poor. This publication demonstrates that natural resources can contribute to growth,
employment, exports and fiscal revenues. It highlights the importance of policies encouraging the sustainable
management of these resources. Moreover, it emphasises the need to address the political challenges of natural
resource management for long-term pro-poor economic growth.

Biodiversity in climate change funding:
e OECD (2008). “Promoting Biodiversity Co-Benefits in REDD”. ENV Working Paper No. 11.

e OECD Workshop on Incentives to Capture the Biodiversity and Carbon Benefits for Reducing
Deforestation March 2008

Further information on OECD work on biodiversity is available at www.oecd.org/env/biodiversity


http://www.oecd.org/document/62/0,3746,en_2649_37465_40357054_1_1_1_37465,00.html
http://www.oecd.org/document/62/0,3746,en_2649_37465_40357054_1_1_1_37465,00.html
http://www.oecd.org/env/biodiversity

OECD Databases of Relevance to Biodiversity Finance

On innovative finance mechanisms for biodiversity:

The OECD/EEA has a database on instruments used for environmental policy and natural resources
management: www.oecd.org/env/policies/database

This database contains information on:

Environmentally related taxes, fees, and charges
Tradable permits

Deposit-refund schemes

Environmentally motivated subsidies

Voluntary approaches

Each instrument is linked to one or more categories of environmental issues (e.g. water pollution, climate
change, natural resource management). The category “Natural Resource Management” covers issues
relevant to biodiversity.

On biodiversity-related aid:

Since 1998 the Development Assistance Committee (DAC) has monitored aid targeting the objectives of
the Rio Conventions through its Creditor Reporting System (CRS) using the so-called “Rio markers”. The
Rio marker on biodiversity was established by the DAC in close collaboration with the Secretariat of the
United Nations Convention on Biodiversity (UNCBD) to track aid flows in support of developing
countries’ efforts to implement the Convention.

Biodiversity-related aid is defined as activities that promote at least one of the three objectives of the
Convention: the conservation of biodiversity, sustainable use of its components (ecosystems, species or
genetic resources), or fair and equitable sharing of the benefits of the utilisation of genetic resources.

The full definition for the biodiversity marker, data on biodiversity-related aid (ODA aggregates by donor
and list of underlying activities) and statistical briefs are available at:
www.oecd.org/dac/stats/rioconventions
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ABSTRACT

Reducing Emissions from Deforestation and Forest Degradation (REDD) in developing countries is a
new financial mechanism that is being proposed for the post-2012 climate change regime under the
auspices of the United Nations Framework Convention on Climate Change (UNFCCC). Successful
agreement on a future REDD mechanism would represent a substantial and unprecedented development in
the creation of an international mechanism to help internalise the carbon-related ecosystem services from
forests and could make a significant contribution to addressing the global climate change challenge.

Forests also play a key role in the provision of biodiversity, as well as other non-carbon ecosystem
services. The Bali Action Plan recognises that action to support REDD “can promote co-benefits and
complement the aims and objectives of other relevant international conventions and agreements”. A
notable example is that of the Convention on Biological Diversity.

This report examines how biodiversity co-benefits in REDD can be enhanced, both at the design and
implementation level. It discusses potential biodiversity implications of different REDD design options
that have been put forward in the international climate change negotiations and proceeds by examining
how the creation of additional biodiversity-specific incentives could be used to complement a REDD
mechanism, so as to target biodiversity benefits directly.

Key design elements of a REDD mechanism that need to be agreed upon, and are likely to have
implications for biodiversity, include: the scope of the mechanism; financing; the establishment of
baselines/reference levels; and permanence issues, amongst others. For example, a market-based approach
to REDD financing (rather than a fund-based approach) is likely to generate substantially larger volumes of
financing (by directly engaging the private sector), which would enable more REDD activities, greater
forest areas being conserved, and hence larger biodiversity co-benefits.

Overall, a well-designed REDD mechanism is likely to deliver substantial biodiversity co-benefits
since avoided deforestation and degradation implies a decline in habitat destruction and thus in biodiversity
loss. However, some of the international REDD design elements may pose potential risks to biodiversity,
for example via afforestation and reforestation activities that resulted in mono-plantations, and appropriate
safeguards may be needed.

At the implementation level, further efforts can help ensure that biodiversity co-benefits can be
mainstreamed into REDD activities in an efficient and informed manner. For example:

e Some international financing would be well-invested in economically evaluating and
geographically mapping biodiversity and ecosystem services benefits as this can provide an
important input to national REDD planning and implementation. An improved database on
national biodiversity will increase the likelihood of using this information to achieve and
maximise REDD co-benefits.

o |f a REDD mechanism is successful in avoiding deforestation and degradation, it could free up
financial biodiversity resources from areas where high carbon and high biodiversity benefits
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coincide. Thus for OECD countries, biodiversity-targeted international funding should be flexible
and seek to avoid double payments. Rather, biodiversity-targeted funding should aim to
complement REDD financing e.g. focussing in areas with high biodiversity and low carbon
benefits.

e The on-going REDD demonstration activities (or pilots), which are encouraged under the
UNFCCC 2007 Bali Action Plan as a means to prepare and obtain experience for future REDD
programmes, provide a valuable opportunity for biodiversity policy-makers to promote and
financially support biodiversity monitoring, reporting and verification in REDD demonstration
activities to assess biodiversity performance over time. This will enable the analysis, comparison,
and evaluation of different approaches and methods used to promote biodiversity co-benefits in
REDD. Lessons learned during the implementation of these REDD demonstration activities can
ultimately feed into the international and national level policy-making processes.

e Biodiversity policy-makers may wish to consider the creation of a technical expert group on
Promoting REDD Biodiversity Co-benefits to establish best-practice guidelines and principles,
including on indicators for biodiversity. Such a group could in effect develop a “how-to” tool-kit
to assist developing countries implementing REDD activities at the national, regional and/or local
level.

In addition to these design and implementation considerations for enhancing biodiversity co-benefits in
REDD, additional policies and incentives can be created to target biodiversity benefits directly, as a
complement to any future REDD mechanism. This would involve making multiple payments for the
multiple benefits provided by forests. These payments for biodiversity conservation can be mobilised via
voluntary or regulatory approaches, and can be designed as either market- or fund-based instruments.
Several voluntary initiatives have recently emerged to bundle payments for both carbon and biodiversity in
forestry projects, such as the Climate, Community and Biodiversity Alliance (CCBA), PlanVivo, Carbon
Fix, amongst others. It is important to note however that while these initiatives can provide valuable
insights and lessons learned on how to bundle these benefits, voluntary schemes are unlikely to provide the
scale necessary to create a global demand for biodiversity and to impact land-use decisions fundamentally.
Just as demand for carbon allowances, certified emission reductions from the Clean Development
Mechanism - and potentially REDD credits in the future - is driven by legally-binding GHG emission
reduction commitments and regulated via an international carbon market, large scale international demand
for biodiversity would come from large scale regulatory biodiversity policies.

JEL Classification: Q23, Q57
Keywords: biodiversity conservation, climate change deforestation, cost-benefit analysis, environmental
economics
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RESUME

La réduction des émissions liées a la déforestation et a la dégradation des foréts (REDD) dans les pays
en développement est un nouveau mécanisme financier proposé pour le régime climatique post-2012 sous
I'égide de la Convention-cadre des Nations Unies sur les changements climatiques (CCNUCC).
L’obtention d’un accord sur un futur mécanisme de REDD constituerait un progrés majeur et inédit vers la
création d’un dispositif international visant & internaliser les services écosystémiques forestiers liés au
carbone, et pourrait sensiblement contribuer a relever le défi du changement climatique global.

