G @ | TOGETHER

!{’\N i D/? L&y

=S~ vears | for a sustainable future
OCCASION

This publication has been made available to the public on the occasion of the 50" anniversary of the
United Nations Industrial Development Organisation.

’-.
Sy
B QNIDQI
s 77

vears | for a sustainable future

DISCLAIMER

This document has been produced without formal United Nations editing. The designations
employed and the presentation of the material in this document do not imply the expression of any
opinion whatsoever on the part of the Secretariat of the United Nations Industrial Development
Organization (UNIDO) concerning the legal status of any country, territory, city or area or of its
authorities, or concerning the delimitation of its frontiers or boundaries, or its economic system or
degree of development. Designations such as “developed”, “industrialized” and “developing” are
intended for statistical convenience and do not necessarily express a judgment about the stage
reached by a particular country or area in the development process. Mention of firm names or
commercial products does not constitute an endorsement by UNIDO.

FAIR USE POLICY
Any part of this publication may be quoted and referenced for educational and research purposes
without additional permission from UNIDO. However, those who make use of quoting and
referencing this publication are requested to follow the Fair Use Policy of giving due credit to
UNIDO.
CONTACT

Please contact publications@unido.org for further information concerning UNIDO publications.

For more information about UNIDO, please visit us at www.unido.org

UNITED NATIONS INDUSTRIAL DEVELOPMENT ORGANIZATION
Vienna International Centre, P.O. Box 300, 1400 Vienna, Austria

Tel: (+43-1) 26026-0 * www.unido.org * unido@unido.org


mailto:publications@unido.org
http://www.unido.org/

Negotiating the transfer and acquisition
of project-based carbon credits
under the Kyoto Protocol

5@3 UNITED NATIONS

“@ﬁ# INDUSTRIAL DEVELOPMENT ORGANIZATION



Negotiating the transfer and acquisition
of project-based carbon credits
under the Kyoto Protocol

5/@\0:
) S

UNITED NATIONS INDUSTRIAL DEVELOPMENT ORGANIZATION

Vienna, 2007



Acknowledgements

This publication was prepared by a team of consultants comprised of Isao Kajimura, Merran
Loewenthat and Kenichiro Yamaguchi, as well as by Masato Tsukiji, who fed the team, Thanks are
due to the following colleagues at UNIDQ Ffor their advice, suggestions and contributions; George
Assaf, Frank Bartels, Liang Dan, Guillermo Jimenez, Heinz Leuenberger, Ryuichi Oshima, Marina
Ploutakhina and Robert Williams. Speciai thanks go to Tadashi Aoyagi, Michael Haslinger, Kate
Lannan, Issa Mukasa, Kuniyuki Nishimura, Hideyuki Sato, Kenichiro Takesue and Bjbin Zapfel for
their valuable input and insightful comments during the drafting phase.

This book is published as a UNIDO project. UNIDO wishes to thank the Government of Japan for
its generous financial support of the publication through its trust fund.

Copyright © 2007 United Nations Industrial Development Organization (UNIDO)

The designations employed and the presentations of material in this publication de not imply the
expression of any opinion whatsoever on the part of the Secretarial concerning the legal status of
any country, territory, city or area, or of its authorities, or concerning the delimitation of its fron-
tiers or boundaries.

Designations such as “developed”, “industrialized” and “developing” are intended for convenience,
and do not necessarily express a judgement about the state reached by a particular country or area
in the development process.

The opinions, figures and estimates set forth should not be considered as reflecting the views or
carrying the endorsement of UNIDO.

This publication has not been formally edited.

This publicaticn is not intended to constitute legal advice. Unido does not warrant or guarantee
the accuracy, completeness, adequacy or currency of the information contained in this publication.
Unido shall not be liable for any damages, [osses, or whatsoever to any person by the use of any
information in this publication,



After having been adopted in 1997 as a worldwide system of dealing with
the exacerbating global warming problem, the Kyoto Protocol to the United
Nations Framework Convention on Climate Change finally became effec-
tive on 16 February 2005. As a result, the 37 countries listed in annex B
to the Protocol, including the European Union (EU) and its then member
States, now have the binding obligation to reduce or limit greenhouse gas
(GHG) emissions as set out in that annex for the period 2008-2012. To
assist in achieving their targets, the Protocel has introduced three innova-
tive and ambitious market-based Kyoto flexibility mechanisms: the Clean
Development Mechanism (CDM), Joint Implementation (JI} and Emissions
Trading (ET).

Global warming is an atmospheric problem and the impact of GHG emis-
sions on the atmosphere is the same irrespective of where the GHGs are
emitted or reduced. The flexibility mechanisms give Annex I' countries the
possibility of fulfilling their reduction or limitation obligations by taking
action either domestically, overseas or both. And, as long as they are a
Party to the Protocol and satisfy certain eligibility requirements, any coun-
try in the world can host GHG emission reduction or removal activities,
Reductions or removals made under CDM or JI by an Annex I country
overseas, depending on the host country chosen, are recognized as credits
or carbon credits, which the Protocol has defined as internationally trans-
ferable. Holders of carbon credits can use them to meet their reduction or
limitation obligations under the Protocol as if the reductions or removals
had been achieved at home, If holders do not need the credits, they can
sell them to those who need them.

‘Although it would be more precise to describe those countries with binding obligations under
the Protocol to limit or reduce GHG emissions as “Parties included in Annex | to the Convention
with a limitation or reduction commitment inscribed in Annex B to the Protocol”, this publication
uses the term generally in use, which is “Annex | countries”. “Non-Annex |.countries” are those
which are Parties to the Protocol but have no limitation or reduction commitment and therefere
are not listed in Annex B to the Protocol.
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This means that Annex I countries and/or entities in those countries which
have had the Kyoto obligation of the particular country passed on to them
are given the opportunity to meet their obligation at the lowest possible
cost. This 1s because they can either carry out reduction activities in other
countries or purchase carbon credits from those who have them if the cost
is lower than doing it in their own couniries. This also offers developing
non-Annex I countries the opportunity to host more foreign and domestic
investments that incorporate modern and environmentally friendly tech-
nologies conducive to GHG emissions reduction than would have been pos-
sible without the Protocol. This is because the additional revenue obtained
from the sale of carbon credits may make more investment projects finan-
cially viable. Moreover, the marginal abatement.costs-to investors may well
be lower in developing countries where, for example, inefficiencies in energy
consumption are likely to exist. In this way, the sale and purchase of car-
bon credits play a very critical role in delivering the benefits intended for
both Annex I and non-Annex I countries, as well as in achieving the goal
of the Kyoto Protocol.

However, although the market for project-based carbon credits is expand-
ing rapidly now that the Protocol has come into force, it still appears to be
far from crowded with sellers and buyers. A glance at the list of registered
CDM projects as of 10 July 2006 suggests that about 75 per cent of non-
Annex I countries which have ratified the Protocol have vet to host a CDM
project and that there are about 50 project participants from the private
sector of Annex I countries acquiring carbon credits. There may be a num-
ber of explanations for this bur, in view of the rapidly expanding market,
it is difficult to imagine that it is due to any lack of interest in opportuni-
ties by businesses, either as potential sellers or buyers. The fact that the
Kyoto Protocol regime is still new and that the sale and purchase of car-
bon credits is an emerging business paradigm in many parts of the world
is certainly one reason for the present situation. It would not be surptising
to find that a large number of businesses are still wary of the idea of car-
bon credits simply because they are a novel trade commodity. This, cou-
pled with the fact that credits are not tangible and do not physically exist,
may well lead to queries such as:

O  What is really being bought and sold?
O How are carbon credits delivered?
© How much should be paid and when?

v



Preface

0 Who can produce carbon credits?
© What are the risks involved?
O What has to be negotiated and agreed upon for an effective deal?

These queries and many more in other areas are completely understand-
able. The primary objective of this publication is to answer these and other
questions as fully as possible by providing would-be sellers and buyers from
both Annex I and non-Annex I countries with information on the explicit
and implicit rules of the Protocol and its subsequent decisions, as well as
the legal and contractual issues and implications relevant to the sale and
purchase of carbon credits. This should assist them in pursuing the oppor-
tunities available under the Protocol. In line with that objective, the struc-
ture of this book deals, in separate chapters, with the major terms of a
typical contract, after a summary in the first two chapters of the background
and introductory information on the Kyoto Protocol and its regime as a
foundation for the legal and contractual discussions to follow.

The readers primarily targeted are entrepreneurs in both Annex I and non-
Annex I countries who may be unfamiliar with the Protocol regime but
who wish to inform themselves about the rules of the game and the legal
and contractual issues in order to prepare themselves for entering the mar-
ket to buy or sell carbon credits. However, this publication should also
assist policymakers and government officials in developing countries to iden-
tify and address barriers to domestic and foreign investment as a means of
promoting their countries’ sustainable development.

The ultimate goal of this publication is, naturally, in line with the mandate
of the United Nations Industrial Development Organization (UNIDO).
This mandate is to assist developing countries and countries with economies
in transition in their industrialization efforts, to enable them to enhance
their capacities for promoting sustainable industrial development for growth
and for the alleviation of poverty. With this mandate as the paramount
guiding pringiple, the areas that UNIDO has been addressing with its
expertise encompass the promotion of investment and technology transfer,
the enhancement of accessibility to reliable and affordable energy, the facil-
itation of cleaner and more sustainable production and the protection of
environmental resources, to name a few. The ultimate wish of the authors
of this publication is to contribute to the promotion of investment and to

accelerate the transfer of technology to developing countries and countries
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with economies in transition in pursuit of their sustainable development as
the result of an intensification of transactions in carbon credits,

Some important points should be emphasized:

(a) This book concentrates on transactions involving forward carbon cred-
its, in other words transactions where the parties to a contract agree to buy
or sell carbon credits to be generated and delivered in the future. As a
result, it does not deal either with transactions involving carbon credits
already issued for immediate delivery on the spot market or with deriva-
tives in the form of option contracts or future contracts through the devel-
oping exchange markets.

(b) Whether dealing with the Kyoto Protocol regime or with domestic
administrative and legal regimes, this fascinating new area of commerce is
still evolving and it is advisable that new developments which may affect
current understanding and/or interpretation be followed closely.

(c) Although it deals with contractual and legal matters, this book is not
intended to provide legal advice. Parties wishing to negotiate a contract are
strongly advised to seek legal advice before concluding an agreement.

Readers who wish to send us comments and suggestions 1o be considered
in funure updates of the book should contact us at the address below.

Investment and Technology Promotion Branch

Programme Development and Technical Cooperation Division
United Nations Industrial Development Organization (UNIDO)
P.O. Box 300

1400 Vienna, Austria
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INTRODUCTION

Both this chapter and the next provide short explanations of the Kyoto
Protocol to the United Nations Framework Convention on Climate Change
and its flexibility mechanisms and the background to these, as preparation
for discussing the contractual and legal issues relating to the transfer and
acquisition of project-based carbon credits covered in the following chap-
ters. This chapter begins with the basic problem of global warming caused
by greenhouse gases (GHGs) and the international framework of the United
Nations Framework Convention on Climate Change (UNFCCC) and the
Kyoto Protocol set up to address the problem. It then provides an outline
of the three flexibility mechanisms of the Protocol — the Clean Development
Mechanism (CDM), Joint Implementation (JI) and Emissions Trading (ET)
— and illustrates compliance with the Kyoto obligation to reduce GHG emis-
sions by using allowances and carbon credits, referred to here collectively
as Kyoto units. The permissible maximum volume of emissions for any
country with a Kyoto obligation is controlled by the issue of allowances
and that country may not emit more than the volume of allowances it holds,
unless it can acquire more. The idea behind the Kyoto flexibility mecha-
nisms is that, as global warming is an atmospheric problem covering the
entire globe, it does not matter where a reduction in the concentration of
greenhouse gases occurs, so long as a reduction does occur. Therefore, the
Protocol offers a certain amount of flexibility in the way a country can meet
its Kyoto obligations by permitting the transfer of allowances from a coun-
try with a surplus of allowances to a country that requires more allowances
for compliance with its obligatdon. This possibility effectively attaches an
economic value to the allowances. Another flexibility offered is to permit a
country to carry out greenhouse gas reduction activities even in other coun-
tries, especially where it is less costly to achieve GHGs removal or emis-
sions reduction. Any removal or emissions reduction achieved is then
recognized by the issuance of carbon credits, which are internationally trans-
ferable. It follows that a holder of carbon credits can use them to offset
GHG emissions by the amount represented by the credits as if the reduc-
tion had occurred at home. Due to their transferability, so long as an eco-
nomic demand for them exists, carbon credits represent an economic value.
Finally, this chapter looks at the implications of the Kyoto Protocol for
both Annex I and non-Annex I countries.

3
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1.1 Global warming

1,1.1 What is global warming?

Global warming and climate change both refer to an increase in average
global temperatures. Records of surface temperatures over the last century
show that there has been a gradual increase in average temperatures around
the world. Although some of this is due to natural causes, it has also heen
argued that human activities that produce greenhouse gases and that alter
the earth’s surface may be accelerating the warming process.

In 2001, .the Third .Assessment Reporr of the Intergovernmental Panel on
Climate Change (IPCC), which was established in 1988 by the World
Meteorological Organization (WMO) and the United Nations Environment
Programme (UNEP), stated thar, during the course of the twentieth .cen-
tury, the average global surface temperature had increased by 0.4-0.8°C.!
Current climate models predict a rise in global temperatures of 1.4-5.8°C
between 1990 -and 2100, which would 'be higher than any century time
scale trend for the past 10,000 years.? The mean sea level has already risen
between 10 cm and 20 cm; by 2100, the average sea level is predicted to

rise 9 cm to 88 cm.?

If the predictions above actually come true, this is likely to result in many
changes to earth systems (weather patterns, water resources, the cycle.of
seasons, ecosystems, extreme climate events, etc.) and these changes will
inevitably have an effect on human welfare. This will be seen, in partic-
ular, in the spread of the earth’s tropical regions with a possible increase
in tropical diseases such as malaria and a change in rainfall patterns.
The latter would be associated with an increase, on the one hand, of the
threat of drought and desertification, and on the other hand, of flooding,
in particular in many low-lying coastal areas. All of these changes would
affect the supply of food and water, as well as have other economic
consequences.

1PCC (2001), Climate Change: The Scientific Base, page 2.
ZUNEP and UNFCCC (2002), Climate Change Information Kit,
I|bid.
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1.1.2 What are greenhouse gases (GHGs)?

