Private investment opportunifies in
jurisdictional climate change mitigation
programs in Ethiopia

Prefeasibility study

. @
unig e?

land use



Private investment opportunities in
jurisdictional climate change mitigation
programs in Ethiopia

Prefeasibility study

Client
The World Bank

Author Date
unique land use GmbH February 2023



Content

4.1.

4.1.1.
4.1.2.
4.2.

4.2.1.
4.2.2.
4.2.3.
4.3.

4.3.1.
4.3.2.

5.1.

5.2.

5.2.1.
5.23.
5.3.

Tables \
Figures Vi
Boxes \
Acronyms Vi
Executive Summary 1
Introduction 7
Approach 8
Business cases for private sector investment in climate change mitigation 9
Investing in NCS to offset emissions 12
Economic model for land restoration through assisted revegetation 13
Suitability for private investors 16
Investing in commodity production and ER crediting for insetting and frade 17
Investing in sustainable production forestry 17
Investing in climate smart coffee production 20
Suitability for private sector investors 23
Investing in commodity production with potential for ER benefit allocation 25
Investing in sustainable dairy production 25
Suitability for private sector investors 30

Carbon accounting and markets - framework for private sector financing of climate
action 31

Carbon markets and bilateral tfrade 31

Approaches to ER accounting and integration of project and jurisdictional level climate

initiatives 36
Emission reduction accounting 36
Nesting projects in jurisdictional programs 38
Designing a conducive framework for private sector investment in NCS 4]
Co-benefits, safeguards, and risk mitigation in NCS investments 45

Private investment opportunities in jurisdictional climate change mitigation programs I



6.1.
6.2.
6.3.

7.1.
7.2.

7.2.1.

7.2.2.
7.2.3.

Al

A2

A3.

A3.1.

A 3.2.

A4,

AS.

AS.1.
A 5.2
A 53.

Co-benefits
Safeguards

Risk and risk mitigation

Conclusions and recommendations
Conclusions

Recommendations

45
46
48

51
51
54

Improving the Ethiopian legislation for carbon rights and benefits, and general investment

framework
Investing in Ethiopia’s carbon accounting and transaction framework

Facilitating access to land for forestry and agriculture investments

Literature

Glossary

Land-based carbon projects and programs in Ethiopia

Case studies — approaches to jurisdictional climate programs

COMACO Landscape Management Project — a bottom-up approach to reducing
emissions from diverse land-use activities

Brazil Amazon Fund - a top-down approach to raising and deploying results-based
finance for the conservation of forests

ER mitigation potential for NCS

Technical notes
Carbon market potential for Ethiopian landscape programs
Ethiopia context, and legislative and regulatory review

Nesting in large-scale jurisdictional programs

54
56
56

60

62

64

67

67

68

70

72
72
72
72



Tables

Table 1: Land restoration — assumptions project scale and implementation cost.............. 14
Table 2: Land restoration — assumptions for carbon revenues and benefit sharing ........... 14
Table 3: Land restoration — cost & benefit... ..o 15
Table 4: Land restoration — cost & benefit SCENANOS ......oooiiiiiiiiiiiiiee e 15

Table 5: Production forestry model — assumed production targets and carbon stocks .... 18
Table é: Production forestry model — cost & beNEfit.......oooivieeeiiiiiee e, 19

Table 7: Production forestry model — sensitivity to carbon benefit vs carbon crediting..... 20

Table 8: Climate smart agriculture — scale and yield assumptions .......cccccccveevecceeeeeciieeeens 21
Table ?: Climate smart agriculture — financial assUMPTIONS .....cccuveeeeeciiie e 22
Table 10: Climate smart agriculture — internal rate of return for different scenarios........... 23
Table 11: Dairy production — scale and yield assumptions .........eeeeeeeeeciiiiieeee e e 27
Table 12: Dairy production — finaNcCial ASSUMPTIONS ......uviiieciiiieeiiee et e e e 28
Table 13: Dairy production — internal rate of return for different scenarios..........ccceeeee...... 29
Table 14: Potential for project-based carbon credifing for investment categories ........... 44
Table 15: Co-benefits of the private sector NCS investments........ooovcvieeeciee e 45
Table 16: RECOMMENAOTIONS ...iiiiiiiiieeetie ettt ettt ettt e st e et e st e sbeeesabeeenee 57



Figures

Figure 1: Suitability of NCS for private seCtor INVESTOrS.......covciviriiiiiecieeeeeeeeee e 11
Figure 2: Production forestry model - cumulative cashflow ........coccvvvviieiiiiniiiniieeiecen 19

Figure 3: Issuance of carbon credits and prices from the forestry and land use sector .... 31

Figure 4: Crediting MECNQANISIMS ...ttt e eett e e e et e e e aa e e e eeaaaeaeens 35
Figure 5: Private carbon investor attractiveness versus MRV effort and complexity .......... 40
Boxes

Box 1: Carbon insetting and OffSETING co.vviiiicieee e e 9
Box 2: Investing in carbon project development ... 12
Box 3: Carbon rights in EtNIOPIO ...cceceiiiieeiiie et e e eaaeeeeas 17
BOX 4: ACCESS TO IANG ittt ettt e sare e st e e saraeesanee s 24
Box 5: Domestic iNSHIUTIONAI INVESTONS ..couiiiiiiiieiceeeeee e 25
Box 6: Compliance markets: CORSIA ...ttt e e et e e s ebeeeeseaeeeeas 34
Box 7: Article 6.2 of the Paris Agreement — a new mechanism for ER fransactions............. 35
Box 8: Methodologies and independent crediting mechanisms for NCS..........cccceeeenneee. 37
BOX 01 N ESTING ittt e et e e et e e ettt e e e e tb b e e e e tab e e e e araa e e e ataeee e ttraeeeantraaaans 38
Box 10: Reflection of safeguards in the new VCS ARR methodology.......ccccvveeeciveeeenineenn. 47

Private investment opportunities in jurisdictional climate change mitigation programs Vi



Acronyms

AFOLU
AFR100
ALM
ARR
ART
CAEP
CAR
CCBS
CDM
CERF
CO2e
COMACO
CORSIA
ECCSA
EIC

EIH

ER
ERPA
ESG
FCPF
FLR
FPIC
GCF
GHG
GS
ICAO
IFC

IFM
1SD

IRR

ISFL
TMO
JNR
LEAF
MAI

Agriculture, Forestry and Other Land Uses

African Forest Landscape Restoration Initiative
Agricultural land management

Afforestation / reforestation / revegetation
Architecture for REDD+ Transactions

Committee on Aviation Environmental Protection
Climate Action Reserve

Climate, Community & Biodiversity Standards
Clean Development Mechanism

Climate Emissions Reduction Facility

Carbon dioxide equivalents

Community Markets for Conservation

Carbon Offsetting and Reduction Scheme for International Aviation
Ethiopian Chamber of Commerce and Sectorial Association
Ethiopia Investment Commission

Ethiopia Investment Holdings

Emission reductions

Emission Reductions Payment Agreements
Environmental, social, and governance

Forest Carbon Partnership Facility

Forest (and) landscape restoration

Free, prior, and informed consent

Green Climate Fund

Greenhouse Gases

Gold Standard

International Civil Aviation Organization
International Finance Corporation

Improved forest management

International Institute for Sustainable Development
Internal rate of return

Initiative for Sustainable Forest Landscapes
Internationally Transferred Mitigation Outcomes
Jurisdictional and Nested REDD+

Lowering Emissions by Accelerating Forest finance

Mean annual increment

Private investment opportunities in jurisdictional climate change mitigation programs Vil



MRV
NCS
NDC
NGO
OEFCCA
OEPA
OFLP
OFWE
PPP
REDD+
SLM
TREES
UNFCCC
VCM
e

Measurement, Reporting, and Verification

Nature-based Climate Solutions

Nationally Determined Confribution

Non-governmental organization

Oromia Environment, Forest and Climate Change Authority
Oromia Environmental Protection Authority

Oromia Forested Landscape Program

Oromia Forest and Wildlife Enterprise

Public-private partnership

Reducing Emissions from Deforestation and Forest Degradation
Sustainable Land Management

The REDD+ Environmental Excellence Standard

United Nations Framework Convention on Climate Change
Voluntary carbon markets

Verified Carbon Standard

Vi



Executive Summary

1. The Government of Ethiopia has made significant commitments for forest (and) land-
scape restoration (FLR) and to reduce land- based greenhouse gas (GHG) emissions. Na-
tional strategies emphasize the importance of the private sector to achieve climate, land
restoration, and economic development targets. Yet, to date, private sector involvement
in sustainable land management (SLM), FLR, and conservation remains limited. SLM and
FLR programs are largely implemented by government with support from bi- and multilat-
eral development cooperation partners. Against this background, this report aims to assess
how domestic and international private finance could be mobilized for investments in SLM
/ FLR and generation of emissions reductions (ER) in the framework of jurisdictional govern-
ment-led climate programs.

2. The private sector can invest directly in Nature-based Climate Solutions (NCS) that
generate ER with the aim to use the carbon credits for insetting, offsetting or trade in the
voluntary carbon market and future compliance markets. At this stage, private investment
in jurisdictional programs at program-level in Ethiopia is unlikely, given that there is sfill lim-
ited experience regarding the ER performance of jurisdictional programs. This holds true
not only for Ethiopia but globally. On the other hand, private sector investment in ER pro-
jects that are embedded (nested) in a jurisdictional program is feasible if the program is
operational and offers attractive condifions for the nested projects. This pre-feasibility study
focuses on this opportunity, as it currently appears to be the most viable option for lever-
aging private finance through publicly funded programs in Ethiopia.

3.  Not all NCS activities are equally attractive. Investments that combine revenues from
agriculture or forestry with carbon credit generation are more attractive than single-stream
approaches. This applies especially to commodities with strong value chain linkages and
high ER potential per hectare (e.g., coffee and fimber). Investments in dairy and staple
food crops (e.g.. grains and pulses) are primarily interesting from the commodity perspec-
five because the ER potential per hectare is relatively small.

4. Investments in activities that focus only on carbon sequestration, e.g., landscape res-
toration through revegetation, may be attractive for investors that require large amounts
of ER to compensate their emissions, e.g., oil and gas industry or big data processors. These
"carbon-only” activities, that focus on avoiding emissions from land use change, often
pose notable carbon accounting challenges and have a high risk of leakage (e.g., avoid-
ing forest degradation and deforestation). Such projects require substantial investment in
carbon accounting methodologies and establishment of baselines as well as measuring,
reporting and verification (MRV) systems af landscape level, resulting in considerable trans-
action costs. If these challenges can be addressed, e.g., in the framework of jurisdictional
programs, such projects represent an option for public-private investment partnerships.

5.  Smallholder farmers and communities are key actors in land-based carbon projects
and need to be involved in corporate and financial private sector investments. If this



requirement is met, private sector investment is likely fo create important co-benefits, e.g.,
improved livelihoods or enhanced food security.

6. The general outlook for private sector finance in NCS in Ethiopia is positive, although
challenges remain and must be overcome to scale up private investment:

¢ The area potential, i.e., land requiring improved management to increase productivity
in a sustainable manner or afforestation/reforestation to provide timber, is significant.
For example, about 6 million ha of croplands need better management practices to
halt and ultimately reverse degradation. Over a million ha of woodlots and plantation
forests exist but are poorly managed and would benefit from improved forest manage-
ment (IFM) practices, resulting not only in higher production but also in carbon seques-
fration. This is a target in line with clearly expressed government priorities: According to
MEFCC (2018b), about 300,000 ha of additional, high yielding production forests are
required to meet the growing demand for fimber products. Better managed forests
would confribute to mitigating these deficits.

* NCS have the highest share in voluntary carbon markets (VCM), and they are growing
rapidly. While NCS sfill play a lesser role in most compliance markets for ER, new
schemes are emerging and place increasing focus on NCS, e.g., linked to the Carbon
Offsetting and Reduction Scheme for International Aviation (CORSIA). Ethiopian Airlines
is required to offset its emissions with the beginning of phase Il of CORSIA in 2027.

e Carbon project developers and jurisdictional programs can increasingly rely on digital
monitoring technologies and new/revised carbon accounting methodologies. How-
ever, the establishment of a coherent accounting system at jurisdictional or national
level to manage double accounting risks remains challenging.

7. Despite the overall positive outlook for private investments in NCS in Ethiopia, actual
investments are still low due to structural barriers, including carbon rights, access to land,
the legal investment framework, carbon accounting and transaction infrastructure, and a
lack of clearly defined rules for nesting of projects in jurisdictional climate programs.

8. Ethiopia has not yet determined its approach to nesting of projects in jurisdictional
programs, although the available evidence suggests that a centralized approach is fa-
vored by the government. This means that government accounts for and fransacts GHG
ER and benefits are allocated to projects or participating actors by the government. In this
set-up, companies cannot use ER for insetting or sale on the voluntary market. The govern-
ment should consider allocating a greater level of responsibility (MRV, certification) and
rights (to transact carbon) to independent project developers.

9. The establishment of well-functioning and transparent national and jurisdictional car-
bon accounting and transaction frameworks are key for bilateral carbon trade agree-
ments in the context of the Paris agreement and for private NCS investors to nest projects.
At the moment, Ethiopia does not have the needed structures and mechanisms in place
(baselines and MRV for all land use sectors!, GHG registry) and has limited capacity o
develop and implement such frameworks. The transition of projects into future jurisdictional

1 Available for forestry (REDD+) and under development for livestock.



programs is not regulated, exposing NCS investors that choose to certify their project to a
high uncertainty risk. The Government should evaluate the options for setting up and op-
erationalizing the carbon accounting and transaction framework. Options include, but are
not limited to, sefting up a dedicated authority equipped with the necessary financial and
human resources or outsourcing some of the activities. How independent carbon projects
fransition into new jurisdictional programs should be at least broadly defined considering
the investors perspective (accrued carbon transaction costs, refurn expectations).

10. Clearly defined carbon rights are an important determinant for many potential NCS
investors, particularly in the context of the recent UNFCCC decisions concerning Article 6
of the Paris Agreement to avoid double counting and double claiming. Some aspects re-
lated to carbon rights are already defined in the Forest Proclamation (2018). A draft forest
regulafion including carbon rights is currently being considered by the parliament.2 There
is no regulation of carbon rights for NCS project developers outside forestry, creating un-
certainty for potential investors. The government of Ethiopia should thus consider:

* Regulate carbon rights for all relevant NCS in land use sector, i.e., also covering other
land uses (agriculture, grassland, wetland) and livestock.

* Increasing the scope of carbon rights to include carbon certification and transaction
by private project developers.

* Reflecting the potential role of private sector adequately in the benefit sharing plans(s)
(or regulation).

11. The identification of suitable land for large scale commercial forest investments is hin-
dered by the limited availability of land use plans that are based on successful consulta-
tions with all key stakeholders (despite the ongoing efforts by government and develop-
ment partners to improve the situation). The exception is land clearly demarcated for pro-
duction forestry that is currently managed by state owned enterprises. Although the enter-
prises have limited financial and technical capacity to utilize their land efficiently, they
could overcome these constraints by partnering with private sector, e.g., by engaging in
lease agreements or joint ventures.

12. The legalinvestment framework has improved significantly over the last decade. How-
ever, the capacity to implement laws and regulations is limited, especially in relation to
sector specific incentives, duties, and fees. Investors’ interest for such projects could be
increased and their fransaction costs reduced by harmonizing the legal framework and
making regional and local specifications accessible at national level, e.g., through the
Ethiopia Investment Commission.

13. Ethiopia’s public-private investment law is strongly oriented towards the establishment
of large-scale infrastructure or public services provision. It has limited applicability for land-
based investments like restoration and conservation, which would benefit from public-pri-
vate partnerships (PPP) as well. PPPs in the land use sector could be structured following

2 The regulation was not available for review at the time of writing (November 2022).



the example of the Ugandan Sawlog Production Grant Scheme, i.e., providing investment

incentives based on proven compliance with key performance indicators.3

14. As a way forward, there are a number of recommendations that can be implemented

in the ongoing programs while result-based policy lending is suggested to ensure the de-

velopment of an enabling private sector environment over time. The key recommenda-

tions are:

Prioritization of the development of a carbon legislation that is applicable to all land
use sectors and provides clear guidance on carbon ownership, carbon fransaction
rights, and the right to receive carbon benefits.

Encouragement and enablement of project level ER investments through design of a
clear framework for the transitioning of projects into programs while national and juris-
dictional institutions and mechanism are established.

Further improving the general investment framework, including the harmonization of
incentives, fees and duties, providing easy of access to these regulations and rules, and
augmenting the scope of the PPP law to include land-based investments.

Building the capacity of national and regional governments to establish and manage
MRY systems, validate/verify jurisdictional NCS approaches, and transact ER to attract
private sector investments in both jurisdictional programs themselves and the nested
projects under them.

Investment in building the capacity of relevant regional institutions, building trust be-
tween government and private sector actors, and accelerating land use planning -
required to enable access to land for commercial forestry and agriculture.

3 Refer to Jacovelli (2009): Uganda's Sawlog Production Grant Scheme: a success story from Africa
and https://spgs.mwe.go.ug/ for details.
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Summary of recommendations

Legislation

Topic

Develop the legal framework on carbon
rights and benefits across all land use

sectors.

Regulate how existing carbon projects

fransition intfo climate programes.

Define the mechanisms, modalities, and
responsibilities for allocation of carbon
credits and/or carbon benefit sharing to

entities that have generated ER.

Improve the general investment framework,

including

>

>

Harmonization incentives, fees, and duties.
Providing access to investment relevant in-

formation.

Augmenting the scope of the PPP law to
include land-based investments.

Expected outcomes

The carbon legislation (sector specific or cross-sectoral laws or regulations) is in place and de-
fines at minimum:

» Carbon ownership for land-based ER activities.
» Carbon fransaction rights.
» Entitlement to receive carbon benefits and type of benefits that can be shared.