Les foréts jouent également un réle essentiel pour assurer la biodiversité, et pour fournir d’autres
services écosystémiques non liés au carbone. Le Plan d’action de Bali reconnait que 1’action en faveur de
la REDD « peut avoir des retombées positives et servir les buts et objectifs d’autres conventions et accords
internationaux pertinents ». Un exemple notable est celui de la Convention sur la diversité biologique.

Le présent rapport examine les moyens de renforcer les avantages connexes pouvant étre tirés de la
REDD sur le plan de la biodiversité, tant au niveau de la conception qu’a celui de la mise en ceuvre. Il
analyse les répercussions potentielles sur la biodiversité des différents dispositifs de REDD envisageables
qui ont été avancés dans les négociations internationales sur le changement climatique et poursuit en
examinant comment compléter la REDD en créant des incitations supplémentaires spécifiquement axées
sur la biodiversité, de maniere a cibler directement les avantages liés a celle-ci.

Les principaux aspects de la conception d’un mécanisme de REDD sur lesquels il reste a trouver un
accord, et qui sont susceptibles d’avoir des répercussions sur la biodiversité, sont notamment la portée du
mécanisme, son financement, les niveaux de base ou de référence, la permanence, etc. Par exemple, une
approche du financement de la REDD s’appuyant sur le marché (plutét que sur un systéme de fonds)
permettra vraisemblablement d’obtenir des ressources financiéres beaucoup plus importantes (en
mobilisant directement le secteur privé), d’ou un plus grand volume d’activités de REDD, une superficie
accrue des zones forestiéres conservées, et par conséquent des avantages connexes plus importants sur le
plan de la biodiversité.

Dans I’ensemble, un mécanisme de REDD bien congu sera susceptible de procurer des avantages
connexes substantiels sur le plan de la biodiversité, dans la mesure ou le ralentissement de la déforestation
et de la dégradation contribue nécessairement a freiner la destruction des habitats et par conséquent la perte
de biodiversité. Toutefois, certains des aspects de la conception d’un mécanisme international de REDD
peuvent présenter des risques potentiels pour la biodiversité, par exemple les activités de boisement et de
reboisement qui aboutissent a des mono-plantations, aussi peut-il &tre nécessaire de prévoir des mesures de
sauvegarde appropriées.

Au niveau de la mise en ceuvre, une poursuite des efforts pourrait contribuer a ce que les avantages
connexes liés a la biodiversité puissent étre pleinement intégrés aux activités de REDD de maniére
efficiente et réfléchie. Par exemple :

e Certains financements internationaux trouveraient un emploi fructueux dans 1’évaluation
économique et la cartographie géographique des avantages liés a la biodiversité et aux services
écosystémiques, ce qui apporterait une contribution appréciable a la planification et a la mise en
ceuvre de la REDD au plan national. Si le socle d'informations sur la biodiversité¢ a 1’échelle
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nationale est plus solide, on aura plus de chances d’obtenir et d’optimiser les avantages connexes
en utilisant ces informations.

e Siun mécanisme de REDD parvient a éviter la déforestation et la dégradation des foréts, il pourra
libérer des ressources financiéres pour la conservation de la biodiversité dans les zones ou
coincident des avantages importants sur le plan du carbone et de la biodiversité. Ainsi, ce qui
concerne les pays de ’OCDE, les financements internationaux en faveur de la biodiversité
devraient étre flexibles et s’efforcer d’éviter les cumuls de paiements. Au contraire, ces
paiements devraient viser a compléter les financements au titre de la REDD, par exemple en étant
axés sur les zones ou les avantages en termes biodiversité sont importants et ou ceux liés au
carbone sont faibles.

e Les activitts de deémonstration (ou pilotes) de REDD qui sont actuellement menées,
conformément aux recommandations de la CCNUCC dans le Plan d’action de Bali de 2007 en
préparation des programme futurs de REDD et afin d’acquérir de I’expérience dans ce domaine,
offrent aux responsables de 1’élaboration des politiques de biodiversité une bonne occasion de
promouvoir et soutenir financiérement les opérations de suivi, de notification et de vérification de
la biodiversité, dans le cadre d’activités de démonstration de REDD qui permettront d’évaluer les
résultats en matiére de biodiversité au cours du temps. On pourra ainsi analyser, comparer et
évaluer différentes approches et méthodes utilisées pour promouvoir les avantages connexes de la
REDD sur le plan de la biodiversité. Les enseignements tirés de la mise en ceuvre de ces activités
de démonstration de REDD pourront a terme étre pris en compte dans les processus d’élaboration
des politiques a I’échelle nationale et internationale.

o Les responsables de 1’¢laboration des politiques de biodiversité pourraient envisager la création
d'un groupe d’experts techniques sur la promotion des avantages connexes de la REDD liés a la
biodiversité, qui serait chargé d’établir des lignes directrices et de définir des principes de bonnes
pratiques, notamment sur les indicateurs de biodiversité. Un groupe de ce type pourrait de fait
mettre au point une « trousse & outils » afin d’aider les pays en développement a mettre en ccuvre
des activités de REDD au niveau national, régional et/ou local.

En dehors de ces aspects de conception et de mise en ceuvre a prendre en considération pour renforcer les
avantages connexes de la REDD sur le plan de la biodiversité, des politiques et incitations supplémentaires
peuvent étre créées afin de cibler directement les avantages liés a la biodiversité, et de compléter ainsi un
éventuel dispositif futur de REDD. Il s’agirait de verser de multiples paiements pour les multiples
avantages fournis par les foréts. Ces paiements au titre de la conservation de la biodiversité peuvent étre
mobilisés au moyen d’approches volontaires ou réglementées, et concus comme des instruments fondés
soit sur les mécanismes du marché, soit sur un systéme de fonds. Plusieurs initiatives volontaires récentes
ont consisté a grouper les paiements liés au carbone et a la biodiversité dans le cadre de projets forestier,
notamment 1’Alliance climat, communauté et biodiversité (CCBA), le Plan Vivo, CarbonFix, etc. Il
importe toutefois de noter que si ces initiatives peuvent apporter de précieux éclairages et enseignements
sur la fagon de grouper ces avantages, des dispositifs volontaires ne permettront sans doute pas d’atteindre
I’échelle nécessaire pour créer une demande mondiale de biodiversité et modifier fondamentalement les
décisions en matiére d’utilisation des terres. Tout comme la demande de crédits de carbone, de réductions
certifiées des émissions au titre du Mécanisme pour un développement propre - et potentiellement de
crédits de REDD a I’avenir - est déterminée par des engagements juridiquement contraignants de réduction
des émissions de GES, et régulée par un marché international du carbone, seules des politiques de
réglementation de la biodiversité a grande échelle donneront lieu a une demande internationale de
biodiversité de grande ampleur.

Classification JEL : Q23, Q57
Mots clés : conservation de la biodiversité, changement climatique, déforestation, analyse colts-avantages,
économie de l'environnement
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FOREWORD

This report on "Promoting Biodiversity Co-Benefits in REDD" was developed following an OECD joint
workshop of the Working Group on Economic Aspects of Biodiversity (WGEAB) and the Annex | Expert
Group (AIXG) on the UNFCCC on "Incentives to Capture the Carbon and Biodiversity Benefits for
Reducing Deforestation: Linkages, Synergies and Limitations" held on March 26, 2008
(www.oecd.org/env/biodiversity) . Building on presentations and discussion from delegates and experts, a
draft report was prepared for the OECD WGEAB meeting on July 2, 2009. The present report incorporates
the feedback received from WGEAB delegates that have overseen this work.