GHGs are chemicals present in the atmosphere that have certain radiation
blocking properties which trap the sun’s energy in the earth’s atmosphere,
creating a type of insulation. This leads to higher temperatures on earth
than would otherwise occur. They are defined by UNFCCC (see section
1.2.1) as “those gaseous constituents of the atmosphere, both natural and

anthropogenic, that absorb and re-emit infrared radiation”.?

Annex A of the Kyoto Protocol lists six main greenhouse gases that urgently
need to be reduced or limited:

Carbon dioxide (CO.)
Methane (CH,)

Nitrous oxide (N,C)
Hydrofluorcarbons (HFCs)
Perfluorcarbons {PFCs)
Sulphur hexaflugride (SF)

The last three GHGs are referred to collectively as fluorinated carbons. The
factors that compare the relative contribution of each GHG 1o the global
warming effect with carbon dioxide as the reference gas are referred to as
the global warming potentials (GWDPs, see section 4.4.1).

1.2 International framework to address the problem

1.2.1 United Nations Framework Convention on Climate
Change (UNFCC()

In May 1992, following IPCC’s First Assessment Report in 1990 calling for
a global treaty to address the global warming problem, the United Nations
Framework Convention on Climate Change (UNFCCC) was adopted. It
was opened for signature in June 1992 at the United Nations Conference
on Environment and Development (UNCED) in Rio de Janeiro and, as
of 24 May 2004, it had been ratified by 189 parties, including the European
Economic Community. The Convention is the legal framework which
encourages countries that are Parties to the Convention to start the process

SUNFCCC, article 1, para. 5.
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of stabilizing GHGs in the atmosphere. Since 1994, when the Convention
entered into force, the Parties have met every year to define and imple-
ment the framework despite the fact that the Convention did not include
any obligation on the Parties to achieve any specific targets. There is a
loosely defined target in article 4, paragraph 2, which obliges Annex I
countries - mostly developed countries and countries with economies in
transition — to reduce or limit GHG emissions so as to return to “earlier
levels™ by the year 2000. But as the target was not clearly expressed in
the Cenvention, it was not considered to be binding. The Convention only
“egtablishes a framework and a process for agreeing specific actions later”
and leaves it to the Parties to either weaken or strengthen the treaty by
-adopting . amendments --or -protocols -based on more -recent ~scientific
research.®

The Conference of the Parties (COP) is the supreme body of the
Convention and is responsible for the decision-making necessary for the
effective implementation of the Convention. At the First Conference of the
-Parties™(COP 1), which took ‘place in 1995 in Betlin, recognition of the
fact that the Convention did not oblige the Parties to reduce or limit GHG
emissions led to the decision to work towards adopting such reduction or
limitation obligation in a..protocel -or a legal instrument by the Third
- Conference of ‘the “Parties. This -decision - part of the ‘Berlin Mandate -
gave rise to the Kyoto Protocol, which was adopted in Kyoto at the COP 3
on 11 December 1997, after intense discussion.

1.2.2 'Kyoto Protocol

-Unlike UNFCCC, the Kyoto Protocol created specific goals for the reduc-
tion or limitation of GHGs that each participating country has to achieve
within a certain time period, ¢alled the “commitment peried”. The Kyoto
Protocol] has two annexes: annex A sets out the six GHGs and the vari-
ous sectors/source categories to be addressed and annex B lists each coun-
try’s reduction or limitation cobligation. The Protocol obligates countries
listed in annex B, which are virtually the same as those listed in annex I
of the UNFCCC (see table 1.1 and the appendix to this publication),
to achieve specific targets, defined under annex B as the percentage

SUNFCCG, article 5, para. 2 (a),
SUNEP/WMO (1994), Information Unit on Climate Change.
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reduction or limitation in relation to the base year of 1990 to be met dur-
ing the first commitment period of 2008 te 2012. There are different base
years for some countries with economies in transition. Although it would

be more precise to describe those countries with binding obligations under
the Protocol to limit or reduce GHG emissions as “Parties included in

Table 1.1 Percentage reduction/limitation commitment during the first

commitment period, 2008-2012

Annex B reduction
or limitation
commitment as

percentage of

Reduction or
limitation com-

mitment as per-

" centage change

Annex | countries with a reduction/ base year or from the base
limitation commitment period year or perfod
European Union, Bulgaria, Czech Republic, 92 -8
Estonia, Latvia, Lithuania, Monaco, Romania
(19809), Slovakia, Slovenia (1986), Switzerland
Canada, Hungary (average of 1985-1987), 924 -6
Japan, Poland {1988}
United States 93 -7
Croatia 95 -5
New Zealand, Russian Federation, Ukraine 100 +/-0
Norway 101 +1
Australia 108 +8
Iceland 110 +10
Notes:

(a) The year in parenthesis indicates the base year for the country.

() For Auorinated carbons, Annex | countries may use 1995 as the base year?
{©) Hungary's base year for GHGs other than fluorinated carbons is the average recorded

between 1985 and 1987.

(d) EU member States agreed to redistribute their targets through the Burden-sharing
Agreement of the EU. The 15 member States at the time were: Austria, Belgium, Denmark,
Fintand, France, Germany, Greece, Ireland, Italy, Luxembourg, Netherlands, Portugal, Spain,

Sweden and United Kingdom,
(e) Australia and the United States have not ratified the Kyoto Protocol.

’Kyoto Protocol, article 3, para. 8.
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annex I to the Convention with a limitation or reduction commirment
inscribed in annex B to the Protocol”, this publication uses the term
generally in use which is “Annex I countries”. “Non-Annex I countries”
are those which are Parties to the Protocol but have no limitation or
reduction commitment and therefore are not listed in annex B of the
Protocol.

The Kyoto Protocol was designed to become effective 90 days after at least
55 Parties to the Convention had deposited their instruments of ratifica-
tion, acceptance, approval or accession, those Parties representing at least
55 per cent of the Annex I Parties’ 1990 total carbon dioxide emissions.
On 18 November 2004, the Russian Federation deposited -its instrument
of ratification with the United Nations Secretary-General as the 128th Party,
representing 61.6 per cent of total emissions. The Protocol became legaiiy
binding on 16 February 2005,

Once the Protocol came into force, the Conference of the Parties (COP)
~to the 'Convention ‘started "serving ‘as “the "Meeting of the Parties '(MOP),
envisaged as the decision-making body under the Protocol. This first
COP/MOP was convened in Montreal in December 2005, to start making
.decisions..on the various matters set out.for MOP in the Protocol ®

There are two approaches to reducing GHGs in the atmosphere:

{a) Reducing GHGs emissions at source, and

(b) Removing by sinks, or sequestration, of carbon dioxide in the air by
photosynthesis.

1.3 What are the Kyoto mechanisms?

T'o meet its goal, the Kyoto Protocol imposed GHG emission limitation or
reduction obligations on Annex I countries, But since global warming is an
atmospheric problem that covers the entire earth, it does not matter where
or how the reduction of GHGs occurs or who achieves it. One metric ton?
of GHG reduction in Canada, for example, has exactly the same effect in

8Kyoto Protocol, article 13.
*More precisely, “one metric ton CO, equivatent”. See section 4.4.

8
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terms of global warming mitigation as one metric ton of GHG reduction
in Mozambique. Thus, it makes a great deal of economic sense to carry
out GHG reduction activides in the least costly places in the world, if the
reduction is recognized by the issuance of internationally transferable car-
bon credits to meet the reduction obligation at home (see below). It also
makes economic sense to encourage an entity that can achieve GHG reduc-
tion in the most cost-effective way to do so and to allow it to transfer the
carbon credits achieved to another entity that needs them. This is the basic
concept of the Kyoto mechanisms.

The marginal abatement costs to reduce GHGs by one additional metric
ton vary from one country to another. As an example, take the efficient use
of energy as a source of GHG emissions. Here the costs tend to be higher
in developed countries because, as a general rule, they already use energy
efficiently. Increasing the energy efficiency of an industry in a developing
country may well cost less than in a developed country. Therefore, Annex I
countries may wish to partly!® fulfil their reduction obligations in those
countries where the marginal abatement cost is lower than at home. From
the perspective of non-Annex I countries, this is likely to result in new
investment as well as the transfer of technology for the sustainable devel-
opment of the country, while at the same time helping Annex I countries
to comply with their Kyoto obligations.

Below are the three flexibility mechanisms or market-based mechanisms
under the Kyoto Protocol, known as the Kyoto mechanisms:

{a) Clean Development Mechanism (CIDM), based on article 12 of the
Protocol. This is where emission reductions at source or sequestration are
achieved by projects carried out in non-Annex I countries with the credit
for reduction, Certified Emission Reduction (CER, see section 1.4}, being
transferred to Annex I countries.

(b) Joint Implementation (JI}, based on article 6 of the Protocol. This is
where emission reductions at source or sequestration are achieved by

*The use of the Kyoto mechanisms (CDM, J! and ET) shall be supplemental to domestic
action and domestic action shall thus constitute a significant element of the effort made by each
Annex | country. MA Decision 15/CP.7 (Addendum, Volume II, page 2, Preamble) avalilable at
http:/ funfcce.int/resource/docs/copz/f13a02.pdf. All the URLs in footnotes as well as References
were valid and accessible as of 21 july 2006 unless otherwise mentioned.

9
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projects carried out in Annex I countries with the credit for reduction,
Emission Reduction Unit (ERU, see section 1.4), being transferred to other
Annex I countries.

{¢) Emissions Trading (ET), based on article 17 of the Protocol. This is
where Annex I countries may acquire Assigned Amount Units (AAUSs, see
section 1.4), Removal Units (RMUs, see section 1.4), CERs and ERUs by
trading with other Annex I countries.

Figure 1.1 shows the geographic difference between CDM and JI projects,
depending on whether the host country of an eligible project is an Annex 1
country (JI[) or a non-Annex [ country (CIDM). Emissions Trading amoeng
Annex I countries is a mechanism for the trading of Kyoto units already
issued and therefore is not based on projects.

Figure 1.1 Geographical difference between CDM and |}

Non-Annex |
country

oM

ERUs

N

Joint Implementation
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1.4 Kyoto units and compliance with the Kyoto
obligations

1.4.1 Assigned amount and Assigned Amount Units (AAUs)

The assigned amount may be described as the amount of GHGs an Annex I
country may emit during the first commitment period in ¢compliance with
its Kyoto obligation. Any Annex I country will be considered to have com-
plied with its Kyoto obligations if the actual volume of GHG emissions is
equal to or less than the assigned amount the country holds at the end of
the first commitment period (2008-2012).

The Marrakesh Accords, which contain the decisions reached at COP 7
held at Marrakesh, Morocco, in 2001 regarding the principles, guidelines
and modalities of the Kyoto mechanisms,!! created an Assigned Amount
Unit (AAU) for the purpose of accounting for the assigned amount, which
is equal to one metric ton of CO, equivalent, calculated using global warm-
ing potentials (see chapter 4). The initial assigned amount is allocated using
AAUs pursuant to the Annex I Party’s commitment inscribed in annex B
to the Protocol. For example, the inital amount for an Annex I country
committed to a 6 per cent reduction over the first five-year commitment
period relative to the actual emissions of 10,000 metric tons of CO, equiv-
alent in the base vyear of 1990 is calculated as follows:

(Total volume of GHG emissions in metric tons CQ, equivalent in base
year 1990} X (100 per cent — 6 per cent) X 5 years = 10,000 metric
tons CO, equivalent X 0.94 X 5 = 47,000 metric tons CO, equiva-
lent. Thus, 47,000 AAUs will be issued to the particular country.

It is possible that the assigned amount initially allocated to an Annex I
country may increase or decrease later on. Under the Kyoto Protocol, this
is achieved by Annex I countries using the Kyoto mechanisms, trading parts
of their assigned amount amongst themselves and/or earning GHG reduc-
tion units (see below) issued to recognize GHG reductions achieved.

"The relevant decisions in the Marrakesh Accords of 2002 were actually adopted as recom-
mendations by COP 7 to the first COP/MOP 1 to be convened after the coming into force of the
Kyoto Protocol to be adopted in the drafts attached to them. The relevant Decisions 15/CP.7,
16/CP.8, 17/CP.7, 18/CP.7, and 19/(P.7 of the Marrakesh Accords were adopted by COP/MOP 1
(refer to UNFCCC Document FCCC/KP/CMP/2005/3/Add.3 and FCCC/KP/CMP/2005/3/Add.4).
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1.4.2 GHG reduction units

The Marrakesh Accords define three different types of GHG reduction
units, depending on where and how the GHG reduction is achieved in
accordance with the relevant provisions:

(@) A Certified Emission Reduction (CER)'? is a unit issued to recognize
a GHG reduction achieved in a non-Annex I country under a CDM proj-
ect in accordance with article 12 of the Protocol and is equal to one met-
ric ton of CO, equivalent.

(b) An Emission Reduction Unit (ERU) is a unit issued to recognize a
GHG reduction achieved in another Annex I country under a JI project in
- accordance with article 6 of the Protocol and is equal to one metric ton of
CO, equivalent.

() A Removal Unit (RMU) is a unit issued to recognize a GHG reduc-
tion achieved by sinks from Land Use, Land Use Change and Forestry
(LULUCF) activities in the Annex I home country and is equal to -one
metric ton of CO, equivalent.”

In this publication, the terms “carbon credits” and “project-based carbon
credits” are used 1o refer to the ‘project-based emission reductions
achieved under CDM or JI in the form of CERs and ERUs. These four
Kyoto units — CER, ERU, RMU, AAU - are fungible in that they are
interchangeable and can be transferred as equal units, independently of
how they are created.

1.4.3 Compliance

Under the Kyoto Protocol, compliance and non-compliance can be demon-
strated by using the Kyoto units as set out below:

An Annex I country has complied with its Kyoto obligations if, at the end
of the first commitment period of 2008 to 2012,

#COP g {December 2003 in Milan) introduced two new types of CERs, temporary CERs
{t-CERs) and long-term CERs {I-CERS), to recognize GHG reductions removed in non-Annex | coun-
tries by sinks from afforestation and reforestation projects.

Kyoto Protocol, article 3, para. 3, and MA Declsion 19/CP.7 (Addendum, Volume I, page 62,
para. 25).
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A = B and it has failed to comply if, at the end of the first commitment
period of 2008 to 2012,

A > B, where:

A = Volume of actual GHG emissions from 2008 to 2012, and

B = Ending balance of assigned amount the country holds.

Initial AAlls,

= | Assigned | 0 pomus [+ | CERs  |+| ERus |+| RMUs,

Amount CERs,
(AAUS) ERUs
Reflecting Sink oM N ET
reduction activities
commitment

Inside the Outside the

country country

(a) The term “ending balance of assigned amount” is used to differentiate
from the initial assigned amount and refers to the volume of the assigned
amount an Annex [ country holds at the end of the commitment period,
taking into account any increase or decrease in the initial assigned amount.
Such increase or decrease is the result of the acquisition or transfer of Kyoto
units during that commitment period (see below).