A regulation or directive for transitioning of carbon projects into national or jurisdictional cli-
mate programs has been developed and approved. It specifies the:

» Rights of the carbon project developer after transitioning into the jurisdictional program

> Minimum transition period

» General approach to align carbon baselines (if relevant)

Carbon benefit sharing mechanisms (regulation and/or program specific, e.g., the OFLP) are

in place that specify the indicators used for carbon benefit allocation and thresholds to be
met to be eligible for benefit sharing.

Investment incentives relevant for NCS investors are specified in regulations and directives.
All relevant documents and guidance are easily accessible through the Investment Commis-
sion and its regional counterparts.

The PPP law and regulation have been revised and are applicable to investments in the land
use sector and restoration/conservation



Topic

Carbon accounting and
transaction framework

Access to land

Development of the carbon accounting

and fransaction framework at national and

regional (jurisdictional program) levels

aligned to the carbon rights legislation,

including:

» Establishment of the National GHG regis-
fry.

» Establishment of entities dedicated to

MRV and carbon accounting at national
and regional levels.

» Development of sector/ER category spe-

cific rules for nesting of projects in jurisdic-

tional (sectoral) climate programs.

Access to land for commercial production
forestry in gazetted forest land:

» Identification of forest investment opportu-

nities for private NCS investors.

» Definition of key performance indicators
and benchmarks for private sector part-
ners.

» Identification of qualified and interested
private sector investors.

Access to land for agriculture and forestry
outside gazetted areas:

» Accelerate land use planning and entry of
land use certificates in an online cadaster

Build capacity of regional and local gov-
ernment for the due diligence of land in-
vestment projects considering social and
environmental safeguards

Expected outcomes

The national GHG registry is functional, i.e., fransparently reflects the ER from all relevant sec-
tors and different levels of carbon generation, as well as carbon fransactions or use of ER to-
wards the NDC (unconditional).

MRYV system(s) at national and/or regional level:
» are operating at international standards and
» are audited in regular intervals by qualified certifiers.

The OFLP (other jurisdictional program) has been successful validated against respective
third-party standards.

The OFLP has been successful verified against respective third-party standards and ER cerfifi-
cates have been issued.

Identification of investment opportunities by the government or state forest enterprises is evi-
denced by:

» Longlist of parcels of land for private commercial forestry investments.

» Assessment of listed areas against key criteria for private investments in NCS (e.g., land ten-
ure, sensitive environments, production capacity) and selection of sites to be tendered.

» Call for investors ongoing/concluded.

Minimum requirements and indicators for large sale land-based investments have been de-
fined, including but not limited to land tenure, land cover and use, and co-benefits to be de-
livered by investors.

Relevant regional authorities are able to implement due diligence assessments of potential
investments against national law and are familiar with international safeguards standards.

National and regional level authorities are able to support interested investors in the identifi-
cation of investment ready land.



Infroduction

15. The Government of Ethiopia has made significant commitments for landscape resto-
ration and to reduce Greenhouse Gas (GHG) emissions that will require extensive funding
from both the public and private sector. The National Forest Sector Development Program
(MEFCC, 2018b) indicates that over 10 years an investment of USD 15.6 billion is required to
implement the planned activities targeting sustainable forest production, forest conserva-
fion and restoration, and improving rural livelihoods in forest landscapes. Roughly 50% of
the investment is expected from the private sector, including smallholder farmers. Ethio-
pia’s Nationally Determined Contribution (NDC) is estimated to cost USD 316 billion, 20% of
which will be financed by the government of Ethiopia. The remaining 80% require third
party sources of finance. In 2019, the Ethiopian Chamber of Commerce and Sectorial As-
sociation (ECCSA) issued a white paper on barriers and recommended measures for the
commercial forestry and wood processing industry development in Ethiopia.

16. The Government of Ethiopia has established a number of programs, often with support
from development pariners, to achieve landscape restoration and climate targets (e.g.
AFR100%). However, further investments are needed and must also include sources of fund-
ing other than public sector finance. Additional funding sources for scaling-up include in-
vestments by the domestic and international private sector in Nature-based Climate Solu-
tions (NCS), as well as other sources, e.g., carbon funds and voluntary carbon markets
(VCM).

17. This study is a prefeasibility assessment of the potential for land-based private sector
investments under the umbrella of national or sub-national (jurisdictional) climate pro-
grams. The report:

* Describes the requirements of private sector investors in land-based carbon setting
them in context to the existing investment framework in Ethiopia.

* Qutlines the potential for private sector investment in Ethiopia that contribute to climate
change mitigation.

* Analyses the potential contribution of carbon finance for four possible business cases:
production forestry, restoration of degraded land, climate-smart coffee production,
and dairy production.

¢ Provides recommendations how to improve the market environment for private sector
investment in carbon generation in Ethiopia.

4 African Forest Landscape Restoration Initiative: Ethiopia


https://afr100.org/content/ethiopia

Approach

18. The study was implemented in three steps, (i) assessment of the national and global
framework for NCS investments, (ii) identification of key investment criteria for private sec-
tor, and (iii) analysis of economic performance and identification of key design parame-
ters for jurisdictional climate programs in Ethiopia.

i) The foundations for private sector investment in NCS were assessed, including:

¢ The relevant national policy, legislative, and institutional framework.
¢ Global carbon markets and crediting mechanismes.

e Approaches to and experience with complementary implementation of climate
projects and jurisdictional climate programes.

This assessment was based to a large extent on desk research. The findings were sup-
ported by interviews with key stakeholders, including government agencies, develop-
ment partners, and private sector actors. The results of these preliminary studies are
captured in three technical notes annexed to this report, with key aspects embedded
in the following chapters.

i) Analysis of key criteria for domestic and international institutional and private sector in-
vestors in Natural Climate Solutions, leading to a broad categorization of NCS invest-
ments by key revenue streams and the investor’'s objective regarding ER generation.

iii) For these investment categories example business cases were identified and their eco-
nomic performance under different carbon revenue scenarios explored. Key design pa-
rameters for jurisdictional climate programs that seek to encourage private sector in-
vestment in general as well as specifically per category were idenfified.

Note: The economic models are based on the best available information (literature and
values from past and ongoing projects implemented by Unique in Ethiopia and the
region) and considering an attractive scale for project level investments. Context
specific costs and benefits (e.g., distance to markets, or agro-ecological zones) were
not considered in the economic models. The fimeframe for the land-based business
models is 20 years.5 The economic models do not reflect taxes and are in real prices.

19. In the conclusions and recommendations, we reflect:

* The incentives and barriers to private sector investment in NCS founded in, e.g., policy
and legislation, the design of jurisdictional climate programs, and the current global
framework for ER transactions.

* The economic viability of private sector investment in NCS in different settings

e Ways forward to improve the investment environment for the private sector in NCS.

5 The minimum crediting period for AFOLU projects is 20 years. REDD+ and land restoration projects
without/with limited utilization of biomass tend to have longer crediting periods of 30 years and more.
Other project types, e.g., reducing enteric fermentation in livestock management, do not have min-
imum crediting periods. (Refer to VCS and GS for details.)


https://verra.org/programs/verified-carbon-standard/vcs-program-details/
https://www.goldstandard.org/project-developers/standard-documents

Business cases for private sector investment in
climate change mitigation

20. Private sector actors have two principal avenues for investments in climate change
mitigation, ex-ante or ex-post ER generation, determining the potential use for insetting
and offsetting of emissions. Ex-ante investments target the origination of carbon credits,
including carbon project development, implementation of carbon project activities, and
measurement, reporting, and verification (MRV). Such investments are often, but not al-
ways linked to commercial investments, i.e., the production of agricultural and forest com-
modities. The resulting carbon credits can be used for in- or offsetting (Box 1) or sold to third
parties to improve the economic performance of the overall investment or fund the pro-
ject activities. Ex-post finance, i.e., the purchase of carbon credits on voluntary or compli-
ance markets, is interesting for organizations that need to offset emissions but do not have
the capacity to invest on carbon origination. This chapter focusses on the first investment
avenue, i.e., ex-ante investments by private sector institutions in carbon generation.

Box 1: Carbon insetting and offsetting

Insetting and offsetting are means that can help an organization in their attempts to
become carbon neutral, especially for unavoidable emissions from its direct activities.s

Insetting refers to activities implemented along an organization's value chain that are
designed to generate Greenhouse Gas (GHG) emissions reductions (ER) or carbon
removals. They often have multiple benefits for the organization, such as: reducing the
carbon footprint, improving climate resilience, intfroducing supply chain production
standards including safeguards, and improving the quality of raw materials.

Offsetting refers to the compensation of emissions by claiming the mitigation benefits of
external projects that are not related to an organization’s value chain — either through
purchasing carbon credits or by investing info a carbon generation project and retiring
the resulting credits. Offsets can stem from different project types, e.g., energy,
manufacturing, tfransport, as well as NCS.

Regardless of how or by whom ER are generated and claimed, ER should not be used
by more than one organization (avoiding double counting / double claiming). Good
practice insetting or offsetting entails a transparent verification of ER by an independent
third party using a creditable standard and registries where ER are listed and retired.
Such platforms exist in the voluntary carbon market, e.g., the Verra or Gold Standard
(GS), but can also be established at national level.

The Science Based Targets for Forest, Land and Agriculture and Greenhouse Gas
Protocol (expected in 2023) will provide additional guidance on how ER can be
claimed in the NDC of the project host country or transferred between countries as
stipulated in Article 6 of the Paris Agreement (section 5.1).

Sources: https://www.insettingplatform.com/

6 GHG emissions of organizations are quantified including the organization’s value chains direct and
indirect emissions. Direct emissions result from activities under the control of the organization. Indirect
emissions include energy and inputs from sources that the organization does not own or control.


https://sciencebasedtargets.org/
https://ghgprotocol.org/
https://ghgprotocol.org/
https://www.insettingplatform.com/

21. To facilitate the analysis, the investment options were categorized according to the
possible two key revenue streams, i.e., income from agriculture and forest activities and/or
emission reductions. Each option attracts different types of investors, e.g., those requiring
in- or offsefting versus those seeking to improve the return on a value chain investment or
a combination thereof. Four investment categories (A-D below) have been identified, of
which an overview is provided in Figure 1a and b.

A: Investing in NCS to offset emissions, represents climate activities such as land resto-
rafion in areas dominated by subsistence farming or earmarked for conservation, i.e.,
without or with very limited linkages to commodity value chains. These projects require
pre-financing by development partners and private sector interested in offsetting emis-
sions.

B: Investing in commodity production and ER crediting for insetting and trade, applies
to commodities with very strong value chain linkages, such as coffee and timber, and
relatively high carbon sequestration per unit. Investments can be financed by value
chain actors, optionally in partnership with carbon off-takers.

C: Investing in commodity production with potential for ER benefit allocation, similarly to
the above, places focus on commodity production implemented by value chain ac-
tors. However, due to relatively low ER potential per unit of land and/or relatively com-
plex carbon accounting and monitoring requirements, ER generation at project level is
not feasible.

D: Investing in ER generation for the NDC or bilateral trade, represents NCS investments
that have no or only a very weak link fo commodity value chains, require landscape
level action to mitigate unintfended negative effects (especially local displacement of
emissions/leakage), and often require methodology development. Examples include
avoided deforestation and forest degradation.

Private investment opportunities in jurisdictional climate change mitigation programs 10
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Figure 1: Suitability of NCS for private sector investors

22. In the following sub-sections, the economic viability for the investment categories A,
B, and C is presented. The economic analysis focused on the sensitivity of investments to
changes in carbon origination costs and revenues. An example for typical carbon project
scales and the related costs and revenues is provided in Box 2. The required and available
framework, including carbon accounting methodologies, integration in landscape level
(jurisdictional) climate programs, and carbon markets for all four categories is presented
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in the following chapter 5. An overview of co-benefits, compliance with safeguards, and
investment risks is provided in chapter 6.

Box 2: Investing in carbon project development

Carbon project fransaction costs include: the inifial costs for project development
(feasibility, supporting studies, project documentation for certification); the annual
monitoring, validation and periodical verifications and the related inventories; and the
fees for project registration and issuance of carbon credits.

Typical fransaction costs for forestry and agriculture carbon projects with a 20-year
crediting fimeframe are provided below. Costs vary, depending on the type and size
of the project and the available data, e.g., REDD+ projects are in general more costly.
Additional costs will be incurred during implementation, e.g., working with communities
and other stakeholders.

The investment for a medium-sized project, generating about 100,000 tCO2e is
estimated at USD 700,000. A large project, generating at least 1 million tCO2e, is likely
fo cost USD 1.3 million. The smaller project would struggle to recover costs even at a
price of USD 10 per tCO2e. Large projects benefit from economies of scale, making
them more attractive for investors, especially those investing only in the carbon
component.

Medium Large

Cost item (100,000 tCO2¢e) (>1 million 1CO2¢)
Project development usb 160,000 230,000
Project MRV USD/year 10,000 20,000
Validation & verification USD/every 5 years 70,000 130,000
Project registration & credit issuance usb 20,000 150,000
Total cost over 20 years usb 660,000 1,300,000
Revenue* usb 800,000 8,000,000
Net-income usD 140,000 6,700,000

*10 USD/tCO2e; deducting 20% of credits as risk buffer

Source: Unique (based on experience with carbon project development, validation, and verification support)

Investing in NCS to offset emissions

23. Land degradation is a major problem across Ethiopia, resulting in negative economic,
ecologic and social impacts. Thus, investing in the restoration of degraded lands is a key
priority of the Ethiopian government — evidenced by land restoration programs imple-
mented with the support from development cooperation partners. Communal lands on
hilltops and slopes in parficular are often severely degraded and prone to erosion, making
them a key target for restoration efforts.

24. Land restoration through different reforestation, revegetation, and soil management
measures can lead to the sequestration of substantial amounts of carbon per unit of land,
making carbon project development a potentially attractive investment for organizations
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that are primarily interested in offsetting emissions.” The economic viability of such “car-
bon-only” investments is explored in relation to the example of assisted revegetation and
regulatfion of land use by the local population through the establishment of enclosures, a
practice that has been implemented successfully across Ethiopia.

Economic model for land restoration through assisted revegetation

25. The example business case focusses on assisted revegetation, implemented on com-
munal land by the communities with support from not-for-profit organizations active in this
field. The economic model:

* Includes the initial scoping and feasibility studies for the project, project implementa-
tion, and carbon accounting. An alternative scenario is provided, whereby the project
is nested within a jurisdictional climate program. In the latter case, the government
would implement the carbon monitoring and accounting and transfer the correspond-
ing ER from the jurisdiction to the project (see chapter 5 for details).

e Communities retain the land use rights, implementing sustainable practices according
to the community's bylaws for the area.8 Uses include, e.g., non-timber forest products
and collection of fodder. Depending on the economic results of the project, commu-
nities will receive a share of the carbon benefits.

e |Initially, substantial capacity development of the participating community organizo-
tions is required to establish the institutions required for collective action. Additionally,
long-term support is needed to ensure continued good governance of the common
resources (Wolde Mekuria et al., 2020)

The key assumptions of the economic model are listed in Table 1T and Table 2. Values in
brackets were used in the sensitivity analysis.

7 An overview of ER activity categories, ER potential per unit of land, and estimated area that would
benefit from interventions, is provided in Annex 2.

8 Bylaws are the agreements and rules established by users (with the aid of the extension service
provider/local government) to structure the management of enclosures.
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Table 1: Land restoration — assumptions project scale and implementation cost
ltem Value Comments

Project area 20,000 ha Distributed across multiple restoration sites with an
average area of 10 ha.

Cost of restoration USD 37.6 Includes the scoping for sites/feasibility study,

activities and million parficipatory planning including free, prior, and

extension (+20 & + 40%) informed consent (FPIC) processes, alternative
livelihood measures, (enrichment) planting using
nafive species, and protective measures.

Carbon usb 1.9 Certification against widely accepted voluntary
fransaction costs million standards, such as the VCS (VCS) and Gold
Standard (GS).

Add on usD 0.3 Certification against the Climate Community and
certification million Biodiversity Standards (CCBS) can be added to
against CCBS VCS. CCBS certified projects have higher market

value.
Share of costs 50% Covering the development costs and initial years of
covered by grant implementation. Without initial funding, the
finance investment would be negative even with high

sequestration rates and carbon prices.

Table 2: Land restoration — assumptions for carbon revenues and benefit sharing

Carbon project certification Jurisdictional

carbon
ltem VCs ... + CCBS accounting*
Carbon sequestered (tCO2e/ha)* 60 (40-100)
Carbon price (USD/tCO2e) 15 (5-25) +10% 15 (5-25)
Carbon credits claimed by N/A N/A 20%

government to cover cosfs
Benefit sharing with communities 50% of the net-revenue

*The jurisdiction could apply landscape standards such as VCS JNR or Architecture for
REDD+ Transactions - The REDD+ Environmental Excellence Standard (ART-TREES) (see
section 5.2.1) or another approach to be developed by the government. Credits are
retained to cover GHG related costs (MRV, registry) and can be used to implement
government activities.

*Additional carbon stock after 20 years (above and below ground biomass, soil carbon).
Depends on the baseline vegetation/level of degradation and agro-ecological zone. A
linear increase is assumed, i.e., 3 tCO2e/ha are sequestered every year. 30% of carbon
sequestered are deducted to cover additionality, and the risks of leakage and non-
permanence (see section 6.2).

26. The cost/benefit from a private investor perspective was calculated for three models:
with project level carbon certification, with and without additional CCBS certification, and
without project certification. In the latfter, ER credits are allocated fo the project by the
government (Table 3). Despite the high amount of grant funding and significant carbon
revenues, all models fail to break even in the basic scenarios, i.e., are not atftractive for
private sector players.
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Table 3: Land restoration — cost & benefit

Cost /
benefit with

Grant Carbon grant Benefit

Model Cost funding* revenues funding sharing
in million USD

Project certification 39.2 18.3 11.8 -9.1 N/A
- including CCBS 39.4 18.4 13.0 -8.0 N/A
Jurisdictional 37.6 17.8 9.5 -10.4 N/A
accounting

*Covers costs for project development (year 0) and implementation costs until year 9,
amounting to 50% of the total cost incurred over 20 years.