This report has been authored by Katia Karousakis. In addition to WGEAB delegates, the author is grateful
to Andreas Tveteraas, Markus Lehmann, Tim Christophersen, Jaime Webb, John Scott and Bas Clabbers
(all in their personal capacity), as well as Helen Mountford and Jan Corfee-Morlot, for valuable input and
feedback.

The document does not necessarily represent the views of either the OECD or its member countries. It is
published under the authority of the Secretary General.

Further enquiries on ongoing work on Biodiversity should be directed to Katia Karousakis at the OECD
Environment Directorate (Tel: +33 1 45 24 98 83; Email: katia.karousakis@oecd.org).
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1. Introduction

Reducing Emissions from Deforestation and Forest Degradation (REDD) in developing countries is a
new financial mechanism that is being proposed for the post-2012 climate change regime under the
auspices of the United Nations Framework Convention on Climate Change (UNFCCC). Successful
agreement on a future REDD mechanism would represent a substantial and unprecedented development in
the creation of an international mechanism to help internalise the costs of losing the carbon-related
ecosystem services from forests and could make a potentially significant contribution to addressing the
global climate change challenge.

Forests play a key role in tackling climate change. Emissions from land use change, primarily
deforestation, are estimated to contribute up to 17% of global greenhouse gas (GHG) emissions
(IPCC, 2007) — the third largest source of anthropogenic GHG emissions after energy supply and industrial
activity." Forests also play a key role in the provision of biodiversity (as well as other non-carbon
ecosystem services), harbouring at least 50% of the global terrestrial richness in species, mainly in the
tropics (MEA, 2005). As REDD discussions under the UNFCCC have evolved, the biodiversity
community has shown increasing interest in the potential for REDD to contribute to biodiversity
conservation and sustainable use.

This report examines the possible synergies between the role of forests in mitigating climate change
and the role of forests in biodiversity conservation and sustainable use. The aim is to identify opportunities
for how biodiversity co-benefits of REDD can be maximised at the international, national and local level.
The paper also examines how additional biodiversity incentives could be created, to complement a REDD
mechanism, so as to further capture and market biodiversity benefits directly.

The report is organised as follows: Section 2 provides an overview of the evolution of REDD under
the UNFCCC, and potential implications of different REDD design options on biodiversity. Section 3
examines how biodiversity co-benefits in REDD could be maximised and provides examples of tools to
facilitate its implementation. Section 4 discusses synergies that could be harnessed to go beyond the
biodiversity co-benefits in REDD, existing initiatives that are underway, and how these could be scaled-up
and improved. Section 5 concludes.

2. REDD and Biodiversity
2.1 Background: The Evolution of REDD under the UNFCCC

The ultimate objective of the 1992 UNFCCC is to stabilise GHG concentrations at a level that would
prevent dangerous anthropogenic interference with the climate system. Under the 1997 Kyoto Protocol,
most Annex | (or industrialised) countries agreed to nationally binding quantified emission limitation and
reduction objectives (QELROs)? for the first commitment period (2008 to 2012). To lower the aggregate
costs of achieving the emission targets, the Kyoto Protocol allows Annex | Parties to utilise a number of
flexible mechanisms, including under Article 12, allowing Annex | Parties to invest in emission reduction
projects (i.e. offsets) in developing countries via the Clean Development Mechanism (CDM). With respect

! To reach a stabilisation of GHG emissions in the atmosphere at a concentration of e.g. 450ppm CO,e, the Eliasch
Review (2008) argues forests will be an essential element to attain this target. Current studies also suggest that REDD
is likely to be low-cost mitigation option relative to other GHG emission reduction alternatives (e.g. IPCC, 2007;
Kindermann et al. 2008).

2 Including emissions from the Land Use, Land Use Change and Forestry (LULUCF) sector.
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to the forestry sector, only afforestation and reforestation projects are currently eligible under the CDM.
Avoided deforestation was not included due to concerns with inter alia adequacy of monitoring
capabilities, and the ability to ensure additionality.’

At the UNFCCC 11th Conference of Parties (COP-11; December, 2005) Papua New Guinea proposed
to integrate reducing emissions from deforestation (RED) in developing countries into the post-2012
climate change regime. A formal process was subsequently launched whereby Parties were invited to
consider issues “...relating to reducing emissions from deforestation in developing countries, focusing on
relevant scientific, technical and methodological issues, and the exchange of information and experiences,
including policy approaches and positive incentives” for potential recommendation to the UNFCCC at
COP-13 (December, 2007). The Bali Action Plan, adopted by Parties at COP-13, mandates Parties to
negotiate a post-2012 instrument, including possible financial incentives for forest-based climate change
mitigation actions in developing countries. COP-13 also adopted a decision on “Reducing emissions from
deforestation in developing countries: approaches to stimulate action”.* This decision encourages Parties to
explore a range of actions, identify options and undertake efforts, including demonstration activities, to
address the drivers of deforestation and forest degradation. The scope of RED was thus extended to include
forest degradation (REDD). The REDD demonstration activities (i.e. pilot activities) in developing
countries are intended as a means to obtain practical experience and generate lessons learned to feed into
any post-2012 REDD mechanism. More recently, the notion of REDD was expanded to include
conservation, sustainable forest management, and enhancement of carbon stocks, as listed in the Bali
Action Plan (Decision 1/CP.13), and is collectively referred to as ‘REDD-plus’.”

Although REDD is necessarily focused on addressing carbon emissions, the Bali Action Plan
recognizes that actions to support REDD “can promote co-benefits and may contribute to achieving the
aims and objectives of other relevant international conventions and agreements” (Decision 2/CP.13). A
notable example is that of the Convention on Biological Diversity.

2.2 REDD Design Options and Potential Implications for Biodiversity

The REDD negotiation process is still underway and will ultimately need to be integrated into any
wider climate agreement reached in Copenhagen (UNFCCC COP-15; December 2009) and beyond.® There
are still a number of REDD methodological and technical issues that remain to be resolved (see Karousakis
and Corfee-Morlot, 2007). Key design elements of a REDD mechanism that need to be agreed upon, which
are likely to have implications for biodiversity, include: the scope of the mechanism; financing; the
establishment of baselines/reference levels; permanence; gross vs. net deforestation; and how local
communities are included in REDD. Each of these international design elements are examined in turn
below.

® j.e. that emission reductions achieved as a result of a project are additional to what would have occurred in the
business-as-usual counter-factual.

* Decision 2/CP.13

> Ad Hoc Working Group on Long-term Cooperative Action under the Conventions (AWG LCA) Chair proposal of
March 2009, FCCC/AWGLCA/2009/4. The draft REDD text prepared for the COP-15 negotiations in Copenhagen is
contained in Non-paper No. 39. http://unfccc.int/meetings/ad_hoc_working_groups/Ica/items/5012.php

® Key issues for agreement on a post-2012 climate change regime include enhanced mitigation commitments and
actions by developed countries, and nationally appropriate mitigation actions in developing countries, taking into
account differences in national circumstances.

10
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221 Scope: REDD and REDD-plus

Any future REDD mechanism that addresses emissions from deforestation and forest degradation in
developing countries is expected to have significant positive impacts on biodiversity since a decline in
deforestation and degradation implies a decline in habitat destruction and thus in biodiversity loss. At the
global scale for example, Turner et al. (2007) examine how ecosystem services (including climate
regulation) and biodiversity coincide. Overall their findings suggest greatest synergy in tropical forests. At
the national and local scale, achieving REDD in areas of both high carbon stocks and high biodiversity can
contribute to climate change mitigation and further enhance co-benefits related to biodiversity conservation
and sustainable use.