(h) The AAUs and the RMUs in the first two boxes to the right of the
equal sign in the equation above represent firstly, the initial allocation of
AAUs issued to the Annex I country based on its reduction commitments
in annex B and secondly, RMUs from reduction by sequestration in the
country as reviewed by an expert review team.' The next two boxes of
CERs and ERUs represent the project-based carbon credits the Annex I
country has earned through CDM and JI activities outside the country.
Under the Protocol, any reduction outside the country is a deemed reduc-
tion within the country. Therefore, at the end of the commirment period,
when comparing the volume of actual GHG emissions with the ending bal-
ance of the assigned amount a country holds, the GHG reduction units earned

“Kyoto Protocol, article 8.
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outside the country (CERs and ERUs) will always have to be added to the
assigned amount a country holds at that time. In explanation, the other
method of using units earned outside the country would be to deduct them
from the volume of actual GHG emissions of that Annex I country.

(c) The last box of AAUs, RMUs, CERs and ERUs represents the total
sum of these Kyoto units transferred or acquired by way of Emissions
Trading with other Annex 1 countries, If the country acquires more than
it transfers, the net effect for that box will be a plus and, vice versa, if it
transfers more than it acquires, the net effect will be a minus.

1.5 Implications of the Kyoto Protocol for Annex |
and non-Annex | countries

As seen so far, in meeting their obligations to reduce or limit GHG emis-
sions under the Kyoto Protocol, Annex I countries and/or any entities which
have assumed their.country’s obligation under domestic laws based on the
Protocol are allowed to emit GHGs only to the extent that they hold suf-
ficient Kyoto units to cover the emissions. Should an Annex I country or
its entity wish to expand its industrial activities to meet a greater market
demand for its products and therefore increase GH(G emissions, it can only
do so if it has or is likely to be able to acquire enough Kyoto units to cover
the expected increase in emissions. Under the Kyoto regime, the country
and its entity will need to develop strategies and plans to cope with this
new business environment while maintaining or even enhancing its long-
term. industrial competitiveness.

In meeting their obligations to reduce GHGs under the Kyoto Protocol,
Annex I countries or their entities assuming such an obligation have the
following options:

O To achieve the reduction in some way in their own country

O To invest in or finance!® projects outside their own country to
achieve GHG reductions and agree to acquire project-based carbon
credits under CDM or Ji

5See section 3.1.
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O To acquire AAUs, RMUs, ERUs or CERs, cither domestically or
internationally, from other Annex I countries through ET

Annex I countries or their entities should examine the alternatives above
carefully and make the best possible decision, taking into account all rele-
vant commercial and economic risks and benefits.

Once a decision has been made to acquire carbon credits from others to

meet a Kyoto Protocol obligation, there are two types of markets in which

to do so: the primary market and the secondary market. In this publica-

tion, the primary market refers to direct transactions between countries or

entities that produce for transfer project-based carbon credits to be gener-
v ated in the future, also known as “forward carbon credits”, and countries
or entities in need of these either to meet their own Kyoto obligations or
for possible resale by the transferee after delivery of the credits. The sec-
ondary market, in this publication, refers to transactions where Kyoto units
which have already been issued change hands between buyer and seller with
immediate delivery. This publication focuses mainly on the transfer and
acquisition in the primary market of forward project-based carbon credits
which will be generated, issued and transferred at a future date. There are
in fact considerable differences in the commercial and legal implications
between the trade in the primary market, which is dealt with in this pub-
lication, and the trade of carbon credits in the secondary market.

= For non-Annex I countries, the CDM regime provides various opportuni-
ties. As the marginal abatement costs of GHG reductions may be lower in
developing countries, it offers these countries opportunities to attract for-
eign direct investment {(FDI) and/or to obtain external capital to finance
domestic investment, both of which can result in the generation and trans-
fer of carbon credits for a price. For project developers, carbon credits rep-
resent an incentive to turn a project which may not have been financially
viable into one that is. From the socio-economic perspective of host coun-
tries, investment means the generation of employment and income con-
ducive to reducing poverty. Moreover, GHG reductions cannot occur
without the ransfer of enabling modern and environmentally friendly tech-
nology to the host country. Investments in the energy sector can result in
the additional production of energy in sustainable ways, the increased effi-
ciency in energy consumption, the diversification of energy sources and/or
rural electrification, depending on the type of CDM project.

15
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ET is not discussed to any great extent in this publication, even though it
is one of the three Kyoto flexibility mechanisms — together with CDM and
JI — whereby AAUs, RMUs, CERs and ERUs are traded. The reason for
this is that ET is not project-based and does not generate any of the four
Kyoto units above.

16



Chapter 2

PROCEDURES FOR GENERATING
CARBON CREDITS
How are carbon credits generated and issued?



2.1

2.2

2.3
2.4

2.5

2.6

Introduction
Basic concept: baseline

Basic concept: additionality

2.2.1 Five aspects of additionality

2.2.2 Tool for the Demonstration and Assessment
of Additionality

Basic concept: sustainable development

Process of generating CERs under CDM
2.4.1 Design phase

2.4.2 Validation and registration phase
2.4.3 Monitoring phase

2.4.4 Verification and certification phase
2.4.5 Issuance of CERs

Process of generating ERUs under |
2.5.1 Two-track approach
2.5.2 )1 project cycle

Examples of CDM and ]I projects



INTRODUCTION

The previous chapter dealt with what carbon credits are and why they are
traded under the Kyoto Protocol regime. In this chapter, the question of
how project-based carbon credits are produced and issued is addressed
through an explanation of both the basic concepts required for project eli-
gibility and the project cycles of Clean Development Mechanism (CDM)
projects, as well as Joint Implementation (JI) projects. In the first part of
this chapter, the three basic concepts for determining project eligibility —
baseline, additionality and sustainable development - are described briefly.
Since no carbon credits are issued unless the particular project has been
approved to de so, an understanding of these basic eligibility concepts is
important. Eligibility is achieved by registration under the Kyoto Protocol
tegime at an early stage of the project cycle based upon an appropriately
selected baseline and a successful demonstration of additionality, as well as
confirmation by the host country that the project is conducive to ils sus-
tainable development (in the case of a CDM project). The amount of car-
bon credits a project can expect is the difference between the hypothetical
emissions under the acceptable baseline scenario and the emissions expected
from the project.

The chapter goes on to cover the process of production and issuance of
carbon credits for both CDM and ]JI projects. The project cycle of a CDM
project differs from that of a JI project, which could follow one of two
paths: track one or track two. Understanding the project cycles of both
CDM and JI projects is essential when planning the projects and/or the
transfer or acquisition of carbon credits from those projects, not only with
regards to the actual steps to be followed, but also to become knowl-
edgeable about their implications for at least three reasons. First, the cycles
show who the main players are and their roles. Secondly, it should be pos-
sible to identify certain risks that may affect the generation and delivery
of carbon credits and, at the same time, to form an idea of how such risks
can be avoided or mitigated. Thirdly, the project cycles indicate when it
is advisable to start negotiating the transfer and acquisition of forward car-
bon credits, when 1o finalize the deal and probably many other matters.
Finally, the chapter provides a few selected examples of potentially eligi-
ble CDM projects.
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2.1 Basic concept: baseline

The baseline is the hypothetical (someumes referred to as the counter-
factual) situation that reasonably represents what would happen to GHG
emissions in the absence of the proposed CDM or JI project. The emis-
sion levels of this hypothetical scenario are called the project’s baseline
emissions. Thus, for a project to be eligible as a CDM or JI project activ-
ity, its expected emission levels must be lower than the baseline emis-
sions. The difterence between the two is the expected mitgation effect of
the project that will be recognized by the issuance of carbon credits
expressed in terms of metric tons of C(O, equivalent (see figure 2.1). The
baseline is not only a very important concept in determining the ¢ligibil-
ity of a proposed project, but it also provides a basis from which to cal-
culate the volume .of carbon credits that can be issued. As .such, it.is
-scrutinized at the time of the project’s registration under the Kyoto
regime. The justification of a particular baseline is a critical step in obtain-
ing approval of the propesed CDM or JI project. In an attempt to assist
.project developers to select the correct bascline scenario from a set of

-Figure 2.1 Volume of carbon credits

Volume of GHG emissions

A Baseline
emissions
A B
A
: 4
C e, ’ D
L Project emissians
: » Time
Start of
operation

AB = baseline emissions per unit of production
CD = project emissions per unit of production
AC = expected volume of carbon credits per unit of production
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alternatives, the Methodology Panel of the CDM Executive Board put
together the Draft Optional Baseline Scenario Selection Tool (BSST) and
agreed, at its 19th Meecting in February 2006, to recommend it as an
optional tool!

2.2 Basic concept: additionality

CERs and ERUs will be issued only from those project activities that achieve
additional reductions to any that would have occurred in the absence of
proposed CDM or JI project activities.? Project developers are required to
demonstrate that their project will produce additonal reductions. This addi-
tionality criterfon ensures the environmental integrity of the Kyote Protocol
and avoids awarding carbon credits to projects that would have been under-
taken anyway. Despite its importance, however, the additionality criterion
has caused contention due to the absence of any clear definition of “addi-
tionality” in the Protocol and its subsequent decisions. Depending on the
rationale used in interpreting the requirement, it can be applied narrowly
or broadly. This has significant implications for the project developers with
respect to their burden of demonstrating additionality. The CDM Executive
Board addressed this issue by releasing a Tool for the Demonstration and
Assessment of Additionaliry in October 2004 (see section 2.2.2). Later, in
March 2006, the Board called for public input for new proposals to demon-
strate additionality, including options to combine the selection of the base-
line scenario and the demonstration of additionality, and proposals to
improve the Tool, which indicates that this issue is still evolving. One of
these new proposals® comes from the International Emissions Trading
Association (IETA), which states that, once the baseline has been appro-
priately selected, additionality can be demonstrated by showing that the
proposed project is different from the baseline and its expected emissions
will be lower than the baseline emissions. The Board has not yet come to
a decision on this. In the meantime, below is a short overview of the com-
penents of additionality which have been discussed in past debates, some
of which can be found in the Tool

‘Report of the 1gth Meeting of the Methodology Panel, annex g9, available at
http:/ fedm.unfcee.int/Panels/meth/Methig_repan_og_Baseline_selection_tool.pdf,

*Kyoto Protocol, articles 6 (1) and 1z (5).

sAvailable at http://cdm.unfeec.int/public_inputs/meth_bsl_tool/.
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2.2.1 Five aspects of additionality

To show how this issue has evolved to date, the components that have been
considered to constitute additonality are listed below {although they are
sometimes referred to with different names). These components were dis-
cussed, in particular, around the time of COP 7 in 2001 when determin-
ing how additionality should be implemented. This list is perhaps the widest
spectrum of additionality components and there were disagreements among
the representatives of the Parties to the Protocol as to whether all or only
some of these were relevant.

(a) Emissions additionality ensures that any reduction in emissions is addi-
tional to what would occur without the proposed project and is sometimes
referred to as “environmental additionality™.

{b) Financial additionality ensures ‘that any public funding from Annex 1
countries for the CDM project is additional and not a diversion of their
official development assistance (ODA).* The funds are additional if they
come.from the private sector or if they .are separate from any ODA obli-
gation and do not result in its diversion.

(¢) Investment additionality ensures that the.investment project is addi-
tional in that it would ‘not take .place inthe absence .of a CDM or JI proj-
ect. There are financial and non-financial aspects to this component. For
example, there is a financial implication when a company expects a thresh-
old rate of return upon new investments of 10 per cent, the rate of return
for a planned project is 8 per cent without the proceeds from the transfer
of carbon credits under CDM, but this rate of return upon investment rises
to 12 per cent once the proceeds are added and it therefore clears the
threshold. Investment would take place only if it is approved as 3 CDM
project, which can be seen as a clear case of additionality. Examples of
non-financial aspects are the barriers that prevent investment even when a
financial analysis indicates viability. One barrier is the presence of possible
risks. Even though the financial analysis clears the threshold of 10 per cent,
a potential investor may not go ahead if the technology to be employed is
new and untried, with the accompanying risk of not working properly. This
barrier may be overcome if the expected rate of return increases due to the

4MA Decision 17/CP.7 (Addendum, Volume I, page 20, preamble).
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to decide it is worthwhile taking the risk.

{d) Legal additionality ensures that the project is additonal to what is man-
dated by laws or regulations.

(e} Technical additionality ensures that superior technology® is used and
that it would have been impossible to transfer such technology without the
CDM project.

proceeds from the transfer of carbon credits, allowing the potential investor
} 2.2.2 Tool for the Demonstration and Assessment of Additionality

- - The Tool for the Demonstrarion and Assessment of Additionality® issued by the
s CDM Executive Board should help project developers in assessing whether
a proposed project meets the additionality requirements or not. This Tool
me;y be the first and only official information made publicly available so far
in a comprehensive manner on the issue of additionality. It comprises an
A in-depth explanation, as well as & summary in the form of a flowchart (see
figure 2.2). The Executive Board encourages the use of this Too/ but does
not rule out the possibility of adjusting the Tool or the need for new tools,
depending on the type of project.” The Tool seems to be used widely for
the preparation of Project Design Documents (see below).

W As illustrated in the flowchart, the Tool shows how additionality can be suc-
cessfully demonstrated by clearing each step. Before each step is cleared,

I
‘3 no further progress can be made. The steps include:

e

{(a) Identification of alternatives to the project activity with explanation of
why these alternadves cannot be implemented.

(b) Investment analysis to show that the proposed project activity is not the
most ecanomically or financially attractive and cannot be implemented with-
out the issuance of carbon credits.

{(c) Barrier analysis to identify barriers that could prevent implementation.

SMA Decision 17/CP.7 (Addendum, Volume Il, page 37, para. 48).

“Report of the téth Meeting of CDM EB dated 22 October 2004, annex 1 available
at http://cdm.unfcec.int/EB/Meetings/016/ebisrepant.pdf.

Report of the 16th Meeting of CDM EB, annex 1, page 1 available at http://edm.unfccc.int/
EB/Meetings/016/ebiérepani.pdf.
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Figure 2.2 Flowchart: Additionality Scheme

STEP O
Preliminary Screening based on the starting
date of the project activity

| oass

STEP 1
Identification of Alternatives to the project activity
consistent with current laws and regulations -

[
i l

STEP 2 STEP 3
Investment Barrier
Analysis Analysis
l PASS
STEP 4

Common Practice

‘!' PASS

STEP 5
Impact of CDM Registration

!’ PASS

PROJECT ACTIVITY IS ADDITIONAL

Source: CDM EB 16th Meeting Report Annex 1, page 9.
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{d) Common practice test to ensure no technology or practices similar to
those used in the proposed project are already being used or carried out in
the sector or region.