27. The price of carbon credits, sequestration potential, and share of grant finance deter-
mine the economic viability of the investment (Table 4). The “with project certification”
models become positive when one of the following criteria is met:

e The price of carbon credits increases by USD 11 to USD 26 per tCO2e.

* Focus is placed on sites with a significantly higher sequestration rate.

* The costs to the private sector partner decrease substantially because of higher share
of grant financing or lower implementation cost.

The deduction of 20% of the credits in the “jurisdictional accounting” model cannot be
compensated by any of these factors. A carbon price of USD 50/tCO2e would be needed
to finance the cost of the initial capacity building (grant funded in the basic model).

Table 4: Land restoration — cost & benefit scenarios

Net-revenue in million USD

Variable Proiect

.. . rojec R

valve with CCBS* 9

C price " i .
(USD/tCO2e) 15 +10 1.1 0.3 4.0
C sequestration
over 20 years 60 +40 -1.2 0.3 -4.0
(tCO2e/ha)
share of grant 50% +25% 1.4 0.9 0.1
finance
Project cost See Table 2 -50% 0.4 0.9 -0.4

* For the “with CCBS"” model the price adjustment is USD11/tCO2e.

* Positive figures indicate the ability to deliver carbon credits slightly below market price.
An equal amount would be available for sharing with the participating communities. 1
million USD available for sharing equals USD 50 per ha or USD 2.5 per ha and year.
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Suitability for private investors

28. Private sector funding of restoration initiatives implemented by local partners can help
to scale community and government efforts. However, it is unlikely to be the only source of
funding owing fo the considerable expense for the initial organizational capacity building
and provision of extension services over a relatively long time frame.

29. The direct private sector investment in an existing project managed by an NGO or a
government organization would be driven by the investor's requirement for high quality ER
that comply with internationally recognized carbon accounting and safeguard standards.
The carbon capital efficiency, i.e., receiving carbon credits of high quality with limited
capital expenditure, is another important investment criterion. Clear allocation of carbon
rights is essential for this type of investment (see Box 2). Co-benefits of the carbon project,
such as improving livelihoods, local socio-economic development, climate change adap-
tation, and biodiversity can also be quantified, contributing to the corporate social respon-
sibility profile of the investor.

30. Typical examples for carbon-only investors are international oil and gas companies?,
transport companies (including the aviation industry), and IT companies such as Google,
Apple, and Microsoft. To fulfill their voluntary or compliance ER targets, these investors often
prefer to invest in projects delivering large quantities of ER (minimum 80,000-200,000
tCO2e/year depending on the investor). To avoid reputational risks, they also have high
expectations regarding compliance with environmental, social, and governance (ESG)
standards. National state-owned enterprises, such as Ethiopian Airlines, might also be inter-
ested in acquiring the rights to future ER to ensure compliance with CORSIA.10

? For example, Shell and Total have set up large teams across the globe to identify suitable carbon
projects and invest in the generation of carbon credits.

10 Ethiopian Airlines is required to fully offset its emissions with the beginning of phase Il of CORSIA in
2027.
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4.2.1.

Box 3: Carbon rights in Ethiopia

With the commitments made in the NDC, the potential for carbon frade between
countries (Article 6 of the Paris Agreement, section 5.1) and growing interest in
landscape level action under the umbrella of jurisdictional climate programs (see
section 5.2.2), the regulation of carbon rights between those generating carbon (at
project or program level) and the state becomes important.

To provide security to project level investors, carbon legislation should assign clear rights
fo carbon project developers, i.e., the right (or not) to generate and fransact carbon
credits and/or receive carbon benefits in the case of jurisdictional programs.
Regulations, directives or program level documents can provide further details, e.g.,
sector or activity specific rights and the transitioning of existing projects into new
jurisdictional programs.

To date, carbon rights are loosely anchored in the Forest Proclamation No. 1065/2018
where carbon assets are considered an entitlement over forest products that a private
company can accrue from an investment. A draft regulation including details for
carbon rights related to forestry was developed in 2019 but never ratified. In 2022, a
new regulation was developed and is currently under consideration by the
parliament.m

In the absence of carbon legislation, the carbon benefit sharing mechanism for
Ethiopia's only current jurisdictional climate program (Oromia Forested Landscape
Program (OFLP), see Annex A 2) provides some insights. The OFLP benefit sharing
mechanism clearly prioritizes communities and smaller jurisdictions. The remaining
percentage of nef-revenues available for sharing (5%) would be allocated to private
forest developers based on the forest area established and co-benefits delivered by a
private project (not specified).

Sources: Forest, Development, Conservation and Utilization Proclamation No. 1065/2018, OEFCCA, 2019,

Investing in commodity production and ER crediting for insetting
and trade

31. Some agricultural and forest commodities combine high potential return on invest-
ments in production with high carbon sequestration potential. The economic potential for
a combined commodity-carbon investment is explored for two examples, sustainable pro-
duction forestry and investing in climate smart coffee production by smallholders.

Investing in sustainable production forestry

32. Woodis a scarce resource in Ethiopia, causing unsustainable use of natural forests and
forest degradation. The rapidly increasing supply gap is partly filled by expensive imported
wood products, reflected in higher timber prices then in the neighboring countries. Small-
scale farmers have recognized the economic potential of the forestry sector, leading to
the establishment of over half a million hectares of woodlots, largely without government
support. Private sector investment in modern wood processing industries is gradually in-
creasing, but the limited supply of industrial timber poses a constraint for sector develop-
ment.

11 The draft regulation was not shared with the public at the time of writing this report.
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33. To redlize the potential of forestry for the socio-economic development of Ethiopia,
additional investments in commercial forestry and processing capacity are needed. The
example economic model described on the following pages focusses on the supply side,
i.e., the production of industrial round wood. The economic model integrates three types
of land holdings with different starting points:

* Restocking of gazetted forest land leased from a state forest enterprise with high yield-
ing frees compared to the previous coppiced stock.

¢ Plantation establishment on land noft forested (leased from the regional state or state
forest enterprise).

¢ Woodlot establishment on land not forested belonging to smallholder farmers or com-
munities that will become outgrowers to the investor.

34. Most of the investment (65%) is assumed to be implemented on gazetted production
forest land. The remainder is implemented on non-forest land of smallholders participating
in the outgrower scheme and other land leased from the state. About 25% of land is as-
sumed to be of lower quality, e.g., degraded land or land with a lower site index (Table 5).
These less productive areas will be dedicated to chip wood production in short rotations.
On good sites, saw and veneer logs will be produced. Carbon is sequestered in new plan-
fations and woodlots. The investment includes a sawmill that processes part of the timber
produced.

Table 5: Production forestry model - assumed production targets and carbon stocks

Baseline land Carbon Carbon Area
Production target Use baseline® project®
1CO2e/ha Ha

Chi ood _

o w . Not forested 0 99 900
(7-year rotation, MAI 22*)  degraded
Sawlogs Not forested 0 276 360
(14-year rofation, MAI 35*)  Production forest 220 276 2,340

Total 3,600

* Mean annual increment (MAI), indicates the productivity of a site.

° Long-term average; includes the above and below ground biomass. The long-term av-
erage is reached in year 4 and 7 in short and long rotations, respectively. Carbon stored
in the non-forest biomass is considered negligible. For plantations replacing old ones, the
difference in the long-term average can be claimed (56 t{CO2e/ha).

35. The cost/benefit for three different models, timber production, timber production with
carbon benefit sharing, and timber production with carbon crediting are illustrated in Table
6, Table 7, and Figure 2.12

¢ The basic investment model, i.e., without carbon transaction costs and revenues, re-
quires an investment of almost USD 10 million unftil the cumulative cashflow becomes
positive in year 14. The low internal rate of return (IRR: é%) is considered realistic consid-
ering the early mover costs for privately financed forestry investments in Ethiopia.

12 Refer to chapter 5 for details on carbon benefit sharing versus carbon crediting approaches.
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¢ In the model with carbon benefit sharing, whereby the government pays an assumed
USD 400 for each ha afforested or reforested, the IRR increases to 6.6%. The investor also
has no carbon fransaction costs.

¢ The revenues from the model with carbon crediting, considering related carbon trans-
action costs and an average sales price of USD 15/tCO2e on the voluntary market,
raises the IRR to 7.4%. It is important to note that, in this model, the investor will also
generate carbon revenues from land that was previously forested but has a higher long-
term average carbon stock owing to the improved management/extended rotation
period.3

Table 6: Production forestry model - cost & benefit

Investment until Carbon
Scenario break even Cost Revenue Benefit IRR
million USD million USD %
Timber production 9.5 6.0
... with carbon benefits 9.0 0.5 6.6
... with carbon crediting* 9.0 1.3 2.8 1.5 7.4

*Total investment until payback includes the carbon project development cost. 40% of
carbon sequestered is deducted/withheld from the carbon sequestered to reflect addi-
tionality, cover the risk of leakage and non-permanence (see section 6.2).

36. The comparison of the cumulative cashflow for the three economic models shows that
the additional income from carbon benefits or carbon crediting occur well before the in-
come from timber production, creating much needed cashflow (Figure 2). For carbon ben-
efit sharing to be equally attractive as carbon crediting, a benefit payment of about USD
1,000 per hectare of forest would be required (Table 7).

[

ashflow [million U0

umulative c

Figure 2: Production forestry model - cumulative cashflow

13 About 40% of total carbon revenue.
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Table 7: Production forestry model - sensitivity to carbon benefit vs carbon crediting

Carbon benefit sharing Carbon crediting
Payment IRR Carbon credit price IRR
USD/ha % USD/tCO2e %
200 6.3 10 6.5
400 6.6 15 7.4
600 6.9 20 8.3
800 7.3 25 9.2
1,000 7.6 30 10.1
1,200 8.0 35 11.0
1,400 8.4 40 11.9

Investing in climate smart coffee production

37. Ethiopian coffee is a globally sought-after commodity, an important source of income
for an estimated 15 million smallholder farmers in the Ethiopian highlands, and the most
important agricultural export commodity for the country (USDA, 2022). However, most pro-
ducers do not fully realize the economic potential of growing coffee due to:

* Low prices and poor market linkages (farmers receive only about 60% of the export
price).

* Limited access to agricultural extension services.

e Low fo lacking farm level investment, e.g., replacement or rejuvenation of old, unpro-
ductive coffee plants or establisnment of shade trees.

As a result, average productivity is low, and in many cases declining, and farmers are
exposed to risks like adverse weather conditions, pests and diseases.

38. Stronger linkages of producers and traders/processors with direct access to interna-
tional markets, as well as increased investment in productivity and quality, are needed to
improve the contribution of coffee to smallholder livelihoods and strengthen the role of
coffee as major earner of foreign currency. Privately owned trade/processing companies
can improve their supply chain security (i.e., access to consistent quantities of quality cof-
fee) by investing in farmers. Such investments will in many cases contribute to climate
change mitigation and adaptation. Farmers would also benefit from better market access
(prices) and increased production. Consequently, private sector investment would have
multiple objectives: (i) to ensure sustainable supply of quality coffee, and (ii) to generate
carbon credits that can be used for insetting and/or to improve the economic perfor-
mance of the investment through carbon credit sales. The economic model includes the
following components:
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* Agricultural extension to farmer cooperatives and farmers.

* Provision of loans to finance replacement or rejuvenation of old coffee plants and im-

plement good agricultural practices.

* Payment of above markeft prices for coffee, incentivizing the adoption of good agricul-

tural practices and sale of coffee to the investor.

e Carbon project development and certification against a voluntary carbon standard.

Key assumptions are listed in Table 8 and Table 9.

Table 8: Climate smart agriculture — scale and yield assumptions

ltem

Participating farms: Farmers

Area

Coffee renovation & rejuvenation
and good agricultural practices

Good agricultural practices only

Yield: Baseline

With renovation/
rejuvenation

Carbon stock change with project
implementation

Risk buffer for emission reductions

Value

10,000 farmers
2,500 ha

65%

35%

500 kg green
beans/ha

900 kg green
beans/ha

+68 1CO2e/ha

20%

Comments

Members of primary cooperatives
Land stock with coffee frees

Percentage of farmers investing in
renovation/rejuvenation and/or
good agricultural practices.

Includes agroforestry (above and
below ground biomass) and soil
organic carbon. The long-term av-
erage (shade trees) is reached af-
ter 12 years.

To cover risks related to leakage,
e.g., using manure from oufside
the project area.
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Table 9: Climate smart agriculture - financial assumptions

ltem Value Comments
Extension cost year 1-7 USD 730,000 Capacity building of cooperatives and
Grant funding year 1-3 20% farmers; Thereafter the cooperatives

provide services (extension, lending) to
farmers independently.

Loans to farmers: Amount USD 840 /ha To cover the cost of renovation / rejuve-

Payout Year 1-2 nation and income gap.

Payback Year 3-6

Interest 10%/year
Difference in Baseline  USD 0.5/kg green Farmers in Ethiopia receive about 60%
export to beans of export price (GCP, 2018).
producer price Project USD 0.1-0.3/kg  90% are possible (e.g., in Vietham

green beans (Technoserve, 2013)).

Share of coffee production 50% Farmers are not obliged to sell to their
sold to the investor cooperatives. The payment of above

market prices is a strong incentive.

Carbon project cost USD 750,000 Includes studies, project development,
monitoring, third party validation and
verification, and issuance of credifs.

Carbon price USD 15 or 20
/1CO2e

39. The analysis shows that public co-funding is needed for organizational capacity build-
ing of producer organizations. The investment as outlined above, but without the carbon
component and without grant funding, would result in a very low IRR of 4% over 20 years
(Table 10). Even with carbon finance (IRR 10%), the project would not be very attractive
given the high investment risk associated with the lending component. This illustrates the
importance of public funding for organizational capacity building in the framework of pro-
jects that work with producer organizations.

40. The carbon income is a decisive factor in the investment’s success as it permits the
payment of above market prices to producers. The payment of above market prices to
producers is an important incentive for farmers to invest in rejuvenation or renovation of
old coffee plants and the adoption of climate smart agricultural practices. Hence, the
investor’s ability fo market carbon credits to the highest bidder or to use the ER for insetting
is important.

Private investment opportunities in jurisdictional climate change mitigation programs 22



4.23.

Table 10: Climate smart agriculture - internal rate of return for different scenarios

Scenario IRR without carbon IRR with carbon project
project UsSbD 15 /1CO2e USD 20 /tCO2e
Export-producer  ysp 0.1 7% 12% 15%
price difference
(WITh grgn’[ usSbD 0.2 16% 18% 20%
funding)
usD 0.3 23% 23% 25%
Grant funding with 7% 12% 15%
(orice margin of
USD 0.1) without 4% 10% 12%

Svitability for private sector investors

41. Private sector investment targeting productivity and implementation of sustainable,
climate smart land use practices at once can be viable in different contexis, i.e., in large
scale investments such as plantation forestry or when working with smallholders. However,
in both cases investors will have to overcome barriers: access to land for plantation forestry
and the weak producer-investor relationship in the case of smallholder coffee (see Box 4).
Companies working with smallholders will have to invest substantial resources to build a
strong relationship with the producers, including organizational capacity building of pro-
ducer organizations and providing direct incentives to producers (e.g., affordable credit,
payment of above market price). Improved access to investment ready land for forestry
can be achieved through partnerships with state forest enterprises. In the long-term, re-
gional governments may be able to identify additional lands for commercial production
through integrated land use planning exercises.

42. Carbon revenues have a relatively small leverage effect on the economic perfor-
mance of the investments (especially in forestry) but improve the risk-return profile. In the
case of forestry, carbon revenues would provide much needed cashflow during the in-
vestment phase. In the coffee business case, the additional income from carbbon can off-
set risks related to the repayment of credits by farmers and support the payment of above
market prices.

43. Likely investors in large-scale production forestry are international timber investment
funds, possibly in joint ventures with domestic, industrial scale wood processing enterprises,
and working in partnership with a professional forest asset management company.'# The
principal investors would likely seek some form of partnership (e.g., joint venture or lease
including a revenue share) with a state forest enterprise to access land resources. Timber
investment funds consider investments with a ficket size exceeding USD 10 million.

14 Timber investment funds operating in the tropics are, e.g., Maris, Criterion Africa Partners, Arbaro
Fund, and New Forests.
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Box 4: Access to land

Large land holdings for commercial agriculture and forestry investments can
theorefically be allocated to investors by the regional states. However, the
identification of investment ready land resources is difficult because of the limited
coverage of land use plans and digital land cadaster.

Investors in commercial forestry may be able to access land in the large, gazetted
production forests located in clusters across the highland regions. These forests are
managed by regional state-owned enterprises in form of concessional agreements
from the regional government. In theory, the regional states can reallocate concessions
fo private investors. The Oromia Forest and Wildlife Enterprise (OFWE) recently received
the land use certificate for state forest land, i.e., the enterprise can decide whether to
lease land to investors or use another form of engagement.

To date, no forest concession has been allocated to private investors. However, the
Amhara state forest enterprises has set up various joint ventures with private foreign
investors (with shareholder maijority) for wood processing and the OFWE has a clear
interest in similar arrangements. In the future, with support from national and regional
policy makers and development partners, such arrangements could also be applied to
forest management.15

Investors in agricultural commodities will have to engage with smallholders and
communities, reflecting the distribution of agricultural land in Ethiopia (?0% of crop lands
are smallholder farms). Investor-producer arrangements can be structured as joint
development, whereby the investor provides finance and/or inputs and the farmer land
and labor to jointly develop the land and share the resulting benefits based on prior
agreed modalities.