A REDD-plus mechanism that also encompasses conservation, sustainable forest management, and
the enhancement of carbon stocks could have additional positive impacts on biodiversity, in particular
where this is achieved through the appropriate restoration of degraded forest ecosystems and forest
landscapes. If afforestation and reforestation (A/R) activities are also included in a future REDD
mechanism, biodiversity benefits could arise from incentives to regenerate forests in previously deforested
areas and increased connectivity between forest habitats. Moreover, the use of mixed native forest species
can yield multiple benefits for biodiversity. In contrast, afforestation and reforestation activities that
resulted in mono-plantations and the potential use of invasive alien species in plantations could have
adverse impacts on biodiversity (CBD, 2009). There is a need therefore for safeguards to avoid potential
negative effects.

2.2.2 Financing REDD: Market-based, fund-based and phased approaches

There are currently three prevailing proposals to generate REDD financing: Market-based approaches,
fund-based approaches and phased approaches.” These have implications for the promotion of biodiversity
co-benefits in a REDD framework and for the involvement of possible stakeholders in the decision-making
processes.

Market-based approaches

If REDD were financed via the international carbon market, REDD credits would need to be fungible
with existing Assigned Amount Units (AAUs) under the Kyoto market.® The unit of exchange would
therefore be in tonnes of carbon or equivalents thereof (tCO,e). Demand for these REDD credits would be
generated by the regulated international carbon market and the market would drive investment to the least-
cost carbon mitigation options. Market-based approaches to REDD are likely to mobilise higher levels of
sustainable and long-term financing, due to their ability to fully engage the private sector. Thus the more
finance available for REDD, the greater the area of forests conserved and hence the larger the biodiversity
co-benefits are likely to be.

" In the pilot and demonstration activities, in particular for the REDD ‘readiness’ phase (i.e. structural and regulatory
preparations and capacity building), predominantly fund-based grants are used, which might increasingly be
accompanied by loans (e.g. when World Bank Forest Investment Programme becomes operational). Private sector
investments might further complement the available funding during the REDD readiness phase, if an agreement on
REDD is reached at UNFCCC COP-15.

8 REDD credits could also be fungible with permits/allowances under existing (domestic) emission trading schemes
such as the European Union Allowances (EUAS) under the EU Emissions Trading Scheme.

11
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Depending on how REDD baselines® are determined (i.e. national vs. sub-national'® and project level
— see Section 2.2.3), different stakeholders could prioritise REDD activities so as to promote biodiversity
co-benefits.™*

Fund-based approaches

Fund-based approaches for REDD can be designed to disburse finances based on objectives and
criteria established by donor (and host) countries. For example, whereas financing from the carbon market
would necessarily deliver emission reductions, fund-based approaches to REDD could be used to finance
emissions reductions and/or to support capacity-building needs in developing countries that would enable
REDD markets to work.

How the funds are generated can have implications for how the funds should be disbursed. Current
proposals for generating REDD funds include voluntary contributions from national budgets (e.g. as with
ODA), auctioning allowances, levies on emission reduction units from joint implementation projects, and
taxes on carbon-intensive commodities and/or international transport emissions.

o |f funds for REDD were mobilised via central coffers, then governments could in theory disburse
the money any way they wished", including by prioritising REDD activities in areas with high
biodiversity co-benefits (and thus enhancing cost effectiveness in forest investments). Though
this may imply greater flexibility for governments to pursue specific objectives, it is generally
recognised that reliance on national contributions on a voluntary basis is unlikely to mobilise
sufficient, predictable and long-term sources of financing that is needed for REDD climate
change mitligation (and hence therefore nor for maximising biodiversity conservation co-benefits
in REDD).

o [f alternatively, funds were generated via the auctioning of AAUs for example, and the objective
of the REDD fund-based mechanism were to extend beyond biodiversity co-benefits (see Section
4 for discussion), then GHG polluters would be bearing the costs of biodiversity conservation in
addition to the costs of GHG emission reductions. This is not in line with the polluter pays
principle. Ideally, one would want those causing biodiversity loss/damage to be paying (and thus
internalising) these costs.

Phased approaches

More recently, several Parties have proposed the use of a phased approach for REDD financing™,
whereby different sources of financing would be mobilised depending on developing country national

° A baseline is the reference level below which emission reductions are credited (or paid for).
19 syb-national refers to States or provinces, or regions within countries.
! There are also ways in which additional biodiversity benefits could be bundled with REDD credits (see Section 4).

12 This also depends on whether ODA REDD funding were disbursed bilaterally or multilaterally. If via the latter,
Parties may well set up eligibility criteria which would need to be agreed upon at the international level (see
Karousakis and Corfee-Morlot, 2007 for further discussion on REDD eligibility criteria).

3 See OECD 2008 DAC CRS for information on ODA statistics on biodiversity- and climate-related aid.
Biodiversity-related bilateral aid by DAC members in 2005/2006 amounted to USD 2687 million (2006 prices), or
2.6% of total bilateral aid.

14 See e.g. UNFCCC submissions by Papua New Guinea and the Coalition of Rainforest Nations, Norway, and the
Meridian Institute Report www.redd-oar.org.
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circumstances and the purpose for which the financing would be used. More specifically, 3 phases are
proposed: (i) Voluntary funding for capacity building; (ii) a binding finance instrument for policies and
measures; and (iii) markets for emission reductions.”” The biodiversity-related implications for the
different phases of fund vs. market approaches to financing are similar to those discussed above.

2.2.3 Baselines/reference levels: National vs. sub-national (including project-level) approaches

REDD baselines are essential as they provide a reference against which emissions performance can be
assessed. REDD baselines /reference levels could be established either at the national accounting level
and/or at the sub-national (including project-) accounting level.® From an environmental perspective, the
baseline accounting level has implications for carbon leakage, as well as for biodiversity leakage. Carbon
leakage refers to the displacement in anthropogenic emissions by GHG sources which occur outside the
accounting boundary, i.e. if deforestation and/or forest degradation (and thus emissions) increase elsewhere
as a result.'” Both intranational and international leakage under REDD can therefore have adverse
consequences for carbon as well as for biodiversity. Leakage can be detrimental in the case of biodiversity
if deforestation/degradation is displaced from an area with low biodiversity value to another forest area
with higher biodiversity value. In general, national level accounting of emissions is better able to account
for intranational carbon leakage than sub-national and/or project level accounting (Angelsen et al. 2008)
and is also better-suited to provide incentives for national-level strategies and implementation of policies
and measures necessary to achieve and sustain emission reductions from the forestry sector (Karousakis
and Corfee-Morlot, 2007).18 However, if REDD is successful, it should free up financial resources in
biodiversity conservation (i.e. from high carbon/high biodiversity areas). These conservation resources
could then be redirected to target forest areas with low carbon/high biodiversity values (see e.g. Miles and
Kapos, 2008).

The choice of the baseline design also has implications on who may be able to integrate biodiversity
considerations into REDD activities. If REDD baselines/reference levels are determined at the national
level, then the host country could decide where REDD activities could be prioritised, and could thus
establish guidelines or methodologies that aimed to promote biodiversity co-benefits within a REDD
system.” If instead REDD baselines/reference levels are established at the project level, then investors (or
perhaps fund managers if it is a fund-based mechanism) would decide which REDD projects to invest in.

> Note that even in Phase 3 one could have a mechanism that generates funding through the market but is not
necessarily fungible with carbon markets.

18 There are different views regarding what data/ methodology the REDD baselines/reference levels could be based
upon. These include the use of historic data; historic with a development adjustment factor; or via projections (see
e.g., GCP, 2009 for a summary). REDD credits/payments would not necessarily be generated for deviation below
business-as-usual (BAU) projections: Several Parties (e.g. the EU, Papua New Guinea) have called for ambitious
baselines (i.e. below BAU projections) taking into account respective capabilities of developing countries. This
would, in effect, move beyond current offsetting practices, prevalent in the CDM, to supplemental global emission
reductions.