{e)} Positive impact of registration of the proposed project activity as a CDM
project activity to overcome the financial hurdles or barriers identified in
step 2 or 3.

2.3 Basic concept: sustainable development

The third important requirement with respect to CDM is the requirement
under article 12 of the Protocol that a CDM project must contribute to
the sustainable development of non-Annex I host countries. The term “sus-
tainable development” is not defined either in the Protocol or in the
Marrakesh Accords, but it is clear from the Accords that it is up to the
host country to determine whether a CDM project will assist in achieving
sustainable development in that country or not.® This determination will be
confirmed by the designated national authority (DNA) of the host country
at the time of project approval, together with confirmation of voluntary par-
ticipation by that country.

2.4 Process of generating CERs under CDM

The Clean Development Mechanism is a way of reducing or sequestering
GHG emissions through the implemenration of specific project activites in
any developing country or, more precisely, any non-Annex I country, thereby
allowing CERs to be issued. The whole mechanism is supervised by the
CDM Executive Board.? As set out above, project participants applying for
the registration of a CDM project must identify an appropriate baseline and
satisfy the fundamental requirements of additionality and sustainable devel-
opment, At various stages of the CDM project cycle described below, com-
pliance with these requirements will be examined and reported. The process
starts with design, leads to validation and registration, monitoring, verifica-
tion and certification, until finally the CERs are issued. The project cycle
diagram below also identifies the key players involved in the whole process.

8MA Decision 17/CP.7 {Addendum, Volume II, page 35, para. 40 (a)).
IMA Decision 17/CP.7 (Addendum, Velume |, page 27, para. 5),
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At COP 9 heid in Milan in December 2003, the modalities and procedures
for afforestation and reforestation (AR) project activities under CDM were
adopted. The project activity cycle in figure 2.3 also applies to project activ-
ities where either temporary CERs (t-CERs) or long-term CERs (I-CERs)
are issued to recognize the net anthropogenic GHG removals by sinks.
However, t-CERs and ]-CERs are different from conventional CERs, which
are not generated by sinks but by GHG emission reductions at source, in
terms of crediting periods, banking, replacement and so forth. Readers inter-
ested in AR projects should refer to Modalities and Procedures for Afforestation
and Reforestation Project Activities under the Clean Development Mechanism in
the First Commitment Period of the Kyoto Protocol'® since they differ sub-
stantially from projects dealing with the reduction of emissions at source.

-Figure 2.3 The CDM-Project Activity Cycle

Accreditation/

Design designation
Validation/
registration
INDEX
Monitering PP Project Participant

DOE  Designated Operational
Entity

£B Executive Board of CDM

DNA  Designated Naticnal
Authority

AE Accreditation of
Operational Entity

COP  Conference of Parties

Verification/
certification

Issuance

CER

Source: UNFCCC Secretariat.

wAvailable at: http://cdm.unfccc.int/Reference/Documents/dec1g9_CPg/Engtish/decisions_
18_19_CP.g.pdf.
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2.4.1 Design phase

During this phase, a project participant is likely to complete a preliminary
feasibility study and should initiate contacts with potential investment part-
ners or prospective acquirers of CERs from the investment project, partic-
ularly if the issuance of carbon credits is critical for the viability of the
project and such contacts have not yet been initiated.

The project participant should also complete the Project Degign Document
(PDD), a key document in the CDM procedure, using the format estab-
lished by the CDM Executive Board available at the UNFCCC CDM web-
site.'! The PDD should provide information such as:

A general description of the project activity

Applicable baseline methodology

Selection of baseline and demonstration of additionality
Duration of the project and the crediting period
Monitoring methodology and plan

Estimation of project emissions and baseline emissions
Environmental impact

OO0 000000

Stakeholders’ comments

Since projects differ in size and since emission reductions can either be
achieved at source or by removing GHGs by sink, the PDD comes in dif-
ferent formats, each of which requires different information. The four dif-
ferent PDD forms are:

O Project Design Document (PDD)

© Project Design Document for Small Scale Project Activities
(SSC-PDD)

O Project Design Document for Afforestation and Reforestation
(CDM-AR-PDD)

O Project Design Document for Small Scale Afforestation and
Reforestation (CDM-AR-S5C-PDD)

In preparing the PDD, if the CDM Executive Board has not approved a
baseline methodology that is applicable to a proposed project, the project

thttp: f fedm.unfcec.int/Reference /Documents.
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participant has to propose a new baseline methodology using an established
format for the Board’s consideration and approval by way of a Designated
Operating Entity (DOE) (sce below). The baseline methodology is, in short,
a standard model applicable to certain types of proposed CDM projects to
identify the baseline scenario and to quantify baseline emissions, as well as
the expected project emissions.

2.4.2 Validation and registration phase

Validation is the process of independent evaluation by a DOE of the
requirements (table 2.1) of CDM on the basis of the PDD, together with
its supporting documents, prepared by the project participants. The proj-
ect participants are the ones who must engage and pay for the services
of a DOE unless otherwise agreed. DOEs are generally private compa-
nies accredited by the CDM ‘Executive Board and 'listed at the UNFCCC
CDM website,!? The PDD must be submitted to the chosen DOE.
Usually, the project includes participants from both Annex I countries
.and non-Annex I countries. Thus,';if the transfer and acquisition of
carbon credits has'already been agreed, the name of the acquirer in the
Annex I country will appear in the PDD. On the other hand, if at the
time of registration these details are not yet available, the project may

Table 2.1 Validation requirements for emission reductions!’

O ‘Country participation requirements must be met

© Due account must be taken of comments by local stakeholders

O Environmental impacts must be analysed

O Additionality must be demonstrated

© Baseline and monitoring methodologies must be complied with

O Monitoring, verification and reporting provisions must be complied with

O There must be conformity with all other requirements of CDM project activities

Note: See appendix B of annex K to Decision 1g/CP.g for the requirements listed in the Project
Design Document for GHG removals by sinks CDM projecis.

zhitp:/ ledm.unfecc.int/DOE/ list,
BMA decision 17/CP.7 {(Addendum, Volume I, page 34, para. 37).
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still be registered without a project participant from an Annex I country,
provided all other details are in order (see section 3.7.3 on the uni-
lateral model).

Once the DOE determines that the project should be validated, it com-
pletes a CDM Project Activity Registration and Validation Report Form,' also
known simply as a validation report, and submits it to the CI?)M Executive
Board. By the time the validaton report has been completed, the project
participants must have obtained the written approvals® for the proposed
CDM project from the DNAs of both the Annex I country that is to acquire
the CERs and of the non-Annex I country hosting the CDM project. In
most cases, the DNA is a government authority. The host country DNA
must alse confirm that the project activity will assist the country to achieve
sustainable development.'® However, the approval letter!” by the DNA of
the Annex I country may be submitted later, after the project has been reg-
istered, if no project participant from an Annex I country has been identi-
fied yet. The submission of the validation report to the Board constitutes
a request for registration of the project. Registration is the formal accept-
ance by the CDM Executive Board of a validated CDM project activity.
Any project that has been rejected by the CDM Executive Board may be
resubmitted after modification.

The CDM project activity must be registered before it can advance to the
next step toward the issuance of CERs, Failure to have the project regis-
tered by the CDM Executive Board means that the project cannot be
awarded CERs even if emission reductions are achieved. In line with the
Marrakesh Accords,'® projects that were carried out in or after che year 2000
are retroactively eligible for validation and registration as CDM projects pro-
vided they were submitted for registration no later than 31 December 2005.
This provision was then amended at COP/MOP 1 in December 2005: since
then, project activities that got underway between 1 January 2000 and
18 November 2004 and that have not yet requested registration but that

“Available at http://cdm.unfecc.int/Reference/Forms/Registration.

sSee sections 3.2.2 and 3.3.2.

1At its 18th Meeting in February 2005, the CDM EB modified the requirements: submission
of written approval by an Annex | country is not mandatory at the time of registration.
See section 3.7.3 on the unilateral model.

rSee sections 3.3.2-3.7.3 and section 6.2.2.
BMA Decision 17/CP.7 (Addendum, Volume Ii, page 23, para. 13).
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have either submitted a new methodology or validation by a DOE by
31 December 2005 can request retroactive credits, provided they are regis-
tered by the Board by 31 December 2006 at the latest.'® These provisions
do not, however, apply to CIDM afforestation and reforestation project activ-
itles. A CDM afforestation and reforestation project activity which started
after 1 January 2000 can also be validated and registered after 31 December
2005, provided the first verification {see section 2.4.4) of the project activ-
ity occurs after the date of registradon of the project.?

2.4.3 Monitoring phase

It is only after the plant or facility has been constructed and has become
operational that the monitoring of emissions may commence. In figure 2.3,
monitoring is shown as following validation and registration. However, a
‘long period of time usually passes between the two phases. The con-
struction of power generation plants, chemical or petrochemical plants may
take two or three years or even longer from the commencement of the
+design to the final commissioning, depending-on thesize, local.conditions,
scope of activity and other ‘factors, and during that period anything may
happen. For example, any delay in construction is likely to cause prob-
lems in generating carbon credits as planned and such a delay may make
it difficult for the transferring party to deliver the credits as contracted.,

Monitoring involves two steps: submission in the PDD of a monitoring plan
and, after construction and commissioning of the plant facilities, imple-
mentation of the monitoring plan. Registration by the CDM Executive
Board of the project shown in the PDD will have included approval of the
monitoring plan. Among other things, the plan should provide for the col-
lection and archiving of relevant data required for estimating or measuring
the project emissions and for the determination of baseline emissions, qual-
ity assurance and control procedures for the monitoring process, together
with procedures for the periodic calculation of reductions by the project.?!
As GHG emission reductions or removals must be monitored by the proj-

2COP/MOP 1 Decision -/CMP.1 on “Further guidance relating to the Clean Development
Mechanism”, para. 4.

**Report of 215t Meeting of (DM EB dated 23 September 2005, para. 64, available at
http://cdm.unfeec.int/EB/Meetings/o21/ebzirep.pdf.

“MA Decisicn 17/CP.7 (Addendum, Volume II, page 38, para. 53).
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ect participant in accordance with the plan approved at the time of proj-
ect registration, any change in the plan must be submitted to the DOE for
its acceptance. Only if it can be shown that the registered monitoring plan
has been followed can the emission reductions achieved by the project be
verified and certified.

2.4.4 Verification and certification phase

Verification is the periodic independent review and ex post facto determina-
tion by the DOE of the monitored reductions or removals that have occurred
as a result of a registered CDM project activity during the verification period.
Verification is conducted by the DOE by way of a review of documents sub-
mitted, on-site inspections, a review of monitoring results and verification
that methodologies have been correctly applied and so forth.” As a result
of this review, the DOE provides a verification report to the project partic-
ipants, the Parties involved and the CDM Executive Board.

Certification is the written assurance by the DOE based on the verification
repoft that the project achieved the reduction in GHG emissions by source
or removals by sinks as verified during the specified period and that this
would not have occurred in the absence of the project. Both the verifica-
tion report and the certification report shall be made available to the pub-
lic. To avoid any conflict of interests, the IDOE engaged in this phase must
be different from the DOE engaged in the validadon of the CDM project,
unless it qualifies as a small-scale” CDM project (depending on the size
of the investment).?* There appears to be no restriction on the frequency
of verification and certification and any subsequent request for fssuance of
CERs. Some projects are verified less than once a year, while others are
verified more frequently.

2.4.5 Issuance of CERs

The certification report constitutes a request to the Executive Board to issue
CERs in the amount of the verified GHG emission reductions or removals,
The request is made using the Executive Board form together with both the

2MA Decision 17/CP.7 (Addendum, Volume I, page 39, para. 62).
3MA Decision 17/CP.7 {Addendum, Volume |l, page 21, para. 3).
#COP 8 Decision 21/CP.8 (Addendum, Volume Iil, page 22, para. 20).
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verification report and the certification report. Issuance is considered final
15 days after the CDM Executive Board has received the certification report,
unless a party involved in the project or at least three members of the CDM
Executive Board requests a review, which may, however, only be requested
on the grounds of fraud, malfeasance or incompetence of the DOLs
involved.” Should a review be requested, the CDM Executive Board car-
ries it out. It then informs the project participants of the outcome and pub-
licizes its decision regarding approval of the proposed issuance of the CERs,
together with its reasons. Otherwise, the CERs are issued by the CDM
Executive Board instructing the CDM Registry Administrator, working under
the authority of the Executive Board, to promptly issue the specified quan-
tity of CERs into the pending account of the CDM Executive Board in the
CDM registry.?® From this quantity, 2 per cent of the volume of CERs
issued is deducted as the share of proceeds for the Adaptation Fund for
those countries .most vulnerable to the adverse effects of climate change.?
The remaining CERs are allocated and transferred to the accounts in the
CDM registry and/or the national registry of the relevant country in accor-
dance with the requests of the party designated by the project participants,®
after the share of proceeds to cover administrative expenses has been paid.?®

2.5 Process of generating ERUs under JI

2.5.1 Two-track approach

While the -terms Clean Development Mechanism (CDM) and Emissions
Trading (ET) appear in the Kyoto Protocol, the term Joint Implementation
(JT) does not.’® Nonetheless, it is a8 widely-used term that describes the mech-
anism mentioned in article 6 of the Protocol, whereby an Annex I country
or its legal entity implements or finances a JI project in another Annex [
country; the Emission Reduction Units (ERUs) generated as a consequence
of this effort are transferred to the first Annex I country or its entity. Under

=MA Decision 17/CP.7 (Addendum, Volume li, page 40, para. 64).
*MA Decision 17/CP.7 (Addendum, Volume }l, page 40, para. 66).
¥See section 5.1.2.

BMA Decision 17/CP.7 (Addendum, Volume I, page 41, para. 66 (b)).
#35ee section 5.1.2.

3The term Joint Implementation appears in article 4 of the 1992 United Nations Framework
Convention on Climate Change,

32




Chapter 2 Procedures for generating carbon credits

1, the article 6 Supervisory Committee (now known as the Joint
Implementation Supervisory Committee) was established at COP/MOP 1 in
December 2005 to supervise, inter alia, the verification of ERUs generated
by JI projects, much like the CDM Executive Board does for CDM proj-
ects. A unique feature in the issuance of ERUs from JI projects is that, prior
to the transfer to another Annex I country, the host country must first issue
the ERUs into its own account in its national registry by converting corre-
sponding quantites of Assigned Amount Units (AAUSs) or Removal Units
{RMUs) previously held there by the host country.* Thus, a transaction
under JI can be seen as the transfer of part of the initially assigned amount
of AAUs or RMUs from one Annex I country to another.