Sefting up and implementing such arrangements at scale requires large investments in
tfechnical and organizational capacity building. However, businesses focusing on frade
or processing of agricultural goods rarely have the necessary expertise and financial
resources to implement such capacity building programs at scale, i.e., will require
technical and, in many cases, also financial support from relevant not-for-profit
organizations and development partners.

Refer to Annex 5.2 for further details and information on the underlying legislation.

44. Potential investors in coffee are international roasters that seek to secure the supply of
high quality, fraceable coffee. Carbon credits would be used for insetting (compensating,
e.g., for emissions from transport and processing) or sold on VCM to improve the project
economics. The growing domestic coffee industry (processing in Ethiopia for domestic
sales and external markets) may be interested in such investments in the future.

45. Both investment types can be atiractive for carbon funds (e.g., Carbon solutions, the
Livelihood Funds, or the Land Degradation Neutrality Fund) that provide equity in exchange
for future carbon credits, but also domestic institutional investors. Carbon funds invest in
projects that generate upwards of 100,000 carbon credits per year. The Ethiopia Invest-
ment Holding (Box 5) might consider investments in the productive assets (e.g., forest plan-
tations) as well as carbon rights attractive. Full carbon rights (ownership, right to transact,
refer to Box 3 above) to the investor is key for value chain investors targeting insetting, as
well as for carbon funds or other co-investors targeting the carbon credits.

15 Private investors often avoid joint ventures with state enterprises or require a clear majority in the
partnership. Refer to the report “Private Sector Participation in Forest Sector Development, Strate-
gic Business Development Options for Forestry in Oromia by Unique (2021) for the WB.
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43.

43.1.

Box 5: Domestic institutional investors

The Ethiopian Investment Holdings (EIH), created in 2022, is the strategic investment arm
of the government of Ethiopia. Its objectives are to attract foreign investment, and o
consolidate and unlock underutilized assets for monetization. The EIH comprises 27
state-owned enterprises in eight sectors, amongst them flagship enterprises such as the
Ethiopian Airlines Group. The holdings' combined annual revenue is about USD 14
billion. The EIH caninvest in any business and investment opportunity it deems profitable.
Commercial farming, including reforestation/carbon trading, is one of the priority
sectors for investment.

Another potentially important group of institutional investors are pension funds (Civil
Service Pension Fund, Military and Policy Service Pension Fund, Private Organization
Employees’ Pension Fund), which are managed by the Public Servants Social Security
Administration and the Private Organization Employees Social Security Fund
Administration. After restructuring in 2022, the administrations can now invest in any
“profitable and reliable investment” directly, while previously investments were limited
to treasury bills. For example, in 2022 the Civil Service Pension Fund invested in bonds of
the Development Bank of Ethiopia as well as shares from five commercial banks. If, and
to what extent the fund administrations will invest in companies engaged in forestry and
agriculture, or carbon generation, remains to be seen.

Sources: Ethiopia Investment Holdings (accessed 08.12.2022); Pension funds: Proclamations 1267/2022 and
1268/2022; The Reporter Ethiopia (accessed 08.12.2022)

Investing in commodity production with potential for ER benefit
allocation

46. Investments in the sustainable production of other agricultural and livestock commod-
ities will in many cases contribute to climate change mitigation even if the ER per unit of
management is much lower than in the business case presented above. However, such
investments would have to be implemented at very large scale (going beyond the re-
quirements of an individual commodity processor or trader) to justify the investment in car-
bon crediting. Examples of project types are the adoption of more sustainable agricultural
land management practices in the production of cereals (e.g., reducing fillage and use
of fertilizers, use of cover crops) orimproved livestock management (e.g., livestock breeds,
herd structure, and feed) to reduce the emissions per unit of animal protein produced. The
following example business case focusses on investing in increased milk productivity in peri-
urban areas by a domestic dairy processing company.

Investing in sustainable dairy production

47. The demand for dairy products in Ethiopia is increasing rapidly, driven by the growing
population, a growing urban middle class, and the increased awareness of households
regarding healthy nutrition (government campaigns). However, investments in dairy
productivity are low. Over 70% of milk is produced on small farms in mixed-crop-livestock
systems (Shapiro et al., 2015), most commonly in the highland regions. Productivity per an-
imal is usually low, only about 25% of the productivity achieved in Kenya (TRAIDE, 2021).
Causes are the high share of indigenous breeds (>90% of cattle) with lower milk outputs,
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limited use of/access to good-quality feed, and lack of access to support services. Post-
harvesting losses at farm level, related to insufficient hygiene and product adulteration,
are also common.

48. Producers in peri-urban and urban settings are the most attractive group for pro-
cessing businesses seeking to improve their supply chain. These producers already mostly
use stall-feeding, have better access to inputs and veterinary services, and focus on com-
mercial production of milk. These farms benefit from the growing demand for milk, i.e.,
often can sell milk daily at the farm gate. However, milk collection is dominated by mid-
dlemen, i.e., there is rarely any direct interaction between farmers and commercial pro-
cessors. This is reflected in the low utilization (30% on average) of installed capacity of com-
mercial dairy processors located in urban centers across the highlands (TRAIDE). The ob-
jective of the private sector investment is to increase the supply of quality milk for pro-
cessing, applying a three-fold strategy:

e Provision of extension services including use of a feed app.
* Improving access to feed and support services.

» Establishing a professional milk collection system.

49. With the investment, milk production and quality increase without an increase in the
herd size, participating farmers have guaranteed market access, and the emissions per
liter of milk produced are reduced (Table 11). Investment would enable the implementa-
tion of best-practice strategies in the following:

* Herd structure — culling of unproductive animals, replacing indigenous breeds with
cross- or exotic breeds, increasing the share of dairy cows from about 40% to about 65%
per household!s,

e Feed composition — increasing the share of feed components with a higher digestibility
and adjustment of feed composition according to the lactation stage and feed avail-
ability.

e Post-harvesting losses — training and implementation of quality control measures at the
collection point.

16 Other animals are adult/growing males (none with project), calves, and growing females.
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Table 11: Dairy production - scale and yield assumptions

ltem Value Comments

Processors milk Baseline 4.5 million I milk | About 30% of installed capacity

intake per year Project 15.0 million | milk  ©f a medium sized processor
(TRAIDE, 2021)

Participating farms ~ Farms 1,100 Peri-urban farmers with an aver-

age of 10 cattle

Farms are recruited over a
timeframe of 5 years

Herd structure Cafttle* © Cows*
Baseline 10 4 Cross breeds
Project 8-9 5-6 Cross/exoftic breeds
Feed digestibility Baseline 60% Reducing the share of roughage,
Project 68% increased share of improved
feed and concentrates
Milk yield per year Baseline 4,750 |/cow
Project 5,700 |/cow
Post-harvesting Baseline 20% Improving hygiene, stopping dilu-
losses Project 5% tion and contamination
Reduced emissions Farm 23 t1CO2e Includes emission reductions from
Project 25300 tCO2e Improved feed, herd structure,
and manure management.
Leakage 0% A displacement of activities is not

expected.

*'Cattle’ refers to the total number of livestock per farmer, of which ‘cows’ refers to those
actively producing milk.

50. Key investment items are the provision of technical extension services to participating
farmers, lending to farms to cover the additional costs for feed, installations, and veterinary
services, and the carbon project development for investors interested in generating ER di-
rectly. Unlike the NCS business cases described above, this type of project does not have
a minimum crediting period and ER are realized within a year of the investment. As a result,
the credifing period is only as long as the investment period (5 + 1 year). The economic
model covers only these six years.
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Table 12: Dairy production - financial assumptions

ltem Value* Comments
Extension cost  Year 1 USD 100/farm Capacity building of farmers
Year 2-6 USD 25 (50)/farm  @nd collection agents working

for the processor.

Collection infrastructure USD 180,000 Equipment for testing, collect-
ing, and transporting milk to the
Processor.

On-farm investment UsD 10,000 Additional costs for feed, hy-

giene, veterinary services (in-
semination with sexed semen).

Share of on-farm costs financed 50% (70%) ) .

with loans from the investor The processor finances lending
to farmers with a bank loan from

Loan conditions Processor. Farmers  the Ethiopian Development

Duration 1 year Bank. Loans to farmers are of-
Interest rate 10% 17% fered q‘r S|m||or.co.nd|.’r|ons as by

micro-finance institutions.1”
Defaults 5%

Milk price at farm gate USD 1.0 (1.1) /I milk

Share of milk produced sold to 50% (?0%) Reflects home consumption,

the investor sales to neighbors, and other
commercial buyers.

Carbon project cost over é years USD 750,000 Includes studies, project devel-
opment, monitoring, third party
validation and verification, and
issuance of credits.

Carbon price USD 15 /tCO2e

*Values in brackets are used in the sensitivity analysis.

51. Investments in milk productivity are attractive for farm households and investors alike.
Farmers could increase their net-milk income by 50% within a year or two. The investor
could achieve full utilization of the installed processing capacity within a few years, de-
pending on the number of farmers recruited into the investment per year and share of milk
production sold to the investor. The resulting IRR of the investment as described above is
22%.

52. Given the competitive market environment in peri-urban areas, long-term exclusive
relationships between the investors and farmers are unlikely unless there is another tangi-
ble incentive for farmers (e.g., receiving above market prices). Payment of an additional
USD 0.10, resulting in 0% of production sold to the investor would reduce the IRR slightly,
but also shorten the investment period. Against this background, investments in on-farm
productivity (loans, extension) financed by the private sector are risky as other buyers
would potentially profit as well. Ideally, much of the on-farm investment can be covered
with loans from micro-finance organizations. Increasing the access to commercial loans
through, e.g., micro-finance institutions would lower the risk for private sector investors.

17 Lack of access to credits is one of the constraints dairy farmers face as they have no, or not suffi-
cient collateral (Belay Duguma (2022), TRAIDE (2021)).
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53. The example project can achieve ER of 25,000 tCO2e over the entire project duration,
which is too small for an independent carbon project as the carbon revenue would not be
high enough to cover the project development and management costs (e.g., project spe-
cific MRV). However, such investments could be implemented if nested in a jurisdictional
climate program. At this scale, a carbon price of USD 37/tCO2e would be needed to offset
the costs for carbon crediting. Therefore, the mostly small to medium scale processors of
Ethiopia’s dairy sector would benefit from a jurisdictional program that is responsible for
carbon monitoring and accounting, and that allocates a moderate carbon benefit to the
investors in exchange for supporting the on-farm investments. For example, a payment of
USD 2 per ER credit would increase the investment IRR to 23%, helping to offset the financiall
risk. Despite the relatively small scale of individual projects, the overall climate mitigation
potential is substantial. For example, if the currently existing processing industry with a totall
annual intake capacity of 400 million liters of milk (TRAIDE, 2021) were to invest in produc-
fivity in a similar setting working with about 27,000 small dairy farms, a total of 600,000
tCO2e could be avoided.

54. Additional scale can be achieved if investments take place outside the peri-urban
production systems. However, the investment required would be higher, including the es-
tablishment of collection and storage facilities, and transport infrastructure. Also, inputs
and services (e.g., vetferinary) are often not available in the required quantities in rural
areas, a situation that cannot be resolved by the processing industry.

Table 13: Dairy production - internal rate of return for different scenarios

IRR wﬂho IRR without carbon
carbon
. . Scenario Scenario Scenario 2*
ltem Scenario 1 Scenario 2 1 1
Farm gate price & share of usb 1.0/ usb 1.1/
milk produced sold to the liter milk liter milk 21%
investor 50% 90% Crediting:
15%
Share of on-farm cost cov- .
22%
ered with loans from the in- 50% 70% Ben'efl’r‘ % 17%
vestor sharing:
23%
Long-term extension cost USD 25 USD 50 21%

/year /year

°Crediting: carbon project development and monitoring costs are carried by the inves-
tor. The carbon revenue is assumed to be USD 15/1CO2e. Benefit sharing: no carbon re-
lated costs, benefit of USD 2/tCO2e.

*Only the corresponding set of parameters is changed.
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4.3.2.

Suitability for private sector investors

55. Investments by processors or traders in the productivity of smallholder suppliers are
one option to ensure the growth of the investor’s business. However, similarly to the coffee
business model, investors face substantial risks related to the weak relationship between
producers and processors. The relatively low amount of ER per producer in combination
with the limited scale applicable to individual domestic companies prohibit project level
carbon crediting (see Box 1). However, a jurisdictional climate program for livestock emis-
sions could capture the ER across the sector and distribute benefits to investors enabling
the ER, helping to mitigate the investors’ risk to some extent. The ER from the jurisdictional
program can be used to comply with the NDC or sold to organizations or countries with
offset requirements using the market mechanisms described in Chapter 5. In the future,
such ajurisdictional program may also attract investors primarily interested in carbon cred-
its, similar to the investments described in section4.2.
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5.1.

Carbon accounting and markets - framework for
private sector financing of climate action

56. Climate projects and jurisdictional programs must comply with and operate within the
international frameworks for carbon accounting and trade. The underlying mechanisms
(e.qg., for tfrade of ER certificates), and approaches and methodologies for carbon ac-
counting are developed and applied by different actors in the global climate community,
such as the United Nations Framework Convention on Climate Change (UNFCCC) and
voluntary carbon standards, but also by industry-specific international agencies such as
the International Civil Aviation Organization (ICAQ). The international framework permits
countries to determine specific aspects, e.g., related o the selected approach for carbon
accounting, allocation of carbon rights, and use of ER. In the following chapter, sections
5.1 and 5.2 provide an overview of global carbon markets and the evolving approaches
fo landscape level or jurisdictional ER accounting before discussing the implications of
these frameworks for private sector investments in climate change mitigation in Ethiopia in
section 5.3.

Carbon markets and bilateral trade

57. The exponential growth of carbon markets in recent years (Figure 3) provides a signif-
icant opportunity to channel additional incentives for sustainable land management both
at project and jurisdictional scale. However, over the past two decades global carbon
markets have declined and recovered — in terms of both supply and demand, volumes
and prices — and are notoriously hard to predict. Nonetheless, the recent resurgence of
demand and increase in prices in the compliance and voluntary markets is cause for op-
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Figure 3: Issuance of carbon credits and prices from the foresiry and land use sector
Source: Climate Focus (2022) and Ecosystem Marketplace (2018-2022)
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58. The discussion around and ambition towards developing landscape level carbon pro-
grams have a long history, dating back more than a decade. Landscape programs have
several perceived benefits related to the larger scale in comparison to project level activ-
ities, resulting in:

¢ The potential to deliver substantial ER volumes consistently over a long timeframe owing
to their large scale and wider breadth of ER activities.

¢ Higher environmental integrity and reduced exposure to leakage, as well as a broader
set of environmental and social benéefits related to the holistic approach that incorpo-
rate a diverse set of development targets,

* Economies of scale in MRV, carbon accounting and transactions lead to reduced car-
bon transaction costs.

59. Accordingly, much attention has been placed on the development of landscape level
programs over the last decade. However, to date only few of these programs have been
fully developed and fewer still have managed to access carbon markets at true scale. This
is due to arange of issues, including but not limited to:

* Alack of established standards for landscape level programs. Current landscape stand-
ards are limited to REDD+. (see box 8 below).

* The complexity of operationalizing landscape programs given the diverse set of actors,
production systems, land titles, levels of governance at play, and need for government
leadership.

e Limited access to compliance markets due to concerns around permanence risk.

* Low demand in the VCM until recently.

60. Market dynamics are rapidly shifting due to increasing demand in the VCM, the emer-
gence of new compliance markets, and emerging partnerships to implement ER fransac-
tions under Article 6 of the Paris Agreement. This presents interesting opportunities for land-
scape programs and traditional carbon projects alike:

e Historically, most landscape programs, have received - or expect to receive - results-
based finance from international development cooperation funds such as the Forest
Carbon Partnership Facility (FCPF), the BioCarbon Fund Initiative for Sustainable Forest
Landscapes (ISFL) or the Green Climate Fund (GCF), among others (Hamrick et al.,
2021). The Oromia Forested Landscape Program (OFLP) is an example of an ISFL pro-
gram.

The World Bank’s new Climate Emissions Reduction Facility (CERF) will provide opera-
tional liquidity at scale for the development of low-carbon projects. The facility will dis-
burse results-based climate finance over a 10-year period, helping developing coun-
tries shape low-carbon development pathways and encouraging donors to increase
funding to achieve scale (WB, 2020).

e landscape programs have not had a strong history of serving or indeed being ac-
cepted in compliance carbon markets. However, the emergence of the Carbon Off-
sefting Scheme for International Aviation (CORSIA, Box 6) changed the picture by
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accepting ER generated under various crediting mechanisms including the VCS Juris-
dictional and Nested REDD+ (VCS JNR) Framework and The REDD+ Environmental Ex-
cellence Standard (TREES) (section 5.2.1). ER generated under the FCPF and ISFL have
so far not been accepted under CORSIA, but applications are understood to be ongo-
ing at least for the FCPF.

More recently, as aresult of the Paris Agreement infernational compliance mechanisms
are emerging and offer additional opportunities to unlock climate finance, including
for landscape programs, through cooperative market approaches between countries,
specifically under Article 6.2 (Box 7). A few countries, including Switzerland, have been
at the forefront of exploring Article 6 transactions with partner countries.

While traditional carbon projects have dominated transaction volumes in the voluntary
carbon market to date, in principle landscape programs are well-suited to serve the VCM.
This is illustrated by the momentum generated by the Lowering Emissions by Accelerating
Forest finance (LEAF) Coalition' that saw large corporations pledge over USD 1 billion for
the purchase of ER generated under ART-TREES for apparently purely voluntary purposes.
Voluntary carbon standards are developing approaches and methodologies for the de-
velopment and evaluation of projects at the jurisdictional level (Box 8). However, thus far
few mechanisms have a comprehensive scheme or standard for all activities that can be
included in a jurisdictional landscape restoration program.