" The extent of leakage depends on the elasticity of demand.

'8 Monitoring emission reductions from deforestation/degradation requires two types of data: changes in forest stocks
and changes in carbon stocks.

9'1f a REDD mechanism is developed at the national scale, there is a risk of double counting for voluntary markets.
To address this, a national registry, that would be needed for REDD implementation, might therefore also require that
all voluntary credits are centrally registered.

13
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224 Permanence

Permanence in the context of REDD refers to the possibility that emission reductions which are
credited or paid for in one period, may subsequently be emitted at a later date due to natural or
anthropogenic disturbances. There are a number of ways however in which the permanence issue can be
addressed in REDD policy design. The establishment of credit reserves or insurance mechanisms are two
examples.

There is a further permanence issue more closely related to biodiversity, via the links between
biodiversity to facilitate climate change mitigation and adaptation. More specifically, Thompson et al.
(2009) state “The permanence of efforts under UNFCCC negotiations, such as reducing emissions from
deforestation and forest degradation (REDD), and of other forest-based climate change mitigation and
adaptation policies and measures, is linked to the resilience of forests, and thus to forest biodiversity.
REDD activities therefore should take biodiversity conservation into consideration, as this will help
maintain forest ecosystem resilience and the long-term stability of the carbon pool.”

2.25 Gross vs. net deforestation

A further issue that remains to be negotiated is whether gross or net deforestation rates will be
considered when estimating emission reductions. Net deforestation (net loss of forest area) is defined in
the FAO Global Forest Resources Assessment (2005) as overall deforestation minus changes in forest area
due to forest planting, landscape restoration and natural expansion of forests. From a climate perspective,
the most relevant carbon figure is what the atmosphere experiences (which is rationale for using net-
values). The use of net rates however could hide the loss of mature (i.e. primary and modified natural)
forests and their replacement in situ or elsewhere with areas of new forest. This could be accompanied by
significant losses in biodiversity (see CBD 2009).

2.2.6 Local communities and indigenous peoples

The need and possible approaches to appropriately account for any potential risks of REDD on local
communities and indigenous peoples are also being discussed (see Pesket et al. 2008). Potential adverse
impacts stem primarily from the lack of clearly defined and well-established and enforced property rights
in some potential REDD-host countries. Indigenous peoples play an important role in biodiversity
conservation and sustainable use (Sobrevila, 2008). Inadequate safeguards to protect their rights might
therefore have indirect adverse impacts for biodiversity.

3. Promoting Biodiversity Co-benefits in REDD: Targeting Multiple Ecosystem Services

In addition to the internationally-agreed design characteristics of a REDD financial mechanism, there
are specific ways that biodiversity co-benefits of REDD can be promoted and/or maximised in REDD
implementation. The notion of promoting or maximising biodiversity co-benefits under a REDD financial
mechanism (whose ultimate aim is to mitigate climate change) is essentially that of targeting multiple
ecosystem services. To achieve cost-effective outcomes, which in turn enable greater environmental
benefits to be achieved, targeting multiple ecosystem services requires spatially explicit cost-benefit
analysis. This involves the following:

e Identifying areas with high ecosystem services benefits (in this case carbon and biodiversity)

e Identifying areas of high risk of deforestation and degradation

e Evaluating opportunity costs

14
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Once these have been addressed, it is necessary to develop the appropriate policies and incentives to
capture and market the benefits.

3.1 Identifying areas with high ecosystem services benefits

Identifying areas with high carbon benefits, as well as those with high biodiversity benefits, requires
tools to assess where these occur geographically and where they are spatially correlated. By economically
evaluating and mapping where areas with high carbon benefits overlap with high biodiversity benefits,
government and/or private-sector investors can potentially capture two environmental services for the price
of one.

To ensure national ownership of any list of identified areas, this also requires a stakeholder and expert
process, driven by the sovereign government. A blueprint for this exercise, as well as first results that can
be used for the purpose of identifying priority REDD areas, are available through the national gap analyses
under the CBD Programme of Work on Protected Areas.?® The national gap analyses, carried out by Parties
to the CBD, could be a useful tool for identifying areas for the location of REDD activities, in particular
regarding the identification of priority forest areas for REDD activities at national level (CBD, 2009).%

Several efforts have been initiated at international level to establish and improve such tools/maps. One
example is the Carbon and Biodiversity Demonstration Atlas, produced by UNEP’s World Conservation
Monitoring Centre (WCMC) (Kapos et al. 2008). The Atlas includes regional maps as well as national
maps for six tropical countries showing where areas of high carbon storage coincide with areas of
biodiversity importance. Figure 1 illustrates the national map for Panama, where it is estimated that 20% of
carbon is stored in high carbon, high biodiversity areas. The maps also show where existing protected areas
are high in both carbon and biodiversity.

As mentioned above, carbon is measured in units of tCO,e. In contrast, Figure 1 suggests the variety
of possible approaches to identify areas of high biodiversity. UNEP-WCMC has used 6 indicators for
biodiversity, namely Conservation International’s Hotspots, WWF 200 Ecoregions, Birdlife International
Endemic Bird Areas, Amphibian Diversity Areas, Centers of Plant Diversity, and the Alliance for Zero
Extinction Sites. Areas of “high biodiversity”, as classified by UNEP-WCMC, are areas where at least four
of the global priorities overlap, with areas in dark green indicating a greater degree of overlap.?

These types of maps represent areas of biodiversity priorities as defined by different groups. They do
not necessarily identify areas with high biodiversity benefits in economic terms. Ideally, spatial maps on
biodiversity benefits would incorporate the total economic value of these sites, with an assessment of both
direct and indirect use values. Benefits transfer methods, which involve taking economic values from one
context and applying them to another, could potentially be used to help establish these values, where site-
specific analyses do not exist, but it is still likely to be a data and time-intensive exercise.

20 www.cbd.int/doc/programmes/cro-cut/pa/pa-redd-2008-12-01-en.pdf

%1 The World Bank Forest Carbon Partnership Facility (FCPF) and the UN-REDD programme are also working to
identify ways to enhance biodiversity co-benefits in REDD in the ongoing REDD demonstration activities. See
Annex | for information on the FCPF.

%2 These national-scale maps draw, where possible, on finer scale nationally developed biodiversity datasets. The
WCMC maps are intended solely as demonstrations of how combining spatial data can help to identify areas where
carbon and biodiversity benefits coincide.
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Figure 1. Example of a UNEP WCMC National Map: Panama
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Source: Kapos et al. 2008.

Efforts to estimate the economic values of biodiversity at spatial scale are already underway in certain
locations (e.g. Wuensher et al. 2008; Wendland et al. 2009), including those by Conservation International
(CI) and other NGOs. For example, Wendland et al. (2009) estimated the probability of deforestation in
Madagascar and created an opportunity cost layer based on land used for agricultural production and land
used for subsistence crops. A ranking system was then devised for high vs. low opportunity cost areas. The
left panel of Figure 2 depicts the overlap between multiple ecosystem services in forest and wetlands; the
right panel indicates where payments would be suitable, after taking account of additionality (i.e. that
payments result in the provision of ecosystem services, additional to what would have occurred anyway)
and opportunity cost issues.?

According to UNEP-WCMC (2008), “REDD-related decision-making at the national scale will need
to be based, if at all possible, on nationally developed data for both carbon stocks and biodiversity”. The
IPCC has already established Good Practice Guidance for Land Use, Land Use Change and Forestry and
methodologies for GHG emissions.** A technical expert group could be established to develop best-
practice methods or guidance for how nationally-developed data for biodiversity could be collected to
maximise synergies with REDD data collection and REDD implementation. Any such expert group should
include representatives of forest-dwelling indigenous peoples and local communities in order to integrate
traditional knowledge related to biodiversity within mapping processes.