For the process to generate ERUs under JI, a so-called two-track approach
has been formulated, which depends upon the ability of the host country
to meet the participation requirements under the Marrakesh Accords, The
two tracks thar constitute this approach are referred to simply as track one
and track two; there is a significant difference in the procedures required
of the two. Track one may be applied by those host countries that com-
pletely satisfy the requirements of the Accords, whereas track two must be
followed by those host countries that satisfy at least three of the most essen-
tial requirements but not all (see table 3.1 in chapier 3 for details). A host
country meeting all the requirements under track one may, however, choose
to follow track two.

Under both tracks, the Parties are required to inform the UNFCCC
Secretariat of their Designated Focal Point (DFP) for approving projects,
the equivalent of the DNA under CIDM, and they must have national guide-
lines and procedures in place for approving projects.

2.5.2 ]I project cycle

Partly because ERUs under JI projects have not been designed to be issued
before 2008%2 — while credits for CERs under CIDM projects are being issued
before 2008 — the Joint Implementation Supervisory Committee was only
established in December 2005, It first met in Bonn on 2-3 February 2006
and then met again on 8 and 10-11 March 2006. These meetings marked

#MA Decision 19/(P.7 (Addendum, Volume 1\, page 63, para. 29),
2Also see chapter 4, section 4.3.2.
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the start of the Committee’s work to develop rules of procedufe, forms and
guidelines for users and others, drawing on experiences gained to date under
the CDM procedure. Thus, although further developments should be mon-
itored closely, an outline of the JI mechanism is provided below,

As the two project cycles set out in table 2.2 show, track one is faster than
track two. One of the major differences is that the track two project cycle
requires project participants to engage an Accredited Independent Entity {AIE)
— certified by the Joint Implementation Supervisory Cominittee — to determine
the eligibility of the project set out in the PDD. During the monitoring and
verification phase, the AIE must verify and certify the emission reductions or
removals by sinks, While waiting for the accreditation process to be estab-
lished by the Joint Implementation Supervisory Committee, COP/MOP 1 has
decided that IDOEs under CDM may provisionally act as accredited AIEs
under J1, although determinations and relevant activities will only become valid
after such entities have been finally accredited.”® The AIE’s determination of
whether a project and the ensuing reductions or remaovals by sinks meet the
relevant requirements under JI may be subject to review by the Joint
Implementation Supervisory Committee. The track one project cycle, how-
ever, leaves such determination up to the two Annex I countries involved.
These procedural differences will naturally lead to differences in both the trans-
action costs and the tme required for compliance. At present, most Annex [
countries have not clarified which track they will adopt to host JI projects.

2.6 Examples of CDM or )1 projects

Annex A of the Kyote Protocol lists five sectors as sources of GHGs -
energy, industrial processes, solvent and other production use, agriculture
and waste — and identifies source categories of GHGs. Table 2.3 shows
examples of potentially eligible projects under CDM or JI, although there
may be many more. However, it should be remembered that it is not the
type of project that determines eligibility under CDM or JI but, rather, the
specific CDM or JI requirements. Consequently, situations may arise where
a certain type of project is eligible in one country but not in another. This
could be due, for example, to the existence of a different baseline scenario.

1BCOP/MOP 1 Decision -/CMP.1 on “Implementation of Article 6 of the Kyoto Protocol”,
para. 3.
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Table 2.2 Steps in track-one and track-two project cycles*

Phase

Track one

Track two

Project
approval

© Project participant to
formulate project

© Project participant to obtain
project approval from both
parties through each DFP

O Project participant to formu-
late project

© Project participant to obtain
project approval from both
parties through each DFP

© Project participant to develop
PDD and submit it to AIE

O AIE to determine whether
PDD satisfies the requirements
and makes PDD publicly avail-
able through Joint Imptement-
ation Supervisary Committee

© Final approval of PDD if not
challenged

Monitoring
and
verification

O Host party to verify reduc-
tions/sinks in accordance
with national guidelines or
procedures

O Project participant to monitor
the project activities and sub-
mit monitoring report to AIE

O AIE to determine whether
monitoring results prove
accrual of emission reductions
or removals by sinks and
makes determination publicly
available through Joint
Implementation Supervisary
Committee

O AIE determination of reduc-
tions or removals by sinks
becomes final if not challenged

Issuance
of ERUs

© Host party to issue ERUs

O Host party to issue ERUs

#MA Decision 16/CP.7 (Addendum, Volume |, page 11, para. 20 and pages 30-45,

paras. 30-45).
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Table 2.3 Exampies of CDM or |l projects

Area Type of project

Energy O Fuel switching {coal to gas, oil to gas)
©O Efficiency improvement (lighting, power, air conditioning, heating)
© Renewable energy {solar, wind, biomass, hydro, geothermal)
© Clean energy transport

Industrial O Alumirium productien process improvement {PFC reduction)
process O Cement production process improvement {energy and process
dimensions)

© Adipic acid production process improvement (N,O reduction)

Waste © Landfill methane recovery ) )
© Waste utilization for power generation

Agriculture O Manure management

-Land-use O Afforestation/reforestation (CDM)

change and ¢ Afforestation/reforestation/forest management (1)
forestry

Others © Coal mine methane utilization

Note: The Marrakesh Accords make it clear that emission reductions from nuclear facilities do
not result in certified emission reductions or emission reduction units.3s

"3MA Decision 16/CP.7 (Addendum, Volume II, page 5, Preamble) and MA Decision 17/CP.7
(Addendum, Volume |l, page zo, Preamble).
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INTRODUCTION

One of the first steps to a successful contract is to have the right party as
a business counterpart. This is even more important under the Kyoto flex-
ibility mechanisms because it is only the countries and their entities that
satisfy all the eligibility requirements under the Protocol, the Marrakesh
Accords and subsequent decisions, guidelines and procedures that can par-
ticipate in the mechanisms. This chapter deals with issues related to who
can be a party to the contract, in the primary market specifically.

The chapter starts by asking whether it is possible to simply make a pur-
chase, instead of an equity investment, to meet the eligibility requirements
for Clean Development Mechanism (CIDM) projects, given that at one stage
these kinds of projects appeared to be based on an equity investment by
investors from Annex I countries. This fundamental issue determines whether
or not a project can be approved as a CDM project that can be awarded
carbon credits, if the participation of an Annex I country or its entity is lim-
ited to the purchase of forward carbon credits only and no equity investment
is made. It is now clear that purchase alone — without any equity investment
— also allows qualification as a CDM project. The next three sections then
examine the participation requirements for CDM and Joint Implementation
(JT) projects. These are set out at two levels: firstly at country level and sec-
ondly at entity level. It is always up to each Party to the Protocol to set up
its own domestic legal regime, in compliance with the Protocol, to regulate
entities in its own territory. Therefore, parties to such a transaction should
examine their own domestic participation requirements as well,

This chapter emphasizes the importance of carrying out due diligence to
establish the creditworthiness of the other party and its ability to perform its
duties as laid out in the contract. In particular, it highlights that in most cases
years may pass between the conclusion of the contract and the delivery of
forward carbon credits, and that anything could happen to the other party
during this time. It then goes on to warn that care should be taken in drafi-
ing any clause allowing the assignment of the contract, in particular the assign-
ment of rights and/or the delegation of duties during the course of the contract
to a third party, and that the eligibility of the assignee should be ascertained.
Further on, the chapter explains the three business models used in the imple-
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mentation of CDM projects — the bilateral model, the multilateral model and
the unilateral model —~ focusing on the role of the buyers and sellers of
Certified Emission Reduction units (CERs) in each model. Finally, the chap-
ter describes initiatives taken by the Government of the Netherlands and the
Prototype Carbon Fund of the World Bank to procure carbon credits.

3.1 Selling and purchasing CERs instead of
investing equity '

In the previous two chapters, instead of referring to the sale or purchase
of forward carbon credits when dealing with the distribution of CERs to
be generated under CDM to the project participants, reference was made
to the transfer or acquisition of forward carbon credits. This was done to
take into account the question of whether the participation of an Annex 1
country could be based solely on the act of purchasing and to reflect on
the literal terms of both the Kyoto Protocol and the Marrakesh Accords.
Even in the context of Emissions Trading (ET), which is most likely to be
based on the sale and purchase of existing credits ‘that have already been
issued, the Accords use the terms transfer and acquisition. Therefore, the
question here is: Is a project eligible to receive CERs even if an Annex I
country or its authorized entity merely buys the CERs, instead of .making
an equity investment in a project in a non-Annex I host country?

The quick answer is yes. In the past, CDM was widely seen as a mecha-
nism that enabled Annex I countries to implement projects that reduced
GHG emissions in non-Annex | countries and to use the CERs earned to
meet their Kyoto obligations at home. There was more than a -mere impli-
cation that CDM originally assumed an investment in equity, either wholly
or in part, by Annex [ countries or their authorized entities in eligible proj-
ects hosted by non-Annex I countries, with the resulting CERs being allo-
cated in accordance with prior agreement among the project participants.’
The Protocol appears not to have considered the possibility of Annex I and
non-Annex I countries trading CERs that have either already been issued
or that are going to be issued in the future. Increasingly, however, Annex I

‘Limiting Project Formulation and Finance to the Bilateral Model May Exclude Many
Developing Countries, Additional submission by Colombia and Guatemala on behalf of Argentina,
Bolivia, Chile, Costa Rica, Ecuador, Honduras, Nicaragua, Panama, Paraguay and Uruguay,
{FCCC/SB/2000/MISC.4/Add.3 dated 14 September 2000, page 2).
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countries and multilateral funds are buving forward carbon credits as a
means of meeting the Kyoto obligations without having to invest equity in
the projects.

A close examination of the provisions contained in the Protocol and the
Accords still does not provide a definitive answer to the above gquestion.
Some may well advocate that, in the absence of any clear exclusion of a
purchase option in the Protocol or the Accords, the project should be eli-
gible for CERs even in the case of purchase by Annex I countries or their
authorized entities. Others may well oppose this interpretation on the
grounds that the sale and purchase of carbon credits is in fact ET, which
is allowed only between Annex I countries and not between Annex I and
non-Annex I countries. In other words, there is the risk that such projects
are deemed ineligible to earn CERs.

The first two CDM projects? to have been awarded CERs under the Kyoto
Protocol, on 20 October 2005, appear to be based on purchases made by
Annex I countries. This could be considered de facto confirmation by the
CDM Executive Board that a purchase of forward carbon credits is a per-
missible option for an Annex I country wishing to participate in a CDM
project, As a result, in this and subsequent chapters reference will be made
to sale and purchase. The World Bank’s Carbon Finance Unit refers to
“carbon finance”, meaning the provision of financial resources to a project
generating or expected to generate GHG emission reductions through the
purchase of such reductions.? This issue is closely related to the validity of
the unilateral and multilateral models (treated in sections 3.7.2 and 3.7.3
respectively) based on the purchase of forward carbon credits.

3.2 Eligibility as seller

The Protocol’s requirements for participation in CDM and JI are discussed
below, both at the level of the host country and at the level of the entities.
It is of course a matter for each Party to the Protocol to introduce its own

| 3 Esperanza Hydroelectric Project” with participation of the Govemment of italy through
World Bank's Community Development Carbon Fund (Project Document available at
http://edm.unfeec.int/Projects/DB/DNV-CUK1098894708.4/view.html) and “Rio Blanco Hydro-
electric Project” with participation of the Government of Finland (Project Document
available at http://cdm.unfcce.int/Projects/DB/DNV-CUK1101980215.28 fview.htm[).

*Prototype Carbon Fund, Annual Report (2004), page 43.
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domestic laws to regulate the participation of its entities in the implemen-
tation of the Protocol. It is also important for potential sellers and buyers
of forward carbon credits who participate in CDM or JI activities to inves-
tigate the domestic participation requirements as well.

3.2.1 Eligibility as seller at host country level

COM projects: eligibility requirements of host countries*

Teo host a CDM project, countries must meet the following require-
ments:

(@) Appoint a designated national authority (DNA) to represent the gov-
ernment in that country. The DNA has an extremely important role to
play in scrutinizing the proposed CDM project and approving it, which is
one of the prerequisites for a CDM project to be registered (see section
2.4). The DNA is also the country’s contact point for the CDM Executive
Board.

(b) Be a Party ro the Kyoto Protocol.

(c} Maintain its eligibility status from the beginning of the project activi-
ties to the end, since the entities authorized to transfer CERs can -only do
so if ‘the host country continues to fulfil its requirements.

In addition, afforestation and reforestation CDM projects require host
countries 1o report® what their definition of forest is to the CDM Executive
Board by selecting one of . the following:

O A single minimum tree crown cover value between 10 and

30 per cent
O A single minimum land area value between (.05 and I hectare
O A single minimum tree height value between 2 and 5 metres

Any country’s eligibility to take part in CDM activities will be checked
through the validation process when the CDM project is registered. If the
Designated Operational Entity (IDOE) finds that the host country is not or
is no longer eligible, the project will not be accepted for registration as a

*MA Decision 17/CP.7 {(Addendum, Volume Il, pages 32-33, paras. 29-33).
SUNFCCC official document (FCCC/CP/2003/6/Add.2, 30 March 2004, Original English),
page 17, para. 8.
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CDM project. The eligibility or otherwise will also be checked automari-
cally when CERs are transferred from the CDIVi registry to a national reg-
istry by a transaction log® to be established and maintained by the
Secretariat.”

]I projects: eligibility requirements of host countries

Any Annex I country may host a JI project and transfer the ERUs result-
ing from such a project to another Annex 1 country, provided it is in com-
pliance with the participation requirements (see table 3.1).

To fulfil its obligations, hosting Annex I countries must appoint their
Designated Focal Point (DFP) and have their national guidelines and pro-
cedures approved for implementing JI projects, in addition to meeting the
six requirements listed in table 3.1. Annex I countries may stll host JI
projects if they satisfy the positive minimum requirements indicated in the
track-two column and if the projects follow the track-two project cycle (see
table 2.2).

UNFCCC is to maintain a publicly accessible list of Annex I Parties that
meet the eligibility requirements and of those that have been suspended.

Table 3.1 Requirements for hosting track-one and track-two )l projects

Requirements Track one Track two
Is it a Party to the Protocol? Yes Yes
Has its assigned amount been calculated and recorded? Yes Yes
Does it have a national system for estimating emissions Yes No
and sinks?