18The Lowering Emissions by Accelerating Forest finance (LEAF) Coalition: https://leafcoalition.org/

Private investment opportunities in jurisdictional climate change mitigation programs 33


https://leafcoalition.org/

Box 6: Compliance markets: CORSIA

The Carbon Offsetting and Reduction Scheme for International Aviation (CORSIA) aims
to stabilize net GHG emissions from international aviation at 2019 levels using carbon
credits. This mechanism will run through three phases:

i) A pilot phase from 2021 to 2023.

i) A voluntary first phase from 2024 to 2026.

i) A second phase from 2027 to 2035 that will be mandatory for the International Civil
Aviation Organization (ICAO) member states, including Ethiopia.

The ICAO Council has approved eight carbon accounting standards. Eligible mitigation

activities of these standards are mostly at the project level, with the exception of the

Architecture for REDD+ Transactions and the Verra VCS Jurisdictional and Nested

REDD+ (JNR) Framework, which allow ER from jurisdictional programs.

Recent analyses provide several scenarios of how demand and prices may evolve:

* According to the International Institute for Sustainable Development (lISD), the
decision of sefting 2019 as the base year increased the baseline by approximately
30% and will likely delay the demand for carbon credits by three to five years
(Gordon, 2020).

* The Committee on Aviation Environmental Protection (CAEP) suggests that under an
infermediate COVID-recovery scenario, the emissions from air travel would exceed
the 2019 baseline by 2024, under a high recovery scenario (Lithgow, 2021). The CAEP
predicts a range between USD 1.45 to USD 15 per ton CO2e by 2026, depending on
a fast or slow scenario of air fravel recovery.

* Under a medium COVID-19 recovery scenario, keeping 2019 as the base year or
return to an average of 2019 and 2020 would represent a difference in compensation
requirements between 1 billion to 2.5 billion meftric fons CO2e (ICAO, 2021).

These scenarios make the future demand volumes highly uncertain. Nevertheless, the

medium fo long-term demand outlook for CORSIA remains promising.

WEM - USD$ 5 R

CORSIA-eligible VCM Projections for CORSIA compliance

Source: Refer to Annex 5.1 for further details.
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Box 7: Article 6.2 of the Paris Agreement — a new mechanism for ER transactions

Article 6.2 can become a suitable mechanism for channeling carbon finance to
landscape programs through cooperative approaches. The article provides great level
of flexibility in ferms of scope and choice of methodologies. However, the fransfer of
Internationally Transferred Mitigation Outcomes (ITMO) should be clear, fransparent,
and of high integrity, ensure sustainable development, and avoid double counting.

Ethiopia would not be bound by the requirements and limitations of frameworks such
as VCS JNR or ART TREES but could develop customized landscape programs of broad
scope - including, e.g., agricultural land management, livestock, and grassland
management using traditional carbon standard project methodologies or structuring
sectoral programs. Such flexibility, however, also implies a greater complexity in terms
of choosing and implementing appropriate methods (see section 5.2.2) and would
require substantial assistance from development partners.

Article 6.2. permits credits fo be sold in both voluntary and emerging national and
international compliance markets, as well as to be used to comply with:

e Voluntary corporate commitments.
e The CORSIA.
* NDCs and fransferring credits between counfries.

For example, the cooperation framework applied by Switzerlond for Arficle 6
fransactions is structured into a bilateral agreement with the respective host country
government and commercial agreements with project owners for the tfransaction of ER.

Source: Refer to Annex 5.1 for further details.

61. In terms of crediting mechanisms, all options will in theory allow Ethiopia to access or
prepare for compliance and voluntary markets (Figure 4). The interactions and overlaps
between both markets are changing and evolving. While there is no specific mechanism
for landscape programs, Ethiopia can use different avenues to complement its objectives.

International
compliance Primarily voluntary carbon market mechanisms
mechanisms

WCS
Article 4.2 Architecture Jurisdictional WCM Project-
: for REDD+ and Nested based
REDD+ [JME)

Voluntary commitrments

Figure 4: Crediting mechanisms

Source: elaborated by Climate Focus
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5.2

5.2.1.

Approaches to ER accounting and integration of project and
jurisdictional level climate initiatives

Emission reduction accounting

Despite growing interest in landscape level programs over the past decade globally, none
of the leading carbon standards have so far created a comprehensive carbon accounting
framework for landscape level/jurisdictional programs. Landscape frameworks such as
VCS JNR and ART TREES are generally limited to forests, significantly reducing their attrac-
tiveness for landscape programs that include major agricultural and livestock components
(Box 8). As such, the choice of carbon accounting framework depends on the desired
scope and creditable activities of the landscape program.

62. At project level, a vast menu of methodologies exist for the full range of land use ac-
tivities and such methodologies have been used by project developers to create large,
grouped projects (e.g., Community Markets for Conservation (COMACO), Zambia, see
Annex 3.1). Arficle 6.2, described above, opens a new chapter in this regard and allows
countries almost limitless opportunities to develop customized carbon accounting includ-
ing through VCS methodologies or other trustworthy standards such as the GS.

63. If Ethiopia were to pursue largely forest based landscape programs, VCS JNR or ART
TREES may provide workable solutions, while Article 6.2 provides the most flexible and scal-
able option for the development of comprehensive climate programs. These could be
complemented with project level accounting for activities such as agricultural land man-
agement and livestock which remain outside the scope of VCS JNR and ART TREES. If the
landscape program places focus on agricultural land management, livestock, and grass-
land management, landscape or sectoral programs under Arficle 6.2 or traditional
grouped projects under the VCS would provide the necessary flexibility. In terms of long-
term compatibility with the Paris Agreement, streamlined access to compliance markets,
and a contfinued option to access the VCM, Article 6.2 provides the most flexible and scal-
able option. Nevertheless, it would require the heaviest lift in terms of setting up related
infrastructure and building capacity.

64. In terms of short development timeframes, quick access to VCM, and broad investor
appeal, project level mechanisms such as traditional VCS or GS projects - including
grouped projects that could deliver scale - would be the obvious choice. However, these
would likely face more significant constraints in terms of accessing compliance markets.
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Box 8: Methodologies and independent crediting mechanisms for NCS

Project level

Methodologies covering the most important emission reduction activities are available
for the Clean Development Mechanism (CDM), the Climate Action Reserve (CAR) the
Verified Carbon Standard (VCS, and the Gold Standard (GS). The Climate, Community
& Biodiversity (CCB) Standards can be used as an add on to VCS Agriculture, Forestry
and Other Land Uses (AFOLU) projects.!?

The VCS has methodologies for forestry, agriculture, grasslands, livestock, and wetlands.
The CDM methodologies are still eligible under the VCS but are currently being phased
out and replaced with new methodologies for different types of afforestation /
reforestation / revegetation (ARR) projects. The GS has its own methodologies for
afforestation/reforestation and agriculture. It specifically excludes REDD. CAR
methodologies are only applicable in specific countries and cannot be applied in
Ethiopia.

Carbon project developers can use the available VCS and GS methodologies for the
certification of emission reductions to be tfraded on voluntary markets or for their own
use (insetting). Evolving regulated carbon markets, such as the CORSIA, also allow the
use of accredited voluntary carbon market standards.

Under the VCS, project developers can propose new methodologies, although the
process of methodology validation through the standard is lengthy (2-3 years) and
increases carbon project development costs. Given the substantial delays, some
stakeholders, e.g., Acorn-Rabobank developed their own standard for agroforestry
projects to speed up carbon project development in the land use sector.

Landscape level

At landscape level two carbon accounting methodologies exist, the VCS Jurisdictional
and Nested REDD+ (JNR) by Verra and The REDD+ Environmental Excellence Standard
(TREES) by Architecture for REDD+ Transactions (ART). At the moment, both are limited
to forestry (A/R and REDD), i.e., do not permit the accounting of ER from agriculture,
livestock, or other ecosystems such as wetlands. The Oromia Forested Landscape
Program (OFLP), currently applying the BioCF/ISFL approach, is considering using ART
TREES to validate and verify the program independently.

Add-on standards exist to monitor impact going beyond climate change mitigation,

these include the Verra LandScale and the Gold Standard Sustainable Development
Verified Impact Standard (SD VISta).

19 CAR, VCS and CCB are managed by Verra. CAR is probably of limited importance for developers
in Africa as most of its protocols are country specific and the more general CAR AFOLU protocols
cannot be used for projects registered with VCS.
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5.23.

Nesting projects in jurisdictional programs

65. Climate projects and jurisdictional climate programs increasingly overlap but often
use different emission baselines and carbon accounting methodologies. Their co-exist-
ence may lead to double counting if ER are not harmonized and captured in one system.20
The discussion on nesting of ER projects in jurisdictional programs and the development of
related guidance have evolved around REDD+. The available guidance reflects the chal-
lenges of aligning project and large-scale jurisdictional schemes for REDD+: the alignment
of forest emission reference levels (baselines) and the MRV systems. Jurisdictional or sec-
toral programs for agriculture and livestock that rely on project-based interventions will
face similar challenges.

Box 9: Nesting

Nesting can refer to (i) embedding project level activities within jurisdictional or sectoral
climate programs, or (ii) the integration of sub-national or landscape level schemes into
a national system. It can be understood in relatively narrow terms as aligning the MRV
of the embedded projects or sub-national jurisdictions with the larger or national system.

More broadly, nesting is seen as a harmonization of ER activities across multiple levels of
governance and geographical scales — including transparent carbon rights and
resolving conflicting carbon claims.

Source: WB (2021)

66. If and to what degree projects are integrated in jurisdictional programs, as well as how
(many) ER (benefits) are allocated to projects, influences their attractiveness for project
level investments. Furthermore, the ability of the jurisdiction to share ER benefits with nested
projects is influenced by the overall carbon performance of the jurisdiction — which may
be lower across the jurisdiction (average value per ha of land) than that of a specific pro-
ject nested within the jurisdiction.2! The Ethiopian government has a range of options to
harmonize project and jurisdictional implementation and accounting of ER activities. The
government can implement bottom up or hybrid approaches that permit direct carbon
crediting by projects or ER allocation to the project by the jurisdiction.22 Mitigation activities
that are (almost) exclusively driven by policy, legislation, and incentives provided by gov-
ernment (e.g., fax exemptions) do not require nesting, but may be complementary to hy-
brid jurisdictional programs. Regardless of the selected approach, an enabling policy and
legal framework, as well as operational guidance, must be provided for project develop-
ers.

67. Hybrid jurisdictional programs can take into account the circumstance of specific
sub-sectors and/or mitigations activity groups (e.g., availability of carbon accounting
methodology, common scale of projects, risk of leakage). For example, a hybrid

20 Both project and jurisdiction claim the same carbon removal or emission reduction.

21 Lower average performance of a jurisdictional program can be caused by additional emissions
that occur within the jurisdiction (only the net ER can be fransacted) and nested program activities
that generate lower ER per unit of land than the nested project(s).

22 Refer to A 5.3. for details on approaches to nesting projects in jurisdictional climate programs.

Private investment opportunities in jurisdictional climate change mitigation programs 38



approach that reflects the sub-sector specific conditions and private sector requirements

should consider the following aspects:

Agricultural land management requires detailed, project specific baselines and a com-
bination of methodologies, making it more suitable for project level carbon accounting
and fransaction.23

Large-scale carbon projects (e.g., in combination with production forestry or coffee)
are particularly interesting to private sector actors seeking to develop projects for off-
setting and insetting. This requires the allocation of the corresponding credits to the in-
vestor or permitting the direct generation of carbon credits by the investor.

For small forestry, agriculture, and livestock projects, project-based carbon accounting
and fransaction may not be viable owing to the relatively high fixed cost for carbon
project development and validation/verifications.24 In this case, the jurisdiction can al-
locate results-based ER benefits to the project developer.

Areas or topics that are not attractive for private carbon project developers?s, or only
become attractive with up-front public investment (e.g., land restoration), require di-
rect implementation by government, e.g., incentivizing farmers to change manage-
ment by providing improved animal breeds, seed, or setting up and building capacity
of grassroot organizations.

68. The Ethiopian government should carefully evaluate the complexity of the possible

approaches (and the related need to build and maintain capacity) and their atfractive-

ness to private investors (Figure 5). A central system is less complex regarding MRV and

accounting but unlikely to attract private investment in NCS. On the exireme side, stand-

alone projects are attractive to private sector, but may be challenging to reflect in the

jurisdictional or national ER accounting as they may use different baselines and method-

ologies. Additionally, depending on the standard applied, independent projects may be

deficient in regard to leakage and non-permanence.2¢

23 ALM projects often incorporate combinations of activities. Baselines vary depending on location,
crops and cropping system, level of degradation etc.

24 Refer to box 2 in chapter 4.

25 For example, remote areas with limited infrastructure, activities that require substantial investments
in methodology development (e.g., forest degradation), or very low ER potfential per unit of land
(but potentially large implementation areaq).

26 Depending on the standard applied by the project. Standards like VCS and GS are exigent in
regard to additionality, leakage, and non-permanence (see Box 10, section 6.2).
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Aftractiveness for private carboninvestor: u]J ._} ._} .—:—. L-} ._]_.

Allocating Allocating Stand-alone
Allocating finance, finance, Allocating roiects with
finance, ex-post ex-post ERs based P odvn MRV
ex-ante rewards using rewards based on GHG .
and trading
grants proxy on GHG performance ERs
measures performance
Jurisdictional baseline and MRV Aligned jurisdic
Increasing complexity:° program program with nesting stand alone projects
+ MRV as required for NDC reporting + dligned baseline setfing + assign responsibilities for non-
+ means to avoid double performance and liabllities for
counting mismatches that will occur between

the different systemlevels

+ manage potential non-permanence
and force majeure events

*Does not apply to Ethiopia. Only few countries (e.g., Australia) have established national accounting systems
that account for carbon from stand-alone projects as well.

°Additional requirements that increase the complexity from program-only to infegration of projects in jurisdic-
fional programs are marked with ‘+’.

Figure 5: Private carbon investor attractiveness versus MRV effort and complexity
Source: adapted from Lee et al., 2018

69. Other important factors to consider when designing jurisdictional climate programs
are the available technical and financial capacity of government. The complexity of the
program should be aligned to the existing (foreseen) capacities.

¢ The existing (expected) capacities of government institutions for baseline development,
MRV, and carbon accounting.

* The need fo, and potential of, mobilizihg non-governmental finance and private sector
project developers for the achievement of climate change mitigation targets.

e The degree of flexibility offered by the different approaches, e.g., the ability to incorpo-
rate different sources of finance or adjustment of carbon accounting and transaction
over time.

70. Factors that may incentivize private sector investment at project level are:

e Private sector-oriented regulations for ER projects and nesting (i.e., clarity on carbon
rights and/or benefits).

e Clear rules for the transition of early projects into jurisdictional programs that may be
established later.

* Provision of standardized carbon accounting methodologies and guidance.

¢ Definition of consistent reference emission levels and respective baselines that reflect
circumstances of projects or small jurisdictions well.
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53.

Designing a conducive framework for private sector investment
in NCS

71. Atthe moment project level investments, which may be nested in a jurisdictional pro-
gram, are the most likely entry point for private sector investors in Ethiopia. At project level,
investors can quantify and mitigate risks, there is a direct link between the investment and
ER generation, and often other revenue streams exist (agricultural and forest commodi-
ties). Globally, jurisdictional programs still have limited access to voluntary markets and the
ability of a jurisdiction to deliver ER as foreseen is often unknown, making program level
investments relatively unattractive for the private sector. In the future, as jurisdictional pro-
grams evolve and provide proof of concept by delivering ER reliably and transparently
(e.g., validated by independent carbon accounting standards) their attractiveness for pri-
vate sectorinvestorsis likely to increase. In the meantime, the Ethiopian government should
place focus on encouraging project level action where it is feasible, i.e., when all, or at
least some of the following apply:

¢ The minimum required carbon project scale aligns well with investments in commodity
production.

e Carbon accounting methodologies are available.

« ERrisk factors (leakage, non-permanence) are minor or can be managed well at pro-

ject level.

An overview for these criteria is provided in Table 14 for each of the four NCS investment
categories described in chapter 4 and summarized below.

72. “Carbon-only” investments (A
and D)

* Categories A and D, face signifi-
cant leakage and non-permao-

etting

nence risks that require substantial and trade

Revenues from carbon

efforts in organizational capacity
building and long-term technical
assistance, which go well beyond

the financial and technical co-
Investingin ER

pacities of private investors. generation for the NDC
. / bilateral frade under
» Category D also faces additional Article 6 of the Paris
challenges in the absence of car- Agreement

bon accounting methodologies,
baselines, and emission factors, . "

Revenues from agricultural and forest commodities
and requires very large scale.

* NCS projects falling in category A that apply project or landscape methodologies of
voluntary carbon market standards, and that permit a fransfer of carbon credits to in-
vestors, may be able to incorporate private funding once projects are fully set-up and
running.
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73. Combined commodity and carbon investments (B and C)

¢ Investments in categories B and C focus on commodity production but also generate
ER. Investment in agricultural and livestock productivity can be considered low risk re-
garding leakage and non-permanence. For forestry projects, these risks can be man-
aged by applying the risk management tools of voluntary carbon standards, and the
corresponding adjustments of ER to be claimed by the project.

¢ The economic viability of the carbon component of commodity investments depends
on the ER generated per hectare or intervention unit (e.g., farm) and scale of the in-
vestment. Smaller investments, e.g., by domestic dairy processors in milk productivity
(category C), but also small-scale forestry on private land (woodlots), would not be able
to access carbon markets on their own as the carbon crediting and marketing costs
would exceed ER revenues. Such investments would benefit from carbon benefit shar-
ing by ajurisdictional climate program, which can implement MRV and access carbon
markets more efficiently.

e Large, i.e., industrial scale, investments combined with medium to high ER/ha (category
C) benefit from economies of scale, making carbon crediting and transaction at pro-
ject level feasible. In these projects, the value chain investors require access to the
credits for insetting or to improve project performance.