2 gee www.oecd.org/env/biodiversity for all presentations from the OECD workshop on Incentives to Capture
Biodiversity and Carbon Benefits for Reducing Deforestation (March 26, 2008), and other information.

% |PCC GPG-LULUCF provides supplementary methods and good practice guidance for estimating, measuring,
monitoring and reporting on carbon stock changes and GHG emissions from LULUCF activities. This consists of a
three tiered approach.
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Figure 2. Targeted Payments for Ecosystem Services in Madagascar
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Source: Adapted from Wendland et al. 2009.

3.2 Identifying high risks of deforestation and degradation

To ensure that financial incentives are indeed effectively reducing deforestation and forest
degradation, payments must be targeted to forest areas that are at risk of conversion to alternative land-
uses. Payments would otherwise be made to areas that would have been conserved anyway, implying that
limited financial resources would be squandered. This is the additionality issue, a key issue under the
REDD climate negotiations, and is intricately linked to baselines / reference levels (as discussed in

section 2.1.3). This issue is therefore not specific to promoting biodiversity co-benefits in REDD and is not
addressed here.

Identifying areas with high risks of deforestation and forest degradation should not necessarily result
in the exclusion from eligibility of protected areas. Many protected areas suffer from poor management or
a lack of adequate resources including for enforcement, which make them unable to adequately protect
forest species and ecosystems. However, provisions for protected areas need to be designed with care as
there are possibilities for perverse incentives on both accounts: some developing countries may have
incentives to degazette their protected areas in anticipation of REDD payments. If protected areas are
included however, it will be important to ensure that REDD payments are indeed additional. Including
protected areas de facto may provide incentives for governments to claim they cannot sufficiently fund
protected areas (and even reduce national funding to protected areas) so as to obtain international financing
via a REDD mechanism. This may also raise fairness issues with other developing countries that have
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made the needed investments for effectively protecting areas. The inclusion, or not, of protected areas as
eligible in a potential REDD mechanism will clearly be a difficult issue to resolve and, if they are included,
measures will be needed to avoid these perverse effects.

3.3 Evaluating opportunity costs

Evaluating opportunity costs of alternative land uses is needed to ensure that the limited financial
resources are allocated in the most cost-effective manner. This issue is not specific to biodiversity and will
be addressed via REDD. In general (albeit simplistically), if a market-based approach is used for REDD,
the market will drive REDD activities to least-cost activities. If a fund-based approach is used for REDD,
methods will be needed to ensure that funds are disbursed in a cost-effective manner (there is an
increasingzlg/ large literature for example on improving the cost-effectiveness of Payments for Ecosystem
Services).

With respect to developing the appropriate policies and incentives to capture and market the benefits,
section 2 outlined how REDD could be designed to enhance and maximise biodiversity co-benefits.
Section 4 examines how policies and incentives to complement any future REDD mechanism could be
designed to go beyond the biodiversity co-benefits, to target and capture biodiversity benefits directly.

4, Beyond Biodiversity Co-benefits in REDD: Multiple Payments for Multiple Benefits

It is possible to capture more than the biodiversity co-benefits in REDD (i.e. which implies two for the
price of one) by creating supplementary incentives to capture and market additional biodiversity benefits.
This involves making multiple payments for the multiple benefits provided by forests. Such payments for
biodiversity conservation can be mobilised via voluntary or regulatory approaches, and can be designed as
either market- or fund-based instruments.

Voluntary markets enable companies and individuals to purchase “units” of ecosystem services on a
purely voluntary basis®; regulatory markets are created and regulated by mandatory regional, national,
and/or international regimes, whereby such units are used for compliance purposes. Similarly, voluntary or
regulatory fund-based approaches for biodiversity conservation could also be used to supplement REDD
finances so as to explicitly target areas with high biodiversity benefits. 2’

Voluntary Markets that Bundle Carbon and Biodiversity Benefits

Similar to existing Gold Standard CDM credits®®, voluntary premiums for “Green Standard” REDD
credits are also possible i.e., voluntary premiums for REDD credits that provide additional biodiversity
benefits. Indeed there are to date already several examples of initiatives that bundle carbon and
biodiversity benefits for the voluntary carbon market. These include, inter alia, the Climate, Community

% See May 2008 Special Issue of Ecological Economics.

% Willingness-to-pay for this premium is motivated by inter alia the possibility to retain a competitive edge in an
industry with environmentally-minded customers, or at the individual level, for intrinsic or altruistic reasons.

%" These initiatives could be undertaken unilaterally, bilaterally or multilaterally at government, private sector or NGO
level. For multilateral government level involvement, the domain for these decisions would be the UNCBD; not the
UNFCCC.

% Gold Standard CDM credits in effect bundle GHG emission reductions (carbon benefits) with sustainable
development benefits. For a CDM project to generate Gold Standard CDM credits, specific sustainable development
criteria must be met, i.e., above and beyond requirements under the UNFCCC. Gold Standard CDM credits are
voluntary, and due to their higher “quality”, entail a price premium in comparison with a UNFCCC accredited CDM
credit. For more information see www.cdmgoldstandard.org/

18



ENV/WKP(2009)6

and Biodiversity Alliance (CCBA), Plan Vivo, CarbonFix, Social Carbon, and the Californian Climate
Action Registry (CCAR)? (see Box 1).

Box 1. Examples of Voluntary REDD-Bundling Initiatives

° The Climate, Community and Biodiversity Alliance — a partnership between research institutions, corporations
and non-governmental organisations- has developed voluntary standards to help design and identify land
management projects that simultaneously minimize climate change, support sustainable development and
conserve biodiversity. The CCBA has 17 Standards criteria, 14 of which are required and 3 of which are
optional. Three of the required criteria pertinent to biodiversity are: 1) Net positive biodiversity impacts; 2) Offsite
biodiversity impacts; and 3) Biodiversity impact monitoring. Projects are audited by independent third party
certifiers and each project is subject to a 21 day public comment period.

. CarbonFix has developed a standard to help ensure positive socio-economic and ecological benefits of climate
forestation projects. They recently issued the first green carbon credits. CarbonFix requires that 30% of credits
be retained in a buffer reserve and replanting to be undertaken 12 months after harvesting. Dual certifications
under CarbonFix and the CCB Standard or Forests Stewardship Council are already possible.

e A Plan Vivo Certificate is an environmental service certificate representing the long-term sequestration of one
tonne CO,, plus additional ecosystem and livelihood benefits, including biodiversity conservation through
expansion and strengthening of protected areas and native species.

e  Social Carbon has designed a social carbon methodology (SCM) which examines 6 areas/objectives:

- Biodiversity Resource The combination of species, ecosystems and genes that form the biological diversity
present in any region. Relevant aspects of this component are the integrity of natural communities, the way
people use and interact with biodiversity, the state of conservation, pressures and threats imposed on native
species, and the existence of priority areas for conservation.

- Natural Resource The stock of natural resources (e.g. soil, water, air, genetic resources) and environmental
services (soil protection, maintenance of hydrological cycles, absorption of pollution, pest control, etc.) from
which those resources derive.

- Financial Resource The basic capital (money, credit/debt and other economic goods) available to people and
organizations.

- Human Resource The skill, knowledge and capacity for work that people possess, as well as good health.

- Social Resources Work networks, social demands, social relations, relationships of trust, and association in
social groups.

- Carbon Resource The type of carbon project being developed.

Current Status in Selected Voluntary REDD-bundling Initiatives

Number of projects

Climate, Community and Biodiversity Alliance 13 approved
25 undergoing validation

CarbonFix 1 certified
7 in the pipeline

Plan Vivo 3 operational
10 in application process

Source: Author, as of November 2009.