Does it have a national registry? Yes Yes
Has it submitted the most recent annual inventory? Yes No
Has it submitted the supplementary information on the Yes No

assigned amount?

Source: MA Decision 16/CP.7 (Addendum, Volume If, pages 11-12, paras. 21-24).

sSee chapter 6.
"MA Decision 19/CP.7 (Addendum, Volume |l, pages 65-66, para. 42).
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3.2.2 Eligibility as seller at entity level

CDM projects: eligibility requirements for entities wishing to
participate as sellers

The participation of “private and/or public entities™® in CIDM projects must
be authorized by the relevant Party to the Protocol. According 1o the glos-
sary of CDM terms contained in the Guidelines for Completing the Project
Design Document (CDM-PDD) and the Proposed New Baseltne and Monitoring
Methodologies (CDM-NM} Version 05,° a DNA can give authorization by
submitting written approval of the participation of a specific entity as a proj-
ect proponent in a particular CDM project activity. The DNA of a host-
ing non-Annex I country involved in a proposed CDM project activity shall
issue a letter of approval stating that:'®

(a) The Party has ratified-the Kyoto Protocol.

(b) The approval of voluntary participation in the proposed CDM project
activity ‘has tbeen :granted.

(c) The proposed CDM project activity contributes to sustainable devel-
opment.

“There is no definition of what an enfity should be, but’it is assumed that
an entity is a company or other legal personality with the power to legally

. -bind .itself to.a-contract. The -detailed .procedures and precise -definitions
-have been left-to the discretion-ofseach Party.

JI projects: eligibility requirements for entities wishing to

participate as sellers

Authorization by the Annex I Party is required for “legal entities”!! in the
country to participate in JI projects, However, authorized entities may
only transfer or acquire ERUs if the authorizing Party is eligible to do so

8MA Decision 17/CP.7 (Addendum, Volume M, page 33, para. 33). In this publication refer-
ence is made to “entities” only.

*Glossary available at http://cdm.unfcce.int/Reference/Documents/copy_of_Guidel_Pdd/
English/Guidelines _CDMPDD_NM.pdf.

wSee “Approval by Parties involved” in the Glossary.

“In this publication, reference is made to “entities” only,
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at that time.!? The detailed procedures for authorization have been left
to the discretion of each Party.

3.3 Eligibility as buyer
3.3.1 Eligibility as buyer at country level

CDM projects: eligibility requirements for countries wishing to
participate as buyers

There are more participation requirements for an Annex I country than for
the host country of the seller of forward carbon credits. To be able to take
part in a CDM project and acquire CERs, an Annex I country must meet
the following requirements:'?

(a) Appoint a DNA to scrutinize and approve the CDM project on behalf
of the government.

(b} Be included in Annex I with a commitment inscribed in annex B and
comply with the following eligibility requirements;

() Be a Party to the Kyoto Protocol.

(i) Have its assigned amount calculated and recorded.

(iii) Have a national system to estimate emissions and removals.
(iv} Have a national registry.

(v) Have submitted the most recent annual inventory.

(vi} Submit supplementary information on its assigned amount.

Any Annex I country authorizing entities to engage in CDM activities must
not cnly comply with the eligibility requirements at the beginning of the
project bur also remain compliant throughout the project, as the entity’s
ability to transfer or acquire CERs is dependent upon the country contin-
uing to fulfil those requirements.'? The parties to the contracts are advised
to visit the UNFCCC website, which is expected to maintain a publicly
accessible list of those Parties that are included in Annex I but that do not
meet the requirements above or that have been suspended.

=MA Decision 16/CP.7 (Addendum, Volume I, page 13, para. 29).
“MA Decision 17/CP.7 (Addendum, Volume i, pages 32-33, paras. 28-34).
“MA Decision 17/CP.7 (Addendum, Volume I, page 33, para. 33).
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Il projects: eligibility requirements for countries wishing to
participate as buyers

In contrast to the host country, the buyer country must meet all of the fol-
lowing participation requirements:’
(@} Appoint its Designated Focal Point (DFP) for approving projects.

(b) Submit its national guidelines and procedures for approving JI projects,
and comply with the following eligibility requirements:

(i) Be a Party to the Kyoto Protocol.
(i) Have its assigned amount calculated and recorded.

(i) Have a national system for the estimation of emissions and sinks
of all GHGs.

{ivy Have a national registry.
(v) Have submitted the most recent annual inventory.

(vi) Submit supplementary information on its assigned amount.

3.3.2 Eligibility as buyer at entity level

CDM projects: eligibility requirements for entities wishing to
participate as buyers _
‘The participation of -entities in CDM -projects smust ‘be -authorized by a
relevant country Party to the Protocol. Authorization by a DNA of a spe-
cific entity’s participation in a specific CDM project activity'® shall be
stated in the written approval. The DNA of a Party involved in a pro-
posed CDM project activity shall issue a statement that includes the fol-
lowing information:

(2) The Party has ratified the Kyoto Protocol.

(b) The approval of voluntary participation in the proposed CDM project
activity has been granted.

“MA Decision 16/CP.7 (Addendum, Volume |I, pages 11-13, paras. 20-29).
1¥See footnote g.

46



Chapter 3 Parties to the contract

JI projects: eligibility requirements for entities wishing to participate
as buyers

Entities that wish to participate in JI projects to acquire ERUs must be
authorized to do so by their countries, which must be Parties 1o the
Protocol. Each country remains primarily responsible for the fulfilment of
its obligatdons under the Kyoto Protocol and shall ensure that such partic-
ipation is consistent with the Marrakesh Accords.”” Entities may only
acquire ERUs if the authorizing Party is eligible to do so at that time.

3.4 Summary of eligibility requirements

The eligibility requirements listed in sections 3.2 and 3.3 are summarized
in table 3.2.

3.5 Creditworthiness

Since it is likely that the contract will last a long time, it is essential that
each party check the creditworthiness of the other party by way of a due
diligence examination of their eligibility, financial strength, competence, rep-
utation and other matters relevant to the performance of contractual obli-
gations. Moreover, each party usually provides a warranty in the contract
stating that it is able to fulfil its contractual duties. The contract also clearly
states the rights and obligations of each party in the various situations that
may occur during the course of the contract. It must be remembered that
the contract may well provide for the delivery of CERs or ERUs to be gen-
erated as late as 2012 or even later.

3.6 Assignment of the contract

For various reasons, one of the parties to the contract may wish to trans-
fer either the rights or the duties, or both, to third parties, whereas the
other contractual party may not wish this to be possible. Therefore, the
parties will have to insert a clause in the contract as to whether they will
allow the assignment of rights and/or obligations to third parties and, if so,
the requirements for such assignment to be acceptable. It is usual to state

7MA Decision 16/CP.7 {Addendum, Volume Il, page 13, para. 29).
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Table 3.2 Summary of eligibility requirements

Seller Buyer
Country Entity Country Entity
1 Designation of national 1 Authoriz- 1 Designation 1 Authoriz-
authority ation by of national ation by the
2 Party to the Protocol host country  authority country of
3 Report of definition of 2 Party to buyer
forest (afforestation and (see 3.2.2) the Protocol
forestation CDM only) 3 Assigned (see 3.3.2)
amount
(see 3.2.1) & System for
g estinmation
o 5 National
registry
6 inventory
7 Supple-
mentary
information
] (see 1.3.1)
Track one Track two
1 Focal point 1 Focal point 1 Authoriz- 1 Focal point 1 Authoriz-
! 2 Guidelines 2 Guidelines ation by 2 Guidelines  ation by the
i and proce- and proce- host country  and proce- country of
dures dures ' dures buyer
3 Party to 3 Party to (see 3.2.2) 3 Party to
the Protocol  the Protocol the Protocol (see 3.3.2)
4 Assigned 4 Assigned 4 Assigned
— amount amount amount
T 5 System for 5 National 5 System for
estimation registry estimation
6 National 6 National
registry (see 3.2.1) registry
7 Inventory 7 Inventory
8 Supple- 8 Supple-
mentary mentary infor-
information mation

(see 3.2.1)

{see 3.3.1)
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in the contract that the prior written consent of the other party must be
obtained. Since assignment involves a change of parties to the contract,
both parties must always check carefully whether the proposed third party
assignee is equally eligible at both country and entity levels to participate
in CDM or JI projects. The non-assigning party should also check whether
the third party is at least as creditworthy as the assigning party.

3.7 Business structures for CDM

Generally, three approaches'® have been identified in terms of the possible
structuring and financing of CDM projects: the bilateral model, the multi-
lateral model and the unilateral model. The different approaches are dis-
cussed below in conjunction with interpretations of the Kyoto Protocol and
the Marrakesh Accords as to who may partcipate in CDM projects, who
may initiate CDM projects, what “participation” really means and when
the sale and purchase of carbon credits can take place.

Although these models are not necessarily mutually exclusive, the bilateral
model, as it is defined here, offers perhaps the narrowest and strictest inter-
pretation of the provisions of the Protocol. As to the multilateral model and
the unilateral model, their validity has been debated in particular in the
light of the Kyoto Protocol. However, neither the Kyoto Protocol nor the
Marrakesh Accords mentions any of the models nor does it clearly indicate
whether they are acceptable or not. Over one year since the Kyoto Protocol
became effective, the various clarifications and experience have shown that
all these models are acceptable under the Protocol, but it should still be
borne in mind that some countries may reject models they consider unac-
ceptable during the validation and registration phase.

3.7.1 The bilateral model

The bilateral model views CDM projects primarily as a form of foreign direct
investment (FDI) by way of equity investment in the particular non-Annex [
country by an entity of an Annex I country. While 100 per cent FDI is pos-
sible if the laws of the host country allow it, the project can also be a joint
venture type of arrangement between the investing country and the host coun-

BArticles that discuss the three approaches include UNDP (1998), chapter 5 by Farhara Yamin;
Baumert, K. A. and N. Kete with C. Figuerres (2000} and Jahn, M. et al (z003).
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try, in which both countries have agreed on the share of equity, financing,
risks, and the allocation of the expected carbon credits. As with the unilat-
eral model, only two countries are involved but, while the bilateral model
tends to emphasize Annex I countries making an equity investment and tak-
ing the initiative in the project formulation, in the unilateral model the enti-
ties in Annex I countries are usually limited to the purchase of CERs.

In checking the applicability of this model to a particular CDM project, it
is also necessary to look into the applicable laws and regulations of the host
country with regard to FDI. A host country may or may not allow foreign
investment in certain sectors such as agriculture and, even if equity invest-
ment is allowed, the foreign investment may not be more than 49 per cent
of the capital of the domestic joint venture entity. Although China appears
to be one of the more flexible host countries with regards to the business
models under the Kyoto Protocol, it requires “the project owners” of a
CDM project to be “Chinese funded or Chinese-holding enterprises” and
that they be responsible for constructing and implementing the CDM proj-
ect-activities:!?

Figure 3.1 Bilateral model

ANNEX | COUNTRY
{initiative sin project
‘formuliation)

Investment CERs

NON-ANNEX | COUNTRY

“Measures for Operation and Management of Clean Development Mechanism Projects
in China in force as of 12 October 2005, articles 17 and 18, available at http://cdm.ccchina.gov.en/
english/NewslInfo.asp?Newsld=gos.
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Figure 3.2 Multilateral model

ANNEX |

COUNTRIES

Fund
manager

Purchase or

investment CERs

NON-ANNEX | COUNTRY
(initiative in project
formulation)

3.7.2 The multilateral model

Under the multilateral model, as it is defined here, a multilateral fund cre-
ated specially for the purpose of acquiring carbon credits invests in the
CDM project or finances it through the purchase of forward CERs, or both.
Such mulrtilateral funds may be motivated to hold a portfolio of various
CDM projects as a way of reducing risks by diversifying projects and host
countries, as well as by distributing risk among the contributors of funds.
The World Bank’s Prototype Carbon Fund (PCF) is a typical example of
a multilateral fund where a number of governments and companies con-
tribute funds to acquire CERs and ERUs that will eventually be distrib-
uted between them. The PCF is not known to invest in equity. As stated
above, one of the eligibility requirements to participate in CDM is that the
buyer country’s Designated National Authority approve the project.
Interestingly, the PCF global fund is neither an Annex I country nor an
entity of a Party to the Kyoto Protocol, although its funding contributors
are all Annex I couniries or their entities. This situation has created a prob-
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lem for the fulfilment of the requirement that Annex I countries submit
their written approval to the CDM Executive Board to register a CDM
project financed by the PCF. In response to this issue, the Board has
decided that muldilateral funds do not necessarily require written approval
from each contributor’s DNA, but the countries or entities that do not pro-
vide written approval may be forfeiting some of the rights and privileges
arising from the project.?

3.7.3 The unilateral model

The third approach is the unilateral model. Under this model, entities of
non-Annex I countries or the countries themselves design, initiate, organ-
izé, arrange, finance and carry out the CDM projects independently and
without the involvement of Annex I countries, except through those coun-
tries’ purchase of CERs. This said;~there-are two types of unilateral mod-
els, depending on when the CERs are sold. In the first case, the CERs are
sold before they are generated and issued and, typically, before the project
-is registered. -In. the second case, -the: CERSs are 'sold .after they have been
generated and issued. The procurement -of ‘CERs by the Government of
the Netherlands, referred to as CERUPT, is an example of the first type.

Figure 3.3 Unilateral model

ANNEX | COUNTRY

purchase CERs

NON-ANNEX ) COUNTRY
(initiative in project
formulation)

*Report of 17th Meeting of CDM EB dated & December 2004, annex 4, page 1, available at
http://cdm.unfccc.int/EB/Meetings/o17/ebiyrepang.pdf.

52



Chapter 3 Parties to the contract

Michael Jahn®' considers the first type to be a bilateral model (since the
pre-issue sale of CERs may have a strong influence on the financial clo-
sure of the project) and the second type to be a unilateral model. Thus, it
is always advisable to clarify what exactly is meant by the term “unilateral
model”, so as to know what is acceptable and what is not.