74. A sound approach that encourages the private sector to participate in jurisdictional
land-based climate change mitigation will be decisive for scaling up climate action. This
includes explicitly the national and sub-national approaches to carbon accounting, car-
bon rights, and carbon transactions. To successfully engage the private sector, the follow-
ing aspects should be taken into account:

e Greater autonomy at project level relates to a more attractive environment for private
sector project developers and enables upscaling of effective and efficient projects, i.e.,
contributes meaningful impacts in line with respective NDCs and global goals (e.g., UN-
FCCC Glasgow Forest Declaration of 2021). For example, with greater autonomy, de-
lays in the implementation of the jurisdictional framework are less likely to impact project
activities.

* Clear recognition of carbon rights by the government is important, i.e., project devel-
opers should ideally be able to generate and transact ERs directly. Project developers
who have the carbon rights can decide on the use of carbon credits for sale on volun-
tary markets, off- or insetting.

¢ The provision of baselines and emission factors by the jurisdictional program decreases
the level of effort for project developers. However, baselines and emission factors must
reflect project specific circumstances well to be effective, i.e., fo avoid over/under es-
timation of ER. Large jurisdictions may need different baselines and emission factors for
sub-units with distinctive characteristics.?

27 The development of more detailed baselines (e.g., forest emission reference level) is often a ques-
fion of data availability. Different reference levels may lead to leakage if not well coordinated. Ref-
erence levels have to fully cover the jurisdiction and should not overlap. None of the existing national
REDD+ programs have disaggregated reference levels for geographic sub-units.
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Jurisdictions can consider applying a central approach to MRV and accounting in
combination with carbon benefit sharing to incentivize private sector investments that
are too small for project-based carbon crediting, or for activities that require a greater
level of control to mitigate leakage and non-permanence risks. Carbon benefit sharing
with investors can take different formats, including the provision of monetary (e.g., tax)
and non-monetary (e.g., services) incentives, as well as allocation of carbon credits to
the investor. Wherever possible, benefit sharing should be based on the actual ER
achieved by an investment project, rather than proxy indicators.

To ensure tfransparency, a national GHG registry is required. The registry must reflect all
ER generated; be able to resolve any potential ER claim conflicts (e.g., if a project and
jurisdiction claim ER of the same intervention); and show the use of ER by the govern-
ment (for the NDC or bilateral transactions), frade on voluntary markets, or direct refire-
ment by the project investor for offsetting or insetfting.
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Table 14: Potential for project-based carbon crediting for investment categories

Investment category &
Example business case

A) Investing in NCS

Land

to offset emissions restoration

B) Investing in
commodity
production and
ER crediting for
insefting and
frade

C) Investing in com-
modity produc-
tion with poten-
tial for ER benefit
allocation

D) Investing in ER
generation for
the NDC or
bilateral trade

Commercial
forestry

Coffee
production

Dairy produc-
fion in peri-ur-
ban areas

(without
business case)

Activity type and ER per unit

Risk of leakage and non-
permanence

Revegetation
> 50 tCO2e/ha

Risk: medium to high for both risk

Afforestation / reforestation

(AR): > 100 tCO2e/ha

Improved forest management

(IFM): < 60  CO2e/ha

Risk: non-permanence low-me-

dium, leakage low

Combination of agricultural
land management and AR (ag-

roforestry): > 50 t1CO2e/ha
Risk: low for both

Avoiding emissions from enteric

fermentation: about 20
tCO2e/farm household

Risk: not applicable

Avoiding land cover degrado-
tion and conversions (wefland,

shrub/grassland, forest):

ER/ha highly variable depend-
ing on ecosystem and baseline

(for degradation)

Risk: leakage high, non-perma-

nence medium-high

Scale required for pro-
ject-based carbon
crediting

Large: several thousand
ha

Medium to large: >
1,000ha

Large: > 1,000ha

Large: several thousand
small dairy farms

Not viable for project-
based crediting

e.g., avoided deforesta-
fion: > 50,000ha (ER ac-
countable reflect only
the fraction of the pro-
ject area that would be
affected by conver-
sion/degradation in the
baseline)

Availability of methodologies from voluntary carbon
standards

Project

Yes

Application of group or
landscape methodolo-
gies

Yes

Under development

Yes

Yes

Context specific emission
factors are available for
Ethiopia

For deforestation and
avoided shrub/grassland
conversions

Limited for wetlands
(highly project specific)

Landscape/jurisdiction

JNR & TREES

JNR & TREES

Only the AR component
is covered by JNR &
TREES

Not available

Context specific emission
factors are available for
Ethiopia

JNR & TREES only for
REDD+

For forest degradation
emission factors are diffi-
cult to establish and not
yet available
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6.1.

Co-benefits, safeguards, and risk mitigation in
NCS investments

Co-benefits

75. Carbon projects can have numerous additional benefits. They can contribute to cli-
mate change adaptation, socio-economic development, and the conservation of biodi-
versity. The investments described above would conftribute to the Ethiopian socio-eco-
nomic targefts, e.g., industrial development, strengthening domestic supply of commodi-
fies, and reducing the trade deficit (Table 15). Certification of investments against volun-
tary carbon standards contributes to the implementation and monitoring of international
safeguards related to land and resource tenure, community participation, and avoiding
of negative environmental impacts.

Table 15: Co-benefits of the private sector NCS investments

Climate change Improving Protection of Economic
. smallholder natural
. adaptation . e development
Investing in livelihoods resources
Production » Infroduction or > Diversified in- » Reduced soil » Creating the basis
forestry in development come erosion for industry invest-
plantations of tree spe- » Reduced mar- » Green corri- ments
and cies/varieties ket risk dors » Closing the wood
woodlots that perform product supply
well under cli- gap
mate change » Enabling low-car-
scenaros bon wood con-
struction
Restoration » Increased eco- » Variable* > Soil » Rural employment
of degraded system resili- » Water related to the sus-
land ence » Biodiversity tainable use of re-
(green corri- stored areas
dors)
Smallholder > Increased resili- » Higherincome > Sail fertility » Increased produc-
coffee ence of farm- (productivity) . Biodiversity tion of export
production ing system » Reduced risk commodity and
» Increased (market, losses generation of for-
household resili-  due to pest/dis- eign currency
ence (higher & eases)
diversified in-
come)
Smallholder > Increased » Higherincome » Water quality » Increased domes-
dairy household resili-  (productivity, (reducing tic supply and
production ence (higher reliable market)  pollution quality of milk
income) » Reduced sea- from mao- products
sonality of in- nure) » Improved nutrition
come

*Depending on the potential for alternative livelihood creation and use of the restored
areas. Payment of carbon benefits applies but would likely be very small.
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6.2.

Safeguards

76. All four of the investment categories identified rely to some extent on public support
in order to be economically viable. As a result, investors must pay special attention to in-
ternational safeguard standards (e.g., IFC Performance Standards). Key safeguards, e.g.,
related to land tenure, community participation and benefits, and protection of natural
ecosystems, are mandatory for climate projects certified against voluntary carbon stand-
ards (see example in Box 10). However, the requirements of the carbon standards may not
cover all safeguards. In the case of jurisdictional carbon programs, the jurisdiction must
ensure the compliance of investors with the safeguard standard used by the program.
Additionally, investors in commodity production can also seek certification against inter-
nationally recognized management and sustainability standards such as the Forest Stew-
ardship Council, Fair Trade, Rainforest Alliance, and many others, to prove adherence to
environmental and social safeguards. Global commodity markets increasingly require cer-
tification against these standards.
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Box 10: Reflection of safeguards in the new VCS ARR methodology

ARR projects seeking certification against a voluntary carbon standard must prove
additionality, rate the risk of displacing activities that may lead to loss of carbon stocks
elsewhere (leakage), and assess the risk of losing project carbon stock during or after
the project (non-permanence). The assessment of these underlying factors coincides
with international social and environmental safeguards. Projects with a high-risk rating
and lower additionality will have to deduct more ER to compensate. As a result, project
developers are likely to implement the mitigation actions (or safeguards) to improve the
performance of the carbon project.

For example, ARR projects seeking certification against the VCS (Verra) must reflect the
following parameters in project design and implementation:

» The additionality of a project is established by comparing project re/afforestation
against the likely rate of re/afforestation without the project in the confrol area
(performance benchmark). The performance benchmark is deducted from the
project’s ER.

=>» This favors projects in regions with zero or low rates of ARR in the performance
benchmark scenario.

» The leakage risk assessment is based on:

» The relative productivity of the pre-project land use (agriculture, livestock) in the
project area that would potentially be displaced.

=> This favors ARR implementation in areas with limited agricultural potential (e.g.,
degraded land).

» A comparison of the project’s carbon stock (long-term average) with average
carbon stock in the country’s forests.

=> This favors projects that combine good growth conditions and no harvesting or
long rotations, resulting in high to very high long-term average carbon stock.

Project duration (crediting period).
=> This favors long crediting periods.
The discount for potential leakage can range between 5% and 50%.
» The non-permanence risk rafing is influenced by:

» External risks, including land and resource tenure/use rights and related disputes,
community engagement, and impacts on communities.

= This favors land tenure by the project proponent and implementation of
activities to resolve conflicting claims.

= Risk is reduced by participation of communities in and surrounding the project
area in project design and implementation.

= Projects with net-positive impacts for communities have reduced risk.

» The political risk, based on the governance score of the country and ifs’
participation in REDD+ readiness.

» Natural risks, including potential exposure and damage by fire, pests and diseases,
and extreme weather.

Between 10% (minimum) and 60% of credits must be placed in the AFOLU risk buffer.

Sources: Verra 2019, Verra 2021a, Verra 2021b
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6.3.

Risk and risk mitigation

Political host country risk

77. Investors (especially international) face substantial political risks:

Legislation regulating investments and finance advanced greatly in the past years.
Nonetheless, regulations for implementation are at times missing and subject to revi-
sion.z8

The institutional set up and responsibilities for forestry, environment, and climate change
have changed quite frequently atf the federal level in the past. Such changes increase
the transaction costs for investors.

At fimes violent, politically motivated conflicts affect many areas of the country. In the
past, such conflicts have let to the destruction of private property and access to conflict
zones is often restricted. Investments in large immovable assets in rural areas are partic-
ularly exposed to the impacts of local conflicts (e.g., forestry plantations, agricul-
tural/timber processing installations).

At the moment, there is no legislation for carbon trade in Ethiopia.2? Ethiopia can decide
torestrict access of private carbon projects to voluntary carbon markets in order to fulfill
its own NDC commitments and/or only permit the transfer of carbon credits to third
party countries/the VCM through a domestic carbon market. In both cases, individual
carbon projects cannot sell ER fo the VCM, i.e., project-level carbon income will be
dependent on benefits allocated by the government and projects would not have ac-
cess to foreign currency that otherwise could be generated by direct carbon credit
sales.

Project risks

78. Investor risks related to the production and marketing of agricultural and forestry com-

modities can be mitigated quite well by sound planning and implementation of best prac-

tices, while carbon project development risks can be reduced by well-designed jurisdic-

tional climate programs that permit different degrees of autonomy for projects, e.g., based

on sub-sector or project type. Private investment in ER requires the clear attribution of car-

bon rights and benefits, as well as conducive rules for projects that are required to transi-

fion info jurisdictional programs at a later stage.

28 Refer to Annex 5.2 for details.
29 At the time of writing, the forest regulation (including carbon aspects) was under development.
The draft was not available to the authors.
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¢ Technical and market risks related to the production and trade of agricultural and for-
estry commodities, include:

¢ Uncertainty regarding capacity of partnering organizations (esp. at producer level)
and need to invest in their capacity.

e Changing markets, i.e., prices (esp. for infernationally fraded commodities like cof-
fee), buyer preferences, and demand.

¢ Uncertainties regarding production, i.e., lower than expected yield linked to site
characteristics, the availability of inputs, pest and disease outbreaks, fire, etc.

Experienced companies can estimate and manage market and production risks rela-
fively well, e.g., by using global price indexes to determine fair producer prices, or
matching species/varieties to local conditions and market preferences. However, build-
ing the organizational capacity of local partners tends to be a lengthy, and often costly,
process that often requires external technical and financial assistance.

* Carbon project development related risks include:

e Economic viability — Carbon projects become economically viable with scale, i.e.,
require a large area/many participants and/or large ER potential per unit. Accessing
large land resources directly through, e.g., long-term lease agreements, is difficult for
projects in general, as well as in the Ethiopian context. Access to, and aggregation
of, smallholder farmers require capable grassroots level partners (e.g., cooperatives),
which often must be established or at least capacitated first, increasing the cost of
projects.

e External factors - Carbon generation depends on many factors, some of which the
project developers have influence over but others that are outside of their control
(e.g., the performance benchmark and leakage; see Box 10).

e Carbon markets — While demand for AFOLU credits currently shows a positive frend,
resulting in high prices for carbon credits, carbon markets have been volatile in the
past. Carbon markets are heavily influenced by global climate policy and regula-
tion, but also the economic performance of large buyers.

79. Embedding NCS investments in jurisdictional climate programs can reduce the project
level carbon risks, depending on how projects are integrated. However, embedment
comes with uncertainties related to the overall performance of the jurisdiction (ER gener-
ated) and the attribution of ER or carbon benefits to individual investment projects.3 Early
projects, i.e., established before the jurisdictional climate program becomes operational,
face the additional risk of not knowing how the jurisdictional program will affect the pro-
ject’s carbon income. To foster private investment, jurisdictional programs should consider
integrated approaches that:

* Reduce risks like leakage and non-permanence through program level baselines and
MRV.

30 Refer to the Annex 5.3 for details on nesting options and associated risks for participating pro-
jects.
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e Clearly reward project level action by either permitting project level accounting and
marketing or attribution of ER based on ER generated by a project or well-designed
proxy indicators and taking into consideration the project development costs.

e Provide a clear framework for early projects to transition intfo the program, including
adequate compensation for project developers (e.g., permitting confinued project
level accounting and marketing or allocation of ER based on project level monitoring
for frade project during the fransition period).
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7.1.

Conclusions and recommendations

Conclusions

80. In general terms, the long term outlook for private sector finance in Natural Climate
Solutions in Ethiopia is positive.

¢ Alarge share of Ethiopia’s productive land (i.e., used for agriculture, livestock, and for-
estry) is degraded. Restoration efforts often contribute to sustainable land use intensifi-
cation, resilience of the ecosystem and local population, and climate change mitigo-
tion. Commercially oriented NCS investments can contribute to and benefit from car-
bon generation.

¢ Demand for carbon credits from the land use sector is increasing (section 5.1), creating
favorable market conditions for carbon project developers. Recent initiatives, like the
compliance CORSIA and voluntary commitments by the private sector, are expected
to further strengthen the demand for carbon credits in the future.

e Arficle 6 of the Paris Agreement permits countries to design landscape level ap-
proaches that fit the national context. For carbon trade under Article 6, Ethiopia can
combine different approaches to integrate (private) project level activities into national
or jurisdictional climate programes.

e Global voluntary carbon market standards provide a ready-to-use framework of ap-
proaches and methodologies for NCS.

81. Toreadlize that potential, investment conditions and incentives must be improved. Car-
bon finance can increase the attraction of commodity production as a private sector in-
vestment. Larger projects would benefit from carbon crediting at project level. For smaller
projects, carbon benefit sharing approaches can be a viable alternative. Although the
economic leverage of carbon in the combined investment is still relatively low (at current
carbon prices), carbon income provides early cashflow in long-term investments, such as
production forestry, and contributes to mitigating economic risks, especially in settings that
require investment in smallholder production systems. However, the carbon transaction
costs for project level certification are substantial, requiring relatively large-scale invest-
ments in tferms of area/smallholders covered by a carbon project. Benefit sharing (i.e., al-
location of ER or monetary/other carbon performance-based rewards by the jurisdiction)
reduces carbon transaction cost at investor level. At the same time, the carbon benefits
received are likely fo be much lower as program-level costs are deducted and carbon
benefits may be allocated to a wider range of beneficiaries. The dependency on public
sector MRV services and benefit sharing is a high risk for any private investor.

82. Co-financing of public restoration and conservation activities by private investors in
exchange for carbon credits would infroduce a paradigm change and enable upscaling
of activities that currently rely to a very large extent on public finance. Carbon only invest-
ments (e.g., land restoration) would require a very high carbon price to cover the carbon
fransaction and project implementation costs. However, private sector with large ER
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compensation requirements may be willing to invest in public projects that have proven
their ability to deliver large amounts of carbon credits consistently over a longer time-
frame.

83. Private sectorinvestment in NCS is driven by different objectives. Investors may require
carbon credits for in- or offsetting or need the additional income from sale of carbon cred-
its/benefit sharing to make the projectinvestable. Insetting, the compensation of emissions
within a company’s value chain, applies to investors in agricultural or forestry commodity
production. Investments that generate carbon credits outside a company’s value chain
are of particular relevance for domestic enterprises such as Ethiopian Airlines and interna-
fional corporations with large offset requirements (e.g., oil and gas, transport sectors, data
warehousing). Additional income from carbon transactions or carbon benefit sharing is of
interest to any commodity investor. Private sector carbon funds are a special group of
investors that may partner with commodity investments and carbon only projects fo ac-
quire carbon credits for sale to third parties or investors (credit-return funds).

84. Atthe moment, Ethiopia does not have a legislation on carbonrights, which constitutes
arisk for any NCS investment that targets the direct generation and use of carbon credits
by the investor(s). Carbon rights of forest owners are mentioned in the national forest law
but lack the detailed regulation needed for interpretation of carbon ownership and the
right to fransact carbon certificates or receive carbon benefits.3! There is no law or regu-
lation regarding the ownership of emission reductions from land-based investments outside
forestry (e.qg., agriculture, livestock/grasslands, weftlands).