2 Eor more information see: www.climate-standards.org; www.carbonfix.info; www.planvivo.org;
www.socialcarbon.org
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Prices of these voluntary REDD-bundling credits vary according to integrity of the standard applied
but should be only be taken as indicative at this stage. Price differentiation will become clearer between the
standards as the market matures.*® According to the 2009 forest carbon offsetting survey, one of the three
most important factors in the purchasing decisions of buyers of forestry credits is the potential for
generating biodiversity benefits (which ranked equally important with the type of the project and the
price). About a third of the respondents to the survey indicated that they would be willing-to-pay premiums
of USD 4 and more per offsets that are also CCBA certified (Ecosecurities, 2009).

Though such voluntary biodiversity premiums in REDD can help to capture and market more than
just the biodiversity co-benefits associated with REDD, it is important to note that voluntary schemes are
unlikely to provide the scale necessary to create a global demand for biodiversity and change land prices
fundamentally (Blom et al. 2008). Just as demand for carbon allowances, CDM CERs — and potentially
REDD credits in the future — is driven by legally-binding GHG emission reduction commitments and
regulated via an international carbon market, large scale international demand for biodiversity would come
from large scale regulatory policies to ensure biodiversity conservation and sustainable use.

5. Concluding Remarks

Successful agreement on a future REDD mechanism at UNFCCC COP-15 and beyond would
represent a substantial and unprecedented development in the creation of an international mechanism to
help internalise the carbon-related ecosystem services from forests. By providing positive incentives to
reduce emissions from deforestation and forest degradation in developing countries, a future REDD
mechanism is likely to result in significantly promoting biodiversity co-benefits. If REDD includes
conservation, sustainable forest management, and the enhancement of carbon stocks, even more so.

Some international REDD design elements however may pose risks to biodiversity, for example by
providing perverse incentives to deforest in advance of a REDD mechanism coming in to force (e.g. so as
to lower the baseline of forested area) or by encouraging the use of mono-plantations in
afforestation/reforestation activities rather than the use of mixed native forest species. There is a need
therefore for safeguards to avoid potential negative effects on biodiversity.

At the same time, overemphasis on non-climate change objectives and related biodiversity criteria in
a REDD mechanism carries the risk of raising transaction costs associated with REDD, thereby resulting in
less forest conservation and could therefore ultimately be counter-productive for biodiversity conservation
and sustainable use. Though a REDD mechanism offers opportunities to realise both carbon and promote
biodiversity co-benefits, the limitations of a REDD mechanism to act as a panacea for biodiversity loss
need to be recognised. This report has examined ways in which biodiversity co-benefits in REDD can be
promoted at the design and implementation phase, and how supplementary incentives to capture and
market additional biodiversity benefits can be created and bundled together with a REDD mechanism.

Specific suggestions for biodiversity policy-makers include the following:

e Some international financing would be well-invested in economically evaluating and
geographically mapping biodiversity and ecosystem services benefits as this can provide an
important input to national REDD planning and implementation. An improved information base
on national biodiversity will increase the likelihood of achieving and maximising biodiversity co-
benefits in REDD.

% \www.carbonpositive.net.
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For OECD countries, biodiversity-targeted international funding should be flexible and seek to
avoid double payments. Rather, biodiversity-targeted funding should aim to complement REDD
financing e.g. focussing in areas with high biodiversity and low carbon benefits.

The on-going REDD demonstration activities provide an invaluable opportunity for biodiversity
policy-makers to promote and financially support biodiversity monitoring, reporting and
verification in REDD demonstration activities to enable biodiversity performance assessment
over time. This will enable the analysis, comparison, and evaluation of different approaches and
methods used to promote biodiversity co-benefits in REDD. Lessons learned during the
implementation of these REDD demonstration activities can ultimately feed into the international
and national level policy-making processes.

Finally, biodiversity policy-makers may wish to consider the creation of a technical expert group
on Promoting REDD Biodiversity Co-benefits to establish best-practice guidelines and
principles, including on indicators for biodiversity. Such a group could in effect develop a “how-
to” tool-kit for developing countries that are implementing REDD activities at the national,
regional and/or local level.
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ANNEX 1:

REDD DEMONSTRATION ACTIVITIES, THE FCPF AND BIODIVERSITY

“As of March 13, 2009, 37 countries from Asia, Latin and Central America, and Africa have been
selected as REDD Country Participants in the FCPF Readiness Mechanism, based on Readiness Plan Idea
Notes reviewed by the Participants Committee and independent reviews by a Technical Advisory Panel.
Many of these REDD Country Participants will receive grant support to develop a Readiness Plan, which
contains a detailed assessment of the drivers of deforestation and degradation, terms of reference for
defining their emissions reference level based on past emission rates and future emissions estimates,
establishing a monitoring, reporting and verification system for REDD, and adopting or complementing
their national REDD strategy.”

“So far about US$107 million has been contributed by 11 Donor Country Participants in the
Readiness Fund, with the target being to raise US$185 million to support the REDD Readiness efforts of
the 37 countries selected into the FCPF. The target for the Carbon Fund is US$200 million, of which about
US$51 million has been pledged already.”

Source: http://www.forestcarbonpartnership.org/fcp/node/12

The REDD Readiness Preparation Proposal (R-PP) template (v.3 09-04-09) includes guidance
relevant to biodiversity, namely:

Under Section 2b on REDD Strategy Options, para 3(iii) calls for “Sustainability and integration
with other sector policies and strategies:

Synergies (or conflicts) between the identified options and other national development priorities,
including assessment of trade-offs across development goals or sectors (e.g., enhanced carbon stocks or
land management capacity, but reduced local rural incomes or biodiversity in surrounding lands)”

Under Section 2d on Social and Environmental Impacts, the R-PP template states: “The assessments
should give special consideration to livelihoods, rights (including those of Indigenous Peoples),
biodiversity, cultural heritage, gender, the special protection of vulnerable groups in society, capacity
development, governance, etc.”

In addition, under Component 4: Design a Monitoring System, the template states: “In addition, a
monitoring system also builds accountability and trust among local constituencies. The system design
should include early ideas on including capability (either within an integrated system, or in coordinated
activities) to monitor rural livelihoods, conservation of biodiversity, key governance factors directly
pertinent to REDD implementation in the country, and to assess the impacts of the REDD strategy in the
forest sector. Section 4b should be targeted to design a system for monitoring these variables™...

For further information see http://www.forestcarbonpartnership.org/fcp/
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AR
CBD
CDM
CER
ERU
EUA
EUETS
FCPF
GHG
IPCC

JI
LULUCF
ODA
OECD
QELRO
REDD
UNFCCC

WCMC

GLOSSARY

Assigned Amount Unit

Afforestation/Reforestation

Convention on Biological Diversity

Clean Development Mechanism

Certified Emission Reduction

Emission Reduction Unit

European Union Allowance

European Union Emissions Trading Scheme

Forest Carbon Partnership Facility (World Bank)
Greenhouse Gas

Intergovernmental Panel on Climate Change

Joint Implementation

Land Use, Land Use Change and Forestry

Official Development Assistance

Organisation for Economic Cooperation and Development
Quantified Emission Limitation and Reduction Objective
Reducing Emissions from Deforestation and Forest Degradation
United Nations Framework Convention on Climate Change

World Conservation Monitoring Centre (UNEP)
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Update on the Green Development Initiative

Prepared by Earthmind in response to notification SCBD/ITS/YX/75558 regarding
submission of information concerning innovative financial mechanisms,
pursuant to CBD COP decision X/3, A, paragraph 8(c)

July 2011

In 2008, the Parties to the Convention on Biological Diversity (CBD) agreed to
“improve actions... for enhancing the engagement of the business community” and to
“come forward with new and innovative financing mechanisms.” In 2010, the Parties
agreed that “by 2020, at the latest, the mobilization of financial resources... should
increase substantially.”