The reason for this is that certain Parties to the Protocol used to claim that
the unilateral model was unacceptable under the Protocol, and some Parties
continue to do so. Their argument seems to be that, in accordance with
article 17 of the Protocol, carbon credits can only be traded between
Annex I countries and not between Annex I countries and non-Annex I
countries. These Parties may not grant approval, when requested to do so
by project participants, of any project they consider unilateral, while other
Parties may. For example, Malaysia stated, in its letters of approval for the
validation and registration of two CDM projects dated 30 November 2003,
that “as Malaysia does not support unilateral type CDM projects, this
approval is considered void if this project is found to be a unilateral proj-
ect by the CDM Executive Board™.#

The approval of the DNAs of Annex I countries wishing to buy and of non-
Annex I countries wishing to sell used to be needed at the time of regis-
tration of the project activities to satisfy one of the eligibility requirements
for the project to produce CERs (see section 2.4). At its 18th Meeting in
February 2005, the CDM Executive Board relaxed this requirement so that
the registradon of a project activity can take place without an Annex I coun-
try being involved at the registration stage, as long as its letter of approval
is submitted to the Executive Board “before an Annex I Party acquires CERs
from such a project activity from an account within the CDM registry”. This
is required to allow the CIDM Registry Administrator to transfer the CERs
from the CDM registry to the national registry of the Annex I Party.??
Effectively, this means that the CDM Executive Board has interpreted the
Protocol to the effect that a non-Annex I country can initiate and imple-

2|ahn, M., and others (2003), page 4.

2Fgr Replacement of Fossil Fuel by Palm Kernel Shell Biomass in the Production of
Portland Cement project available at http://cdm.unfccc.int/UserManagement/FileStorage/
F4TF6P35D60XMB21QBUFDgMES18RKO and for Biomass Energy Plant-Lumut project available at
http:/ /edm.unfcec.int/UserManagement/FileStorage/YTLS0ABSOW XCDCGCB8NGFIVECRNS 3.

=Report of 18th Meeting of CDM EB dated 25 February 2005, page 8, para. 57, available at
http:/ Jcdm.unfcee.int/EB/ Meetings/o018/eb18rep.pdF.
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ment 2 CDM project without the involvement of an Annex I counrry. It
can then sell the CERs to Annex [ countries, even after the CERs have been
transferred into its account in the CIDM registry. After it has been agreed
that the CERs will be sold to an Annex I country, a letter of approval by
the DNA of the buyer country must be submitted to the CDM Executive
Board, which will then allow the CERs to be transferred to the buyer.

China clearly accepts the unilateral model as one of the business models
applicable to its CDM projects by providing in its regulations® that:

If no foreign buyer is determined by the time a project is submit-
ted for approval, and in result the price information® requested in
the above term 1 (4) is not available, it must be indicated in the
project document that the emission reductions generated by the
project will be transferred into China’s national account in the CIDM
registry and can only be transferred out with the authorization of
China’s DNA for CDM.

" It is not known at present how long the CERs can stay in the CDM reg-
isiry before they are forwarded to an Annex I country with their DNA’s
letter of approval to participate .in the CDM project. It.is advisable to.fol-
low developments as to whether the CDM Executive Board will ever intro-
duce a time frame for how long CERs may be stored in the CDM registry.

3.8 Government and institutional buyers

Some countries have already signed contracts to purchase project-based car-
bon credits through CDM or JI to fulfil part of their obligations under the
Kyoto Protocol, and the number of countries is increasing, particularly
within the European Union. In addition, some development banks are
financing investment projects aimed at reducing GHGs through the pur-
chase of project-based carbon credits as trustees of funds created for the
purpose, to assist countries and entities which need the carbon credits to
meet a part of their reduction or limitation obligations. Among the various

#Megsures for Operation and Management of Clean Development Mechanism Projects
in China in force as of 12 October 2005, article 15, para. 2, available at http://cdm.ccchina.gov.cn/
english/Newsinfo.asp?Newsid=100.

=t means the price of CERs sold to foreign buyers.

54



Chapter 3 Parties to the contract

government and institutional buyers, the purchase programmes of the
Netherlands and the World Bank are outlined here to illustrate how they
purchase project-based carbon credits,

3.8.1 The Netherlands: CERUPT and ERUPT

The Government of the Netherlands is a pioneer among government buy-
ers, having established a policy of meeting 50 per cent of its total reduc-
tion target domestically and the remaining 50 per cent outside the country
through the procurement of forward carbon credits from CDM or JI proj-
ects. The Government of the Netherlands has chosen to purchase by way
of public tenders from competitive sources. The tender for CERs from
CDM projects is called the Certified Emission Reductions Unit
Procurement Tender (CERUPT) and the tender for ERUs from JI proj-
ects, the Emission Reduction Unit Procurement Tender (ERUPT).
Although CERUPT is managed by the Ministry of Housing, Spatial
Planning and the Environment, and ERUPT by the Ministry of Economic
Affairs, a government agency, Senter Internationaal, has been appointed to
implement the tenders for both ministries. CERUPT and ERUPT are pro-
grammes for the outright purchase of forward carbon credits and do not
envisage equity investment in the projects or invelvement in project for-
mulation or implementation. Thus, they are good examples of the unilat-
eral model discussed earlier.

Both programmes are open to selling offers by any entty of a non-Annex I
country in the case of CDM projects and by any entity of an Annex I coun-
try in the case of JI projects, and they require the written consent from the
host countries stating that they will endorse the projects. Also, at the time
of bidding under the ERUPT programme, the host government is asked to
confirm that it will rransfer issued ERUs to the national registry of the
Netherlands. With the CERUPT programme, the host government is asked
to confirm that it will transfer issued CERs to the Netherlands.

CERUPT has completed the tender for the first commitment period of 2008
to 2012. The Government of the Netherlands has since decided to replace
CERUPT with a new agreement with the World Bank’s International
Finance Corporation (IFC), called the IFC-Netherlands Carbon Facility.
This agreement has been allocated €44 million to procure carbon credits
on behalf of the Netherlands. Following the closure of ERUPT 1 in February
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Table 3.3 Outline of ERUPT and CERUPT

ERUPT 5 CERUPT
Responsible Ministry of Economic Affairs Ministry of Housing, Spatial
ministry Planning and the Environment
Buyer SenterNovem Senter Internationaal
Seller Entity in Annex | countries Entity in non-Annex | countries
Credits Claims on ERUs (also AAUs for CERs
bought early credits)
Host Annex | countries Non-Annex i countries
countries
Minimum 250,000 metri¢ tons CO, 100,000 CERs
quantity equivalent
per seller
Maximum Not indicated in the tender Iindicated in the tender as:
buying price © Renewable energy project
per ERU or (except biomass) - €s.50
CER O Renewable energy project
(biomass) — €4.40
O Energy efficiency improve-
ment - €4.40
©°Others ~ €3.30
Payment © Upon delivery of verification Upon delivery of the CERs,
report leading to claims on advance payment-possible
ERUs or any-verified. emission
reductions
O Advance payment possible
‘up to 50 per cent
Vintage 2008-2012 {plus early credits 2000-2012 (in some cases
before 2008) beyond 2012}
Documents © Letter of endorsement O Letter of endorsement
required (appendix 1 of Terms of {appendix 2 to Terms of
from the Reference) Reference) to render assistance

host country

O Letter of approva! (appendix
6 to Terms of Reference)

for the project

© Letter of approval (appendix
3 to Terms of Reference) to
Tecognize the project as a
CDM project

Sources: ERUPT 5 (10 May 2004) and CERUPT (1 November 2001}
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2001, ERUPT 2 in September 2002, ERUPT 3 in August 2002 and
ERUPT 4 in May 2004, ERUPT 5 was announced in May 2004 for the
purchase of any verified emission reductions generated between 2008 and
2012, as well as for the purchase of early credits generated before 2008.

Other tender-based bilateral programmes also occasionally float tenders to
purchase carbon credits from CDM and/or JI projects. They include the
Austrian JI/CDM Programme, DanishCarbon.dk of Denmark, the Finnish
CDM/]I Pilot Programme and. the Swedish International Climate
Investment Programme. Japan seems to be preparing a similar programme,
with the New Energy and Industrial Development Organization (NEDO)
as its procurement agency, to float a government-funded tender in 2006
worth approximately US$ 100 milizon.

3.8.2 The World Bank: the Prototype Carbon Fund (PCF)

Established in 1999, the PCF is a trust fund created by the World Bank,
together with 23 Governments and companies, 10 procure project-based
emission reductions to meet the obligations of the fund’s contributors and
as a way of learning-by-doing in this emerging carbon market. The PCF
has been a picneer in the project-based carbon credit market and has shared
its valuable experience with those who have followed it into the market.
Unlike ERUPT and CERUPT, the PCF does not call for any public ten-
der in procurement but rather purchases through contracts negotiated indi-
vidually with the sellers of forward emission reductions from both JT and
CDM projects. The term “emission reductions” is used to refer to meas-
urable reductions in emissions of GHGs. The PCF has used this term con-
sistently since it started operations by committing itself to pay for emission
reductions even when it was uncertain whether the Kyoto Protocol would
ever become effective or whether emission reductions could be issued in
the form of CERs or ERUs.

According to the PCF Annual Report 2004, as of 30 September 2004 the
fund had purchased no fewer than 16,618,984 metric tons CO, equivalent
of emission reductions at a total price of US$ 74,330,000, equal to an aver-
age unit price of US$ 4.47 per metric ton CQ, equivalent, through its
Emissicns Reduction Purchase Agreements (ERPAs). The purchase con-
tracts are stipulated between the PCF (on behalf of its fund contributors)
and the project participants of JI or CDM projects.
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Table 3.4 PCF portfolio status: ERPAs signed as of 30 September 2004

Total project
PCF PCF ERPA emission
contract emission reductions
{million reductions  generation
Country Project uss) (10,8} {tC0.e)
Brazil Planter Sequestration and 5.30 1,514,286 10,251,564
Biomass Use
Bulgaria Direct Heating 4.34 1,084,000 1,539,715
Bulgaria Svilosa Biomass 1.58 450,000 1,007,724
Chile Chacabuquito Small Hydro 4.06 1,000,000 2,752,000
Colombia lepirachi Wind Farm 3.20 800,000 1,168,000
Costa Rica Cote Small Hydro 0.60 172,120 .215,138
Costa Rica? Chorotega Wind Farm 0.92 262,660 323,850
Czech Republic CEA Energy Efficiency 2.00 500,000 500,000
Guatemala El Canada Small Hydro 7-50 2,000,000 2,883,600
Hungary Pannongreen Pecs Fuel 5.01 1,193,000 2,645,500
Conversion Project
Indonesia Indocement Sustainable 10.80 L 11,313,017
Cement Production
Latvia Liepaja Solid Waste 2.48 387,933 864,600
Management
Republic of Soil Conservation 4.55 1,300,000 3,215,296
Moldova
Romania Afforestation 3.08 854,985 1,360,183
South Africa Durban Municipal Solid 15.01 3,800,000 8,780,034
Waste
tganda West Nile Electrification 3.90 1, 884,102

Project

1,300,000

Source: PCF 2004 Annual Report (a8 brief description of each project is given in the report but

not included below).

Notes:

a This agreement has been terminated,
b Omitted at the reguest of project sponsor,
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In collaboration with the International Emissions Trading Associaton
{(IETA), the World Bank has launched the Community Development
Carbon Fund {(CDCF) with a capitalization of US$ 128.6 million to pro-
vide carbon financing to the poorest countries and to poor communities in
developing countries, As of July 2005, contributors to the fund have
included the Governments of Austria, Belgium, Canada, Denmark, Finland,
Germany, Italy, Japan, Luxembourg, the Netherlands, Norway, Portugal,
Spain, Sweden and Switzerland, as well as entities in those countries.

On 20 Ocrober 2005, the first ever CERs were issued under the Kyoto
Protocol for two hydroelectric projects in Honduras. One of the two proj-
ects, La Esperanza Hydroelectric Project, was based on the sale of CERs
to the CDCF with funding from the Government of Italy. In addidon to
the PCF and the CDCF, the World Bank operates six other carbon funds:
the BioCarbon Fund (BioCF), the Netherlands® CDM Facility (NCDMF),
the Netherlands’ Eurepean Carbon Facility (NECF), the Italian Carbon
Fund (ICF), the Danish Carbon Fund (DCF) and the Spanish Carbon
Fund (SCF).
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INTRODUCTION

When buying or selling goods such as televisions, it is simple to define those
goods in the contract of purchase or sale. Defining what is to be bought
or sold in Clean Development Mechanism {CIDM) or Joint Implementation
() projects may not be so simple, since the subject of the transaction is
the removal or reduction of greenhouse gas (GHG) emissions. This chap-
ter attempts to put into perspective the issue of what is really being bought
and sold in a transaction involving project-based carbon credits, in an effort
to help the contractual parties define the subject of the contract more
clearly, The first section discusses briefly three different types of contracts:
contracts of sale, contracts to sell and contracts to complete work. This
overview should assist buyers and sellers of carbon credits to ensure that
contracts reflect the intention of each party by recognizing similarities and
differences between the three types of contract. For example, a contract to
buy carbon credits should be distinguished from a contract to produce car-
bon credits, even though both contracts envisage the delivery of carbon
credits from one contractual party to the other.

The chapter then discusses the fact that the benefits derived from owning
the carbon credits are important and, for most buyers, are the deciding rea-
sons for the contract, Therefore, what is acruaily being purchased or sold
should be defined clearly. The section also touches upon the unique char-
acteristic of carbon credits being intangible, which makes it impossible to
protect an owner’s interest in the credits through physicai possession. The
Marrakesh Accords state that the Kyoto Protocol has not created or
bestowed any right, title or entitlement to emissions of any kind and thus
raises the following questions: “What is an AAU?” and “What is a carbon
credit?” The legal nature of carbon credits is also discussed in this section.

The last two sections deal with the quanttative aspects of carbon credits
as they pertain to the contents of the contract, such as the volume and time
frame for awarding the credits, the common units of carbon dioxide equiv-
alent {CO,e} to be applied to different GHGs, global warming potentials
(GWPs) and so forth.
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4.1 Subject of the contract

4.1.1 Sale and contract to sell

As a genera) guiding principle, there may be a distinction between a sale
and a contract 1o sell, depending upon the law applicable to a paﬁicular
contract. A sale is an agreement whereby, in consideration of payment of
the price, a seller transfers the ownership of goods to a buyer on the date
the agreement is made and regardless of who possesses the goods, unless
otherwise agreed. For the goods to be the subject of an immediate sale,
they must exist at the time of the contract.

On the other hand, a contract to sell is an agreement whereby, in consid-
eration of payment of the price, a seller agrees to transfer the ownership of
goods to a buyer at some agreed time in.the future. .Any coniract pur-
porting to sell future goods, defined as goods a seller does not own at the
time of the contract but which the seller expects to acquire in the future
by purchase, generation or manufacrure, is a contract to sell. Under a con-
tract to sell, the ownership of goods does not simply pass to a buyer when
the goods come into existence: the seller and the buyer must agree when
there will be a transfer of ownership and this understanding should be set
out clearly in the contract. The risk of loss is generally borne by the owner.