85. Key structures and mechanisms for carbon accounting and transactions, e.g., base-
lines and MRYV for all land use sectors, and GHG registry, are not yet in place.32 Recent
notable progress is recognized in the livestock sector. The establishment of MRV systems
for all land use sectors and a carbon registry requires addifional human and financial re-
sources. To avoid delays in climate action, carbon project implementation by private sec-
tor should be encouraged while these structures are established and refined. Apart from
the conftribution to climate change mitigation, carbon project implementation by the pri-
vate sector will contribute to capacity development of the local partners as well as helping
to mitigate investment risks.

86. lJurisdictional carbon accounting and transaction can ensure a harmonized approach
at landscape level and reduce the risk of leakage, while project level carbon accounting
and fransaction enables direct control of carbon costs and income by the project devel-
oper. Investments in sustainable agriculture or forestry that is fully nested in a well-designed
jurisdictional program would be rewarded for ER without the carbon transaction costs that
apply to independent carbon projects. Small investments could then benefit as much per
unit of land as large ones. However, the national and regional governments do not yet
have the sufficient fechnical capacity for baseline development and MRV for all ER cate-
gories, nor the market exposure to maximize returns from carbon transactions. ER

31 A draft regulation including details on carbon rights is currently considered by the parliament. It
was not available for the public at the fime of writing this report.

32 Baseline and MRV available for forestry: for changing land use from/to forest but not for forest
remaining forest; agriculture: livestock under development.
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generated at project level can be used for insetfting or sold in VCM, and risks related to
low performance at jurisdictional level are avoided. On the other hand, larger deductions
may apply at the project level for additionality and to compensate for leakage and non-
permanence risks. Economies of scale apply, i.e., carbon project development is not fea-
sible for investments where the total amount of carbon sequestered is relatively low or if
carbon accounting methodologies have to be developed from scratch.

87. The design of the national and sub-national climate programs should seek to balance
the pros and cons of jurisdictional and project level carbon project development. Ideally,
jurisdictional programs permit independent carbon project development and fransaction,
while offering benefit sharing to projects and investments that are not able or choose not
to certify independently. In mixed approaches, the Ethiopian government can set base-
lines and other requirements, such as environmental and social safeguards, that must be
applied by all projects. Clear rules are needed for the transition of existing projects into
new jurisdictional programs. The transition of carbon projects will likely be more accepta-
ble to investors if they retain the carbon rights.

88. The modailities of ER quantification and benefit sharing will be decisive factors for pri-
vate sector participation in the framework of jurisdictional climate programs. The quantity
of carbon benefits available for distribution to nested projects depends on the overall per-
formance of the program. The limited experience to date, both globally and in Ethiopia,
regarding the delivery of carbon credits by jurisdictional programs introduces considerable
uncertainty as to if benefits can be shared and in what quantity. The allocation of carbon
benefits to different actors is laid down in a program'’s benefit sharing mechanism/plan. In
the existing jurisdictional program in Ethiopia, the OFLP, clear priority is given to communi-
ties and smaller jurisdictions, while private NCS investor are not considered as a key partner.
Other key parameters that should be covered by a benefit sharing mechanism (or legisla-
fion), to inspire confidence in potential investors under the program, are the format of ben-
efit sharing (e.g.. carbon credits, financial incentives, services) and the results-based pa-
rameters used to determine the allocation of benefits.

89. Access to land is a key barrier for private sector investment in sustainable land use
and emission reductions. NCS investments require implementation at scale. Large land
holdings for commercial agriculture and forestry investments are in theory available from
the Ethiopian government. However, the identification of investment ready land resources
is difficult because of the limited coverage of land use plans and digital land cadaster.
Investors in forestry, may be able to access land in gazetted production forests through
partnerships with state forest enterprises. Reflecting the land use rights in Ethiopia (with most
land belonging to smallholder and communities).investors in agricultural production will
often have to work with smallholder farmers. This requires large investments in technical
and organizational capacity building, for which businesses rarely have the necessary ex-
pertise and financial resources. Public co-funding, e.g., through PPP arrangements, may
be required.

90. The policy and legal framework for private sector investment has improved over the
past decade in Ethiopia, but implementation capacity is lacking and gaps exist.
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7.2.

7.2.1.

e Access to finance and foreign currency is an investment barrier, especially for domestic
investors. The Development Bank in Ethiopia is currently giving priority to industrialization
related investments. It is therefore difficult to access long-term loans for land-based in-
vestments unless the majority of the investment is dedicated to industry investments.
Similarly, access to foreign exchange, e.g., fo import machinery, inputs, repatriation of
profits, is heavily regulated and unpredictable.

¢ The investment law (2020) and regulation (2020), and the forest law (2018) stipulate in-
vestment incentives, such as exemption from duties, tfax holidays, and access to finance
and land. These incentives are to be specified in regulations and directives. While some
of them are clearly regulated at national or regional level, for others (e.g., forestry) de-
tailed regulation is lacking or left to the local level, increasing uncertainty and transac-
tion costs for investors. Similar gaps exist for the applicability and amount of sector spe-
cific duties and fees (e.g., timber fransport).

e Public-private partnerships could be a useful tool in large scale land restoration projects
but also in commercial investments in forestry and agriculture. Public components
would be, e.g., the provision of land or the organizational development of grass-
roots/producer organizations. However, the Public Private Partnership law (2018) is
strongly oriented towards the establishment of large-scale infrastructure or services pro-
vision (energy, telecommunication), i.e., does not reflect the circumstances of land-
based investments like restoration, conservation, and sustainable land management.

Recommendations

?1. Recommended action points fo overcome the barriers listed above included the de-
velopment of carbon legislation, expanding and strengthening of GHG MRV and account-
ing systems and the related capacities, facilitating access to land, and improving the in-
vestment environment. The recommendations are summarized at the end of this section in
Table 16.

Improving the Ethiopian legislation for carbon rights and benefits, and
general investment framework

92. Clear carbon rights and transparent investment framework will be an important basis
for investment decisions of private sector actors, not just for investors in commodity pro-
duction but also for those interested in co-financing public restoration and conservation
projects in exchange for carbon credifs.

?3. The development of a carbon legislation that is applicable to all land use sectors
should be prioritized, providing clear guidance on carbon ownership, carbon transaction
rights, and right to receive carbon benefits. All relevant land use sectors, i.e., forestry, agri-
culture, grassland, livestock, and ecosystem restoration and conservation should be cov-
ered by the legislation. These sectors can be freated independently, i.e., in sectoral laws
and regulations, or in a crosscutting law/regulation. Details such as allocation of benefits,
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indicators and parameters used, and confribution of project to MRV, may be specified in
the benefit sharing mechanism of jurisdictional programes.

94. Projectlevel ER investments should be encouraged and enabled by designing a clear
framework for the transitioning of projects into programs while national and jurisdictional
institutions and mechanism are established. The design and development of new jurisdic-
tional climate programs and the necessary framework, including the national GHG registry
and benefit sharing mechanisms will take time. In the meantime, government should spec-
ify how carbon projects will be infegrated in jurisdictional programs later on, including:

¢ The transition period, i.e., the time from the establishment of the jurisdictional program
unftil the project is infegrated and has to stop generating carbon revenues (responsibility
fransferred to the jurisdiction)33, as well as if and how project actors will be compen-
sated for the loss of carbon fransaction rights.

* The process for aligning the project baseline and jurisdictional baseline in cases where
projects will continue to account and transact carbon.34

95. The general investment framework should be further improved, including the harmo-
nization of incentives, fees and duties, and ease of access to these regulations and rules,
and augmenting the scope of the PPP law to include land-based investments. The Ethiopia
Investment Commission already provides a range of services to foreign investors seeking
fo invest in Ethiopia and is well placed to compile and communicate all relevant natfional
and regional policies, legislation, and directives. PPP in the land use sector could be struc-
tured following, e.g., the example of the Ugandan Sawlog Production Grant Scheme initi-
ated with support from the EU and Norway and now supported by the World Bank. The
program reimburses investors after proven compliance with key performance indicators.35
Another option could be investments developed in partnership with the EIH. The EIH rein-
vests the earnings of national state-owned enterprises and is inferested in strategic part-
nerships with private sector partners, providing technical know-how and expertise as well
as finance.

33 For example, the Bale Mountains Ecoregion REDD+ project, established in 2012 (see Annex 2 and
Annex 5.3) was recently infegrated in the OFLP and the carbon transaction rights transferred to the
program level.

34 For example, if the baseline rate of deforestation in the jurisdiction is lower than the baseline de-
forestatfion in the project region, the project would generate less emission reductions because the
difference between baseline and with project deforestation (avoided deforestation) is smaller.

35 Details of the Ugandan Sawlog Production Grant Scheme are available on the program’s web-
site: https://spgs.mwe.go.ug/
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7.2.2.

7.2.3.

Investing in Ethiopia’s carbon accounting and transaction framework

96. The capacity of the national and regional governments to establish and manage MRV
systems, prepare for third party validation/verification of jurisdictional NCS approaches,
and oversee ER fransaction, must be built to attract private sector investments in nested
projects and jurisdictional programs. Sound MRV and accounting is also a precondition
for the World Bank to implement payment for results programs. Options to strengthening
the MRV system or fo change the institutional set up of the MRV entity fowards operating
under private sector terms should be explored. Concrete tasks are the establishment/de-
velopment of:

¢ The national GHG registry.
¢ The mechanism for corresponding adjustments.
* Enftities dedicated to MRV and carbon accounting.

* Program specific rules for the nesting of projects in jurisdictional or sectoral climate pro-
grams (aligning to the carbon legislation)

Facilitating access to land for forestry and agriculture investments

97. Enabling access to land for commercial forestry and agriculture requires investments
in building the capacity of the relevant regional institutions, building trust between govern-
ment and private sector actors, and accelerated land use planning.

e Part of the state managed gazetted forest land (only production forest land) could be
managed in joint venture with, or leased to, qualified private investors and professional
forest property managers. The state forest enterprises are increasingly open to partner-
ships with private sector investors, although such engagements are currently limited to
investments in wood processing. One reason for the limited engagement with the pri-
vate sectoris the lack of capacity in regional government and state enterprises to struc-
ture and manage partnerships with the private sector. To overcome this barrier, con-
crete forest investment opportunities should be identified and structured, suitable pri-
vate partners identified, and trust built between private investors and regional govern-
menfts/state forest enterprise. A clear commitment by the regional government, includ-
ing targets to engage private investors, could be combined with result-based policy
lending instruments.

* Agricultural investments that require larger tracts of land (e.g., in combination with out-
growers) cannot rely on existing state-owned investments. The identification of suitable
land requires detailed land use plans, including knowledge of land use rights. Hence,
land use planning and cadaster development should be accelerated. Lands identified
as potential investment areas must undergo careful due diligence by the government
and investors to ensure compliance with social and environmental safeguards, in par-
ticular related to existing land use rights and protection of native ecosystems.
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Table 16: Recommendations

Topic

Legislation

Develop the legal framework on
carbon rights:

» for all land use sectors (for-
estry, agriculture, grassland,
livestock, conservation)

» including carbon ownership
and related rights (to transact
carbon or receive benefits)

» fransition of existing carbon
projects info jurisdictional pro-
grams

Define the mechanisms, modali-

ties, and responsibilities for allo-

cation of carbon credits and/or
carbon benefit sharing to entities
that have generated ER

Improving the general

investment framework, including:

A harmonization of sector spe-
cific incentives, fees, and duties
applied at national, regional,
and local level

Ovutcomes

The carbon legislation (sector specific or cross-sectoral laws or regu-
lations) is in place and defines at minimum:

» Carbon ownership for land-based ER activities
» Carbon fransaction rights

» Enfitlement to receive carbon benefits and type of benefits that
can be shared.

A regulation or directive for transitioning of carbon projects into na-
tional or jurisdictional climate programs has been developed and
approved. It specifies the:

» Rights of the carbon project developer after fransitioning into the
jurisdictional program

» Minimum transition period
» General approach to align carbon baselines (if relevant)

Carbon benefit sharing mechanisms (regulation and/or program
specific) are in place that specify the indicators used for carbon
benefit allocation and thresholds to be met to be eligible for benefit
sharing.

The OFLP (and possibly additional jurisdictional programs) have re-
vised (defined) rules for nesting of projects (project crediting, alloca-
tion of ER/benefit sharing, use of common baseline, efc.).

The carbon legislation or benefit sharing mechanisms may also de-
fine conftributions of projects to monitoring, reporting, and verifica-
tion of ER.

Investment incentives relevant for NCS investors are specified in reg-
ulations and directives. All relevant documents and guidance are
easily accessible through the Investment Commission and its re-
gional counterparts.

The PPP law and regulation have been revised and are applicable
fo investments in the land use sector and restoration/conservation

Actors involved

National and corre-
sponding regional in-
stitutions, including:
Ministry of Agriculture
and subordinate insti-
tutions (especially
forestry, livestock,
land administration)

Ministry of Finance
and Economic Co-
operation

Regional authorities
for environment, for-
est and climate
change, e.g., Oro-
mia Environmental
Protection Authority
(OEPA)

Natfional and re-
gional institutions in-
volved in land man-
agement, Ministry of
Finance and Eco-
nomic Cooperation

Time frame

Carbon legisla-
fion for forestry:
2023

Across all land
use sectors:
2024

Benefit sharing
and integration
of existing pro-
jects in the juris-
dictional pro-
gram:

OFLP 2023

New jurisdic-
tional programs
as applicable

Relevant docu-
ments availo-
ble at the EIC:
2023, con-
stantly up-
dated thereaf-
ter
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Topic

Carbon accounting and transaction framework

Improving the access to invest-
ment relevant information, espe-
cially for foreign investors

Augmenting the scope of the
PPP law to include land-based
investments

Development of the carbon
accounting and fransaction
framework at national and
regional (jurisdictional program)
levels aligned to the carbon
rights legislation, including:

Establishment of the National
GHG registry

Establishment of entities dedi-
cated to MRV and carbon ac-
counting at national and re-
gional levels

» Development of sector/ER
category specific rules for
nesting of projects in jurisdic-
fional (sectoral) climate pro-
grams

» Development of rules for fransi-
fioning of land-based carbon
projects info national or juris-
dictional climate programs

Outcomes

The national GHG registry is functional, i.e., fransparently reflects the
ER from all relevant sectors and different levels of carbon genera-
tion, as well as carbon fransactions or use of ER towards the NDC
(unconditional)

MRV system(s) at national and/or regional level:

» are operating at international standards (interim milestone: MRV
system is established, service confract awarded to national ser-
vice provider, MRV system established)

» are audited in regular intervals by qualified certifier

The OFLP (other jurisdictional program, including nested projects if
applicable) has been successful validated against respective third-
party standards3s

The OFLP has been successful verified against respective third-party
standards and ER certificates have been issued3s

3¢ Currently third-party standards are available only for forestry (REDD+).

Actors involved

Ethiopia Investment
Commission (EIC)

Ministry of Agricul-

ture, esp. Ethiopia

Forest Department
(EFD), and Environ-
mental Protection

Authority (EPA)

OEPA for the OFLP

Supported by devel-
opment partners en-
gaged in climate rel-
evant programs in
Ethiopia

Time frame

PPP law: draft
in 2023, ap-
proval in 2024

GHG registry:
by 2025

Fully functional
MRV OFLP (incl.
all sectors /
GHG catego-
ries specified in
the program
document:
2027

OFLP validated
against a third-
party standard:
latest at the
end of the
Emission Re-
ductions Pay-
ment Agree-
ments (ERPA)
with the WB Bi-
oCF
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Topic

Access to land

Access to land for commercial
production forestry in gazetted
forest land:

» |dentification of forest invest-
ment opportunities for private
NCS investors

» Definition of key performance
indicators and benchmarks for
private sector partners

» |dentification of qualified and
interested private sector inves-
tors

Access to land for agriculture
and forestry outside gazetted ar-
eas:

» Accelerate land use planning
and enftry of land use certifi-
cates in an online cadaster to
facilitate identification of land
suitable for investments

» Build capacity of regional and
local government for the due
diligence of land investment
projects considering social
and environmental safeguards

Outcomes
Identification of investment opportunities by the government or
state forest enterprises evidenced by:

» Longlist of parcels of land for commercial forestry investments by
private sector identified

» Assessment of areas against key criteria for private investments in
NCS (e.g., land tenure, sensitive environments, production capac-
ity) and selection of sites to be tendered

Call for investors:

» Tendering process developed (steps, responsibilities, duration,
etc.)

» Tender documents developed, including key performance indi-
cators for private sector partners

» Tender conducted and areas assigned fo investors
Minimum requirements and indicators for large sale land-based in-
vestments have been defined, including but not limited to:
» Land tenure
Land cover and use

» Co-benefits (socio-economic development, environmental) to be
delivered by investors

Relevant regional authorities are able to implement due diligence
assessments of potential investments against national law and are
familiar with international safeguards standards

National and regional level authorities are able to support interested
investors in the identification of investment ready land

Actors involved

Amhara and Oromia
Regional Govern-
ments

Amhara Forest Enter-
prise

Oromia Forest Enter-
prise

Supported by devel-
opment partners en-
gaged in the forest
sector in Ethiopia

Regional govern-
ments, esp. Bureau of
Agriculture and Land
administration

Supported by devel-
opment partners en-
gaged in sustainable
lond management
and land certifica-
tion

Time frame

Investment op-
portunity long
list: 2023

Call for inves-
tors: 2024-2025

Indicators for
land-based in-
vestment: 2025
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Glossary

Additionality
Carbon benefit
sharing

Carbon credit

Carbon (ER) gener-
ation or crediting

Contribution claim

Corresponding
adjustment

Emission factor

Forest reference
(emission) level

GHG registry

Insetting

Leakage

Emission reductions or removals from a climate change mitigation
activity are additional if the mitigation activity would not have
taken place in the absence of the project.

Transfer of monetary and nonmonetary incentives to stakeholders
that implemented activities that contributed to the generation of
ER funded with the revenues from ER transactions.

Tradeable certificate equivalent to one ton of carbon dioxide
(CO2) or the equivalent in other GHG.