In response, the Green Development Initiative (GDI) intends to establish a
biodiversity standard and certification scheme for land management, not land
ownership transfer. Through independent third-party certification, land managers
can be recognised for their efforts to conserve biodiversity and to use biological
resources sustainably and equitably. In so doing, the GDI aims to facilitate private
financing for biodiversity.

The GDI biodiversity standard will apply CBD objectives, approaches and guidance to
land management. Where appropriate, the approaches and guidance of biodiversity-
related conventions and voluntary environmental and social certification schemes
will also be referenced. In particular, the GDI standard will build on the CBD
Ecosystem Approach. A prototype reference guide for a biodiversity certification
system for land management is currently being drafted.

Regarding the potential demand for GDI certification and associated financial support
for biodiversity management, research is also underway on the drivers and modalities
for engaging businesses, investors and consumers. Private companies may seek
certification for the biodiversity-responsible management of their own lands or as a
tool for channelling support to the management of other areas.

To further understand the potential supply of GDI certified areas and the potential
funding of these areas, a pilot programme is under way. This programme is exploring
how a GDI standard could be applied to the management of a range of landscapes
such as soy farms in Brazil and India, protected areas in Africa and Europe, cocoa
plantations in Ghana, agro-forestry in Mozambique, and community-based natural
resource management in Namibia.

Next steps include an international expert and stakeholder meeting planned for mid-
October 2011 in Nairobi, Kenya, and securing additional financing to continue the
programme of work. This work is focusing on piloting the design, implementation and
financing of GDI-certified land management plans. If successful, a first formal phase
of the GDI will be launched in 2012, either at CBD COP11, Rio+20, or IUCN WCC5.

Current support for the GDI comes from the inter-ministerial Biodiversity Policy
Programme of the Government of the Netherlands. Earthmind serves as its
secretariat. More information is available on the GDI website or by emailing
Earthmind.

gdi.earthmind.net gdi@earthmind.net
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The International Union for Conservation of Nature (IUCN) welcomes the opportunity to
provide information concerning innovative financial mechanisms (IFMs), pursuant to
decision X/3, A, 88(c). IUCN strongly encourages the Parties to the CBD to support the
further development of IFMs as a means of meeting the Strategic Plan for Biodiversity
2011-2020 and also expresses its interest in supporting ongoing efforts to ensure that
IFMs realize their potential, including through further analysis and on-the-ground testing.

Towards a Green Economy

During the International Year of Biodiversity (2010), major achievements were made in raising
the profile of conservation, demonstrate the increasing costs of biodiversity loss, and better
understand the economic value of biodiversity and ecosystem services, notably through the
release of the global study on The Economics of Ecosystems and Biodiversity (TEEB).
However, further effort is clearly needed to make conservation more economically relevant and
attractive in particular in the current situation in which the prospects for mobilizing additional
resources for biodiversity remain elusive. IUCN believes that IFMs are central to effectively
address this critical challenge of mainstreaming biodiversity and ecosystem values into society
and the economy.

Innovative financial mechanisms are based on the notion that economic incentives can be used
to achieve positive conservation outcomes. As highlighted in the reports of the expert
workshop?, IFMs can take on a variety of forms, involving both the private sector (e.g. markets
for green products) as well as governments (e.g. environmental fiscal reform). Overall, their aim
is to influence behavior across a range of economic sectors in order to align different interests
with those of biodiversity conservation. IFMs can thus be seen as the means by which the
transition to a Green Economy can be enabled.

This transition has already started. Today, governments are increasingly using incentives to
encourage ‘green’ business, e.g. through their public procurement policies or economic stimulus
packages (TEEB, 2010). Producers themselves are becoming more aware of the environmental
impacts of their activities and some companies are actively seeking competitive advantage by
going beyond the minimum required by law and aiming for a net positive impact on biodiversity.
In many countries, consumers increasingly prefer biodiversity-friendly products and services.
For instance, the sale of certified ‘sustainable’ forest products quadrupled between 2005 and
2007 (TEEB, 2010), while markets for certified fish, organic food and other ‘nature-friendly’
goods and services are growing faster than their conventional counterparts. Markets for
ecosystem services (e.g. watershed protection, carbon storage and sequestration) are also
expected to grow rapidly in the coming years (Ecosystem Marketplace, 2009)%. These
developments are also leading more investors to seek out ‘green’ assets and opportunities
(UNEP Finance Initiative, 2010)°.

The main rationale for supporting the development of IFMs is to support a Green Economy
transition by mobilizing a wider range of stakeholders and interest groups to join in the global

! http://www.chd.int/financial/doc/2011-03-budapest-IFM-report-en.pdf
? http://ecosystemmarketplace.com/documents/acrobat/ECM%20Beyond%20Carbon _eng.pdf
3 http://www.unepfi.org/fileadmin/documents/CEQ DemystifyingMateriality.pdf
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effort to conserve the world’s biodiversity. In light of the CBD’s ambitious and far-reaching
Strategic Plan for Biodiversity 2011-2020, it is apparent that strong engagement from all sectors
of economic activity is essential. It is in this spirit of mobilizing a broader range of ‘biodiversity
beneficiaries’ that IFMs need to be developed and applied.

Balancing Efficiency and Equity

It should be clearly emphasized that the quest to broaden and diversify the funding sources for
biodiversity conservation should not mean that conservationists ‘sell out on nature’. Also, the
use of IFMs should not result in any type of ‘commodification’ of nature. Although markets can
be used to encourage more sustainable behaviors by setting prices, they will never be able to
capture the full value of nature. A payment for an ecosystem service, for instance, is aimed at
influencing the behavior of a land owner or land steward, and is not intended to capture the
value of an ecosystem. In fact, transactions for such schemes (e.g. payments for forest-based
carbon projects) are often based on the opportunity costs of the foregone activity (e.g.
agriculture or forestry) rather than on any estimation of the economic value of a given
ecosystem or ecosystem service.

IUCN believes that there are many positive experiences with IFMs that can be used as a basis
for further developing the concept at the international level. Through IUCN’s collaboration with
the private sector, it has become clear that business and conservation interests can go hand-in-
hand (TEEB, 2010)*. Nevertheless, IUCN’s experience has also demonstrated that the
implementation of incentive-based mechanisms can often imply a trade-off between the
efficiency and equity of outcomes. This trade-off needs to be carefully addressed and balanced.
IFMs need to be supported and accompanied by accountable and equitable governance
arrangements. Local-level ownership and participation are key conditions for the success of
incentive-based conservation schemes. The Living Water Partnership Fund®, which IUCN
helped to establish in North-western Guatemala, provides a promising example of how positive
social, economic and environmental outcomes can be reached through the development of an
innovative and locally-owned financing scheme for supporting watershed conservation.

In light of the significant funding gap for conservation and the poor economic health of many
donor countries, IUCN strongly urges Parties to give greater political support to IFMs. While
there still is a need to further analyze, refine and test different IFMs, notably to ensure that the
trade-offs between economic efficiency and social equity are well understood and dealt with, it is
essential to move beyond the unsustainable ‘business-as-usual’ scenario of conservation
finance. The objectives of the CBD can simply not be met unless Parties can agree to go
beyond traditional sources of financing and adopt a broader and more inclusive approach to
resource mobilization.

Gland, 29 July, 2011

* For more information and relevant examples, see TEEB for Business (2010):
http://www.teebweb.org/ForBusiness/tabid/1021/Default.aspx
> http://www.confluenciasagua.net/node/190
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