Is the real and verified amount of GHG emissions reduced or re-
moved from the atmosphere by an entity. Carbon generation in-
volves not just the implementation of activities that lead to reduc-
tion or removal, but also the documentation and verification
thereof.

Emission reduction or removals resulting from an investment in a
carbon project but where the investor does not claim the resulting
credits for in-/offsetting or sale fo third parties.

Corresponding adjustments are a tool designed to promote the
integrity of emissions accounting under the Paris Agreement. The
intfent is to prevent countries from counting emission reduction
more than once towards NDC, i.e., ER sold to other countries must
be removed from the countries GHG account.

Following this logic, carbon credits traded by projects on the vol-
untary market cannot be claimed by sub-national or national pro-
grams and should be removed from the national GHG account.

A discussion of the merit of corresponding adjustments for credits
fraded on the voluntary market is available here.

Coefficient that describes the rate at which a given activity re-
leases (orremoves) GHG into the atmosphere. In the land use sec-
tor, the emission factor is determined by the ecosystem and past
and existing land use (e.g., level of degradation before conver-
sion).

The Forest Reference Level (FRL) is a benchmark for emissions from
deforestation and forest degradation and removals from sustain-
able management of forests and enhancement of forest carbon
stocks (all REDD+ activities).

The Forest Reference Emission Level (FREL) is a benchmark for
emissions exclusively from deforestation and forest degradation
(REDD+ only).

FRL/FREL are based on an extrapolation of the historic emissions in
the project reference region.

Database for collecting, verifying, and tracking emissions, emis-
sion reductions, and emission removals, as well as fransactions of
net-emission removals/reductions.

Reducing the emissions of an organization by avoiding or reduc-
ing emissions or sequestering carbon within its own value chain.

Displacement of economic activities that directly or indirectly
cause GHG emissions to be displaced from the project area or
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Addifionality

Natural Climate So-
lutions

Non-permanence
risk

Offsetting

Performance buffer

Emission reductions or removals from a climate change mitigation
activity are additional if the mitigation activity would not have
taken place in the absence of the project.

jurisdiction with GHG constraints to another area with no or less
GHG constraints.

Conservation, restoration, and improved land management ac-
fions that increase carbon storage or avoid GHG emissions.

Risk that carbon removed by ARR projects is released into the aft-
mosphere during or after the carbon project (i.e., biomass is tem-
porarily or permanently removed). Projects certified against the
VCS have to assess the risk for a period of 100 years starting at the
time of verification.

Compensation of emissions by investing in carbon projects outside
the organizations value chain or purchasing carbon credits from
third parties.

System implemented by jurisdictional climate programs, whereby
part of the annual carbon revenue is not shared amongst the par-
ficipants but placed in a buffer account. The finance in the buffer
account can be used to reward well-performing participants in
years of none-performance at jurisdictional level.
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A 2.

Land-based carbon projects and programs in
Ethiopia

Forest carbon projects

To date, three Ethiopian land-based climate projects have issued and sold carbon credits
applying two of the most common standards in the land use sector, the Verified Carbon
Standard (VCS) and the Gold Standard (GS). These projects illustrate the potential for car-
bon project development in Ethiopia’s land use sector. At the same fime, the low number
of projects validated to date, indicates that substantial barriers exist for carbon project
developers in Ethiopia. Other, promising projects exist, e.g., “Restoration and Conservation
of Dry Afromontane Forest in the Highlands of Eastern Tigray”, targeting the restoration and
conservation of 30,000 hectares of degraded and deforested lands (not yet validated).

Carbon projects in the agricultural domain do not yet exist.

ER generation in Ethiopia’s land use sector

i Carbon credits

Project Project Carbon standard
developer issued  retired
Bale Mountains Eco- OFWE and  Verified Carbon Standard 9,141,291 45%
region REDD+ Farm Africa | (VCS)
Project® Ethiopia  Climate, Community &
Biodiversity Standards (CCBS)

Humbo Assisted World Vision  Gold Standard (GS) 104,067 92%
Natural Regeneration Ethiopia
Project*
Sodo Forestry World Vision  Gold Standard 108,103 95%
Project* Australia

°Over 50% of credits were issued in late 2021 only. Credits not yet sold will be covered by
the Emission Reduction Purchase Agreement with the WB BioCarbon Fund expected to
be signed by the end of 2022.

*The projects were first certified against the Clean Development Mechanism and Car-
bon Fix Standard respectively. The number of credits listed here correspond to the GS
registry. The total amount of credits issued may be higher.

Sources: https://registry.goldstandard.org/, https://registry.verra.org/
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Oromia Forested Landscape Program

Of the regional programs developed as part of Ethiopia’s national REDD+ strategy, the
Oromia Forested Landscape Program (OFLP) is the most advanced one.3” OFLP design
started in 2014. The program is managed by the Oromia Environmental Protection Author-
ity (OEPA) with financial support from the BioCarbon Fund ISFL.

The GHG ER activities accounted for at landscape level since the beginning of the pro-
gram are avoided deforestation and reforestation (WB, 2017). Recently ER from livestock
was added to the program. ERs from other emission activities (e.g., agricultural land man-
agement, avoided forest degradation) can be accounted for at project level in the
meantime.38

Three land-based carbon projects are located within the jurisdiction, the Bale Mountains
Eco-region REDD+ Project, developed by the OFWE (see above), the Jama-Urji Farmers
Managed Forestry Project, developed by Horn of Africa Regional Environment Center and
Network®, and REDD+ Joint Forest Management in llu Abba Bora Zone by OFWE. The first
two projects are registered with Verra VCS.

The OFLP uses a centralized approach to nesting (see Annex 5.3). The Government of Ethi-
opia is planning to enter into an ERPA with the WB BioCF that covers all land-based emis-
sion reductions for a eight-year period (WB, 2019). In the ER program document two differ-
ent project types are identified: those that would like to account for and sell carbon credits
(including the ones listed above), and those that contribute to REDD+ but do not account
for carbon independently (national programs such as the Sustainable Land Management
Program, National Improved Cook Stoves Program, and Rural Electrification Program).
Other programs, e.g., the Resilience Landscapes and Livelihoods Project do quantify net
GHG emissions.

Once the ERPA is in place, ER transactions will be carried out at the level of the OFLP (WB,
2019), i.e., individual carbon projects can account for ERs but are not permitted to fransact
them. Carbon benefits will be shared according to the Benefit Sharing Plan for Disbursing
Result Based Payments (OEFCCA, 2019). The benefits sharing plan does not contain provi-
sions for alignment of the carbon accounting of the verified project located within the
program area, the Bale Mountains Eco-region REDD+. The project will fransition into the
OFLP, i.e., is subject to the overall benefit sharing agreement and depends on the overall
performance of the OFLP.

37 Jurisdictional REDD+ programs are under development by the regional states Amhara, Benishan-
gul Gumuz, and Gambella.

38 Forest degradation, improved forest management, revegetation, and Soil Organic Carbon (e.g.,
changes from crop or grassland to other land uses) may be added to the jurisdictional and no-
tional scope later on. This is in line with the BioCF ISFL goal to account for emission reductions from
all AFOLU related sources and sinks (WB, 2017).

3% The Jama-Urji Farmers Managed Forestry Project is part of the East African Afforestation, Reforesta-
fion and Revegetation Program (EARRP). It is registered with VCS, but not validated. (https://regis-
try.verra.org/)
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OFLP benefit sharing plan

The cost of managing the benefit sharing plan (MRV, safeguards, grievance
mechanism, and audits) and a buffer of 3% will be withheld from the total carbon
revenues. The remaining netrevenues are to be shared, with government receiving 20%,
communities 75%, and private forest developers 5%. All beneficiaries depend to a large
extent on the overall performance of the program. Carbon benefits are not-for-profit,
i.e., can only be used to cover project development costs, for scaling up ER activities,
and for social projects.

The benefits to be allocated to private forest developers are calculated based on the
forest area established. New private sector carbon projects may have to provide
additional benefits to be eligible for benefit sharing (e.g., job creation and contribution
to local livelihoods, participation of women and youth).

Benefits that go to communities are allocated taking info account performance at zonal
level. NGOs working with communities are not entitled to receive benefits. Benefits will
be directly allocated to the communities, which can use the funding for collective
activifies only.

The buffer funds can be used to payout at least some benefits to well performing
projects or zones in case of non-performance at jurisdictional level.

Source: OEFCCA, 2019
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A 3.

A 3.1.

Case studies — approaches to jurisdictional
climate programs

COMACO Landscape Management Project — a bottom-up
approach to reducing emissions from diverse land-use
activities

COMACO Landscape Management Project (CLMP) was a pilot project created to apply
a results-based, climate-smart landscape management approach for addressing drivers
of deforestation and poor farming practices. The project uses a grouped approach that
permits the expansion of the project over time as well as scope of activities. While it is not
a nested project, it provides an example and lessons learnt for scale to a jurisdictional
program such as the Zambia Integrated Forest Landscape program in the Eastern Prov-
ince.

The project’s scope of activities is quite comprehensive. It includes agricultural land man-
agement (incl. agroforestry, alley cropping, reduce fillage, residue management) and
REDD+ (Forest conservation and sustainable non-extractive forest use). These activities are
certified using project level VCS methodologies.

COMACO, a non-profit company, is the project proponent. Grouping is done at the level
of chiefdoms. The chiefdoms play an important role in community mobilization, project
governance, and enforcement of bylaws, and development of governance structures at
community level. According o project documentation available at Verra, the project im-
plements agricultural activities on 45,000 ha and REDD+ on 160,000 ha, with the potential
to scale up to 160,000 ha and 575,000 ha respectively.

The COMACO project was designed to be incentivized by a results-based finance model
with the aim of becoming sustainable on its own over time through traditional carbon mar-
kets. The World Bank provided technical support to the setting up of the GHG ER monitoring
system, methodological knowhow, and data management. The WB, through the Biocar-
bon Fund, committed to purchase the initial ERs (0.27 million tCO2e) worth USD1 million
thereby providing a clear financial incentive to project participants. After the delivery of
the agreed ERs to the World Bank, the project started selling the additional ERs in the VCM.
To date, the project has issued 1.6 million 1CO2e.

The project has established a coordination platform (Chipata Roundtable) for policy and
strategic guidance that includes stakeholders from national and local government, pri-
vate sector, and nongovernmental organizations (NGOs)

Carbon benefits are shared according to the benefit sharing plan. COMACO receives 40%
and the chief's office/communities 60% of carbon payments. The benefit-sharing agree-
ment includes clear roles and responsibilities that were agreed with all relevant actors be-
fore receiving ER payments. Revenues are distributed differently for forest conservation
and sustainable agriculture.
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Benefit sharing in the CMLP

Forest conservation Sustainable agriculture

» 20% to the local chief’s office for ser- » 5% to the chief’s office
vices, including support of conservation . 55% to the local multipurpose farmer co-
areas, oversight, and implementation operative for the support to and imple-

» 40% to communities living in the project mentation of the project
area (managed and disbursed by CO- . 40% to COMACO to cover project de-
MACO) velopment costs

» 40% to COMACO to cover project de-
velopment costs

Source: WB BioCF, 2020

The CLMP provides a good example for an alternative landscape level approach to scal-
ing up AFOLU action that could be applied in Ethiopia, especially in situations where a
broad mix of activities is required. The CLMP is accepted by local stakeholders due to its
bottom-up approach, can be scaled to include additional areas and ER activities, and is
not restricted by the (still) limited scope of the available methodologies for jurisdictional
programs.

Brazil Amazon Fund - a top-down approach to raising and
deploying results-based finance for the conservation of forests

The Amazon Fund, covering the entire Amazon biome, was created in 2009 to raise dona-
fions that are distributed to the participating states based on results. The fund is currently
financed largely by Norway (93.8%). Other funders are Germany (4.7%), and the Brasilian
company Petrobras (<0.5%) (Lee et al., 2018).

The program initially provided ex-ante finance to projects and programs that prevent,
monitor, and combat deforestation, and to encourage the promotion of conservation
and the sustainable use of the Brazilian Amazon. In 2017, the program transitioned to ex-
post financing scheme (Lee et al., 2018).

Donors set targets on the reduction of deforestation, with results reported in tCO2. The ERs
are not verified against an independent standard as the program does not issue and sell
carbon credits. Nor do donors receive carbon credits for their own use. In this sense, the
Amazon Fund is an example for results-based finance outside of traditional voluntary or
compliance carbon markets. The program does not restrict the development of
standalone forest carbon projects in the Amazon.

Forty percent of the ER are allocated to the national government, justified by the efforts it
makes to reduce deforestation emissions, measure and monitor emissions, and capitalize
on and continue the operation of the Amazon Fund. The remaining 60% of ER are allo-
cated to the nine states that comprise the legal Amazon based on a combination of re-
maining forest area and reduced deforestation. Using the ERs allocated, each state can
collect payments for results from different potential sources of funding. While part of the
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funding is used to implement sustainable agriculture or livestock management activities,
any ERs resulting from these activities are not reflected in the allocation of ERs.

The Amazon Fund provides a useful model for how the Ethiopian government might raise
funds at the national level to fund sub-national programs for the protection and restoration
of forests, or more broadly, implementation of sustainable land use practices. The Amazon
Fund example could be useful for the development of Ethiopia’s Article 6 framework. Al-
ternatively, the program can be registered through a standard such as VCS JNR or
ART/TREES to access conventional carbon markets. In both cases a more elaborate ac-
counting and reporting framework, including accounting for non-permanence will be re-
quired.
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ER mitigation potential for NCS

The ER potential per hectare can vary significantly across different NCS project types, depending, e.g., on the agroecological zone, and the

type and status of vegetation at the beginning of the project. The potential ER per hectare and approximate potential adoption area for

each category in Ethiopia are provided in the table below. ER in the livestock sector are quantified per unit of output (e.g., animal protein

produced), i.e., a direct comparison with the other area-based categories is not possible.

ER mitigation potential for AFOLU categories

AFOLU
category

Afforestation,
reforestation,
revegetation
(ARR)

Agricultural
land >
management
(ALM)

Improved forest  »
management
(IFM)°

Example ER activities
Establishment of
enclosures

Establisnment of forest
plantations / woodlots

» Agroforestry

Reduced fertilizer use
and tillage

Improved water and
residue management

Use of cover crops
Grazing practices

Harvest deferral

Extension of rotation age

Low-productive to high-
productive forest

ER potential per
land unit*

50-100t CO2/ha

100-150 t CO2/ha

Combination of
measures, with
agroforestry hav-
ing the highest ef-
fect

40-90 1 CO2/ha

20-60 t CO2/ha

Potential area

14 million ha of
degraded lands

> 15 million ha of
crop land, of
which about 40%
(6 million ha) are
affected by deg-
radation

90% of crop lands
are smallholder
farms

>800,000 ha
woodlofs

190,000 ha state
forest plantations

Regions with high potential
Revegetation in enclosures applies to high and
lowland regions

Highland areas esp. in Amhara, Oromia and SNNP
are suitable for the establishment of production
forests

Across Ethiopia, apart from arid and semi-arid ar-
eas (with very limited agriculture)

Plantation and woodlots esp. in highland areas of
Amhara, Oromia, SNNP, Tigray
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AFOLU
category

Reducing
deforestation
and forest
degradation

(REDD)

Avoided
conversion of
grasslands and
shrublands

Wetlands
restoration and
conservation

Livestock*

(cattle, small
ruminants,

poultry)

Example ER activities

Reducing use of fuel

wood (improved
cookstoves)

Fire management

Avoided conversion to

other land uses

Avoided conversion fo

other land uses

»  Adjustment of fire and

grazing

Rewetting drained
wetlands

» Avoid conversion of

wetland forest

Improving breeds

» Improving feed

ER potential per
land unit*

Avoided degra-
dation — avoided
deforestation:

60-450 t CO2/ha

6-18t CO2/ha

>600 t CO2/ha”

ER per kg animal
protein produced:
16-40t CO2

Potential area

Area annually de-
forested: 85,000
ha

Values for forest
degradation are
not available

7,000,000ha

Area annually
converted not
known

2,250,000ha

N/A

Regions with high potential

Natural forest and woodlands across Ethiopia

Bushland and wooded grasslands in the Ethiopian
lowlands (< 1,900m) and semi/desert shrubland (<
400m)

Wetlands across Ethiopia, including highland river-
ine swamps across the central plateau, Rift Valley
lakes, and lowland floodplains

Includes mixed crop-livestock farms, urban and
peri-urban smallholder farms, and commercial,
farms

*Depends on the pre-project carbon stocks in pre-project vegetation and soils, and ecosystem. EX-ACT value range for tropical dry-tropical
montane climates. The project lifetime was assumed to be 20 years. The long-term average carbon stock after re/afforestation in woodlots
and plantations is assumed o be reached within 10 years. Projects may have to apply deductions to reflect the risk of non-permanence
and leakage, and for additionality (refer to Box 3 in section 0)

°Activities such as reduced impact logging or logged to conversion forest are not applicable in Ethiopia as planned timber utilization in
natural forests is not practiced.

*Not land-based activities, i.e., not part of AFOLU.
"Based on values in the EX-ACT tool. Research on carbon content of wetlands in Ethiopia is limited (Tesfau Bekele et al., 2021).

Sources: Categories: Verra; ER potential/unit: Verra registry (# 799, 899, 1225, 1340, 1468), EX-Ante Carbon-balance Tool (EX-ACT) values for dry tropical to tropical montane
climates, Unique internal database, Bateki et al. (2022); Area potential: Wolde Mekuria (2019), Gebeyanesh Zerssa et al. (2021), Demeke Asmamaw (2019), Dixon et al. (2020),
EarthTrend (2003), Mengesha Asefa et al. (2020), MEFCC 2018 a & b)

/Al


https://verra.org/project/vcs-program/projects-and-jnr-programs/agriculture-and-forestry-projects/
https://registry.verra.org/app/search/VCS/All%20Projects
https://www.fao.org/in-action/epic/ex-act-tool/suite-of-tools/ex-act/en/
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