If it is not clearly understood when the ownership passes from the seller to

the buyer, a dispute may arise as to who is responsible for any loss or dam-
age of the goods. “Whether or not the carbon credits are.analogous 10 goods
is an issue that has to be determined pursuant to the governing laws, Neither
the Kyoto Protocol nor the Marrakesh Accords provides any clear indica-
tion in this regard.

4.1.2 Contract to sell and contract to complete work

A contract to complete certain work must be distinguished from a con-
tract to sell because its legal implication may be different depending on
the laws that govern such contracts. The first is a contract to complete
certain work to produce something for the other party, whereas the sce-
ond is a contract to sell something in the future. The end product a party
intends to receive may be the same but the nature of the contract can be
different. Even where a contract for completion of work includes the sup-
ply of tangible goods, the contract can be considered to be a contract for
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work, not a contract of sale. For example, the repair of a factory machine
is obviously not a sale even though new machine parts are supplied. A
contract to sell or buy project-based carbon credits to be generated and
issued at a future date may be different, in terms of the legal ramifications
and/or applicable taxes, from a contract for work where a party agrees to
generate the project-based carbon credits for the other party. In general,
different laws apply to these two different types of contracts, thus affect-
ing the legal rights and liabilities of each party. The parties to a carbon
credit transaction should make a careful decision as to their intention, as
well as an analysis of the associated rights and liabilities. Their negotia-
gdon should be based upon their intention and the contract will be drafted
accordingly.

4.2 Carbon credits

This section aims to assist potential buyers and sellers of project-based car-
bon credits to define exactly what they wish to buy or sell, a critical part
of the agreement,

4.2.1 Definition of carbon credits to be bought and sold

As seen in chapter 1, buyers mainly purchase carbon credits to fulfil their
obligations under the Kyoto Protocol. It is not the carbon credits them-
selves that the buyers are seeking but, rather, the benefits created and
attached to these credits by the Kyoto Protocol. Against this background,
at least the following have to be considered in defining in the contract what
is being purchased to ensure delivery of what the buyer really wants to
acquire:

Firstly, the carbon credits must be issued in compliance with the require-
ments of the Protocol and its subsequent decisions, otherwise a reduction
in GHG emissions cannot be used to meet the Kyoto obligations.
Therefore, it is prudent to avoid generic terms such as emission reduc-
tions, allowances, carbon offsets or carbon credits in the contract and to
refer, instead, to speciﬁc names and the source of the definition. For exam-
ple, the contract should refer to: Certified Emission Reduction (CER) or
Emission Reduction Unit (ERU) as defined in the Kyoto Protocol and its
subsequent decisions.
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Secondly, it is “all rights, title and interest in and to the CERs” (or ERUs,
as the case may be) that the buyer really wishes to have “sold, transferred,
assigned and conveyed”. The quality of the rights, title and interest is dis-
cussed in section 4.2.2.

Thirdly, the CERs or ERUs purchased must be held in the buyer’s account
in the national registry of its country, Only if this is the case will the buyer
be able to use the CERs and ERUs at its disposal to meet its Kyoto obli-
gations. Thus, the contract must provide for the credits to be effectvely
transferred to the buyer’s account in the registry. The delivery aspects of
carbon credits are discussed in chapter 6.

4.2.2 Third party claims, security or lien

No buyer of property wishes to have his or her enjoyment of the property
disturbed by third parties claiming that the property either actually belongs
to them or that the third party has security rights over the property which
are or could be in.contradiction with the new owner’s possession or own-
ership of the property. Buyers and sellers of carbon credits would also like
to do without such disturbances, but unfortunately a system to document
the title or ownership of Kyoto units to avoid these kinds of competing
claims is not yet in place. Moreover, there is no registry to document third
party security rights, neither at the international level under the Kyoto
Protocol nor at the country level, and there is no indication that the coun-
tries intend to devise such a system. Thus, buyers can only insist on sell-
ers providing a warranty stating that they are — or have the right to be —
the genuine and sole owners of the carbon credits and that they are free
of any security interests or liens that could be claimed by third parties,
Thus, the contract could state, for example, that the CERs purchased shail
be “free of any security interest and/or lien” and can include such terms
as encumbrance, obstruction, burden, limitation, present litigation, obvi-
ous defect, doubt concerning validity and so forth, as appropriate. Of
course, the warranty will only provide a right to claim for damages if it is
breached, as it is only a promise by one of the contractual parties. For the
buyer, it cannot give as much comfort as a publicly accessible ritle regis-
ter but the buyer may not be able to expect anything more at present.
Chapter 6 deals with this issue in connection with registries under the
Kyoto Protocol.
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4.2.3 The legal nature of carbon credits

In general terms, carbon credits are awarded in recognition of the fact that
a certain quantity of GHG emissions has been reduced or that GHGs have
been removed under certain circumstances. They have been designed to serve
as units to account for compliance or non-compliance of the Kyoto obliga-
tions. Carbon credits are not physical goods, but rather electronic units held
in the national registries and in the CDM registry {see chapter 6). Neither
the Protocol nor the Marrakesh Accords envisages any paper evidence of own-
ership of carbon credits, which are intangible and, by definition, transferable,

Naturally, the question arises as to what is the legal nature of carbon cred-
its under the Protocol. Neither the Kyoto Protocol nor the Marrakesh
Accords addresses the question of the legal nature of the four Kyoto units,
Nonetheless, the Accords make it clear that “the Kyoto Protocol has not
created or bestowed any right, title or entitlement to emissions of any kind
on Parties included in Annex I”.! UNFCCC’s brochure entitled Caring for
Climate® states that “concerns have been voiced that the mechanisms ...
could confer a ‘right to emit’ on Annex I Parties ... The Marrakesh Accords
sought to dispel such fear, asserting that the Protocol creates no ‘right, title
or entitlement’ to emit.” The Protocol, the Accords and the brochure are
all silent and do not provide a clear answer to the question on the legal
nature of carbon credits.

An emission permit sounds analogous to a license (such as a fisheries or
broadcasting license), in that it requires the permission of governmental
authorities to legalize a particular act by exercising a certain privilege. A
fisheries license characteristically involves the allocation of a quota, a catch
limitation, fixed total allowable catches, a catch-ration and so forth to man-
age fish resources and/or to provide protection to endangered species.
Likewise, a broadcasting license involves the allocation of the right to broad-
cast at a particular frequency. However, as sean above, the Accords clearly
deny the creation of any right, title or entitlement.

Qutside of the Kyoto framework, there are at least two instances of emis-
sions trading already in place that provide some reference in this regard.

'MA Declision 15/CP.7 (addendum, volume |l, page 3, Preamble).
2UNFCCC (2003), page 19.
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One of them is the United States Clean Air Act {(CAA) as amended in 1990,
Title TV, section 403 () of the CAA on sulphur dioxide emissions states
that; *An allowance allocated under this title is g limited authorization to
emit sulphur dioxide in accordance with the provisions of this utde. Such
allowance does not constitute a property right.” Gehring and Streck,’ on the
other hand, argue that: “Although the characterization of an allowance as a
property right is excluded from the CAA, these still have many elements of
a property right. Allowances might even be characterized as de facto prop-
erty rights between private parties, though not vis-a-vis governments.”

The other instance is the European Union Emissions Trading Scheme (EU
ETS) based on EU Directive 2003/87/EC. The EU ETS defines an
allowance as a transferable allowance to emit one ton of CQO, equivalent
and allowances are allocated by member States to emitters. Emitters may
not emit more GHGs than the allowances they hold without attracting
penalties. However, the EU ETS has also left it up to its member States
to determine the legal nature of allowances and how to treat them fiscally
in its territory. The European Environment Agency (EEA) has consolidated
responses from the member States to EEA questionnaires on the legal
nature and fiscal treatment of allowances, and reports:*

O For the purpose of ‘accounting, allowances are regarded as {intan-
gible) assets in several Member States. Moreover, in Italy and the
United Kingdom, emissions are regarded as liabilities,

O For the purpose of financial legislaton, some Member States con-
sider allowances to be commodities which do not fall under the respon-
sibility of the Financial Services Authority (FSA). Futures or other
derivatives of these commodities are, however, regarded as financial
instruments and their transactions are supervised by the FSA. In other
Member States, the allowance itself is considered to be a financial
instrument.

Thus, the present answer to the question as to the legal nature of carbon
credits under the Kyote Protocol appears to vary depending on the laws
governing each contract. Perhaps definite answers to the question will only

3Gehring, M.W. and C. Streck (2005), pages 10 and 224.
*European Environment Agency (2008}, page 38.
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be provided by laws that may be passed in the future or by the future set-
tlement of trading disputes.

Regarding the creation of the four Kyoto units, there is an obvious differ-
ence between the AAU, which is granted or assigned, and the other three
units — the RMU, the CER and the ERU — which are all earned as recog-
nition of an achieved reduction or removal. However, once they have been
issued, they are transferable or fungible among themselves. Each is to be
treated as the equivalent of any other unit in the emissions reducton or
limitation compliance scheme despite the difference in how they came into
existence. Whether this difference has an effect on the legal nature of these
units is another issue.

4.3 Crediting period

The crediting period is the peried within which carbon credits are issued
in accordance with the provisions of the Kyoto Protocol and its subsequent
decisions and does not necessarily correspond to the life of a project. It
should also be noted that the crediting period is different from the com-
mitment period. Annex I countries have legal obligations to reduce or limit
their GHG emissions during the first commitment period from 1 January
2008 to 31 December 2012, but they do not yet have any quantified com-
mitments beyond that period. Negotiations have just started among the
Parties and nothing conclusive has been decided with regard to their tar-
geted obligations after 2012. The demand for carbon credits after 2012
depends very much upon any decision made by the Parties to the Protocol
on any subsequent commitment period. The crediting periods of CERs and
ERUs are different, as set out below.

4.3.1 Crediting period of CERs

The crediting periocd of CERs gained from afforestation and reforestation
(AR) CDM projects to enhance GHG removals by sinks is very different
from that of CERs gained from CDM projects to reduce GHG emissions
at source. This section focuses on projects that reduce emissions at source
and does not apply to AR CDM projects for removal by sinks.”

sFor the crediting period far AR projects, see FCCC/CP/2003/6/Add.2, page 21, para. 23, avail-
able at http://unfcec.int/resource/docs/copg/o6acz.pdftpage=3.
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Starting date

In principle, CERs will only be issued for a crediting period after the
CDM project has been registered, provided always that reductions are
verified and certified by the Designated Operating Entity (DOE). This
means that registration is a prerequisite and that credits cannot be issued
retroactively for the period before the date of registration. However, an
exception has been made to encourage the early start of CDM activities
and CERs can now be requested for the period prior to registration under
certain conditions (see section 2.4.2). Once registered, the crediting period
for such project activities may start prior to the date of registration but
in no case earlier than 1 January 2000.% According to the Glossary of CDM

7 4

Terms,” “a project activity is a measure, operation or action that aims at
reducing greenhouse gas ((GHG) emissions”, The Kyoto Protocel and the
CDM modalities and procedures use the term “project activity” as
opposed 1o “project”. A project activity could, therefore, be identical with
or a component or aspect of a project undertaken or planned. Project
participants may choose the starting date of the crediting period provided
it falls after the first emission reductions have been achieved by the CDM

activity.

Length of crediting period

The Marrakesh Accords set out the length of the crediting period so that
project participants may choose between two possible crediting periods:® a
fixed crediting period or a renewable crediting period.

The fixed crediting period lasts a maximum of 10Q years with no possibil-
ity of renewal. The renewable crediting period, on the other hand,.lasts a
maximum of seven years and may be renewed twice provided that, for each
renewal, a DOE determines and informs the CDM Ezxecutive Board that
the original project baseline is stll valid or has been updated, taking account
of the new data where applicable.

SMA Decision 17/CP.7 (Addendum, Volume |, page 23, paras. 12-13). For CDM afforestation
ant reforestation project activities, see chapter 2, footnote 20,

in Guidelines for Completing the Project Design Document [(COM-PDD} and the Proposed
New Baseline and Monitoring Methodologies (CDM-NM) Version o5 available at hitp://cdm,unfc-
cc.int/Reference/Documents/copy_of Guide1_Pdd/English/
Guidleines_ COMPDD_NM.pdf,

3MA Decision 17/CP.7 {(Addendum, Volume I, page 37, para. 49).
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As iltustrated in figure 4.1, during the fixed crediting period of 10 years,
the project participants can expect to gain the quantity of CERs shown in
area A. Under a renewable crediting period of no more than 21 years, the
participants may expect to gain the quantity of CERs shown in areas B, C
and D provided the DOE verifies the validity of the original baseline every
seven years. In fact, at the time of renewal, it is possible that the original
baseline has been updated based on new available data covering the sub-
sequent seven-year periods. There is no guarantee of a successful renewal.
The choice of the crediting period type and of the starting date of the cred-
iting period must be fixed in the PDD before registration. Thus, a choice
should be made once the advantages and disadvantages of each option have
been taken into account and on the basis of the particular situation of the
parties to the contract. It would be prudent for the contractual parties to

Figure 4.1 Choice of crediting period under CDM

Fixed Crediting Period:

Baseline

Starting date

i i i Actual emissions

2000 2008 2010 2012

Renewable Crediting Period:

Baseline

B8 i C i D

\ i Actual emissibns

Starting date

2000 2007 2008 2012 2014 2021

Assumption: The first emission reduction is achieved in the year 2000 and the
project participants choose the date of the first reduction as the starting date
of crediting period.
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provide in the contract for siruations where the renewal of the crediting
period results in changes to the baseline, which in turn means a significant
change in the volume of CERs to be delivered.

4.3.2 Crediting period of ERUs

For JI projects that generate ERUs, the crediting period starts on 1 January
2008. However, in contrast to that of CERs, the length of the crediting
period of ERUs is not actually mentioned anywhere in the Marrakesh
Accords. Given this absence, it is assumed that the creciiting period is the
same as the first commitment period of 2008-2012.

As illustrated in figure 4.'2, the project life and crediting period are differ-
ent. Even though the project achieves GHG emission reductions during the
entire project life from 2003 to the end in 2016, ERUs are to be issued only
for the five-year crediting period from 2008 to 2012. Should the project end
in 2010 instead of in 2016, however, it is clear that ERUs will be issued for
only three years: from 2008 1o 2010 and not beyond to the end of the cred-
iting period in 2012, Thus, -the parties to a contract must clearly undersrand
the crediting period and avoid committing to sell more than is possible. As

Figure 4.2 Crediting period and ERUs
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72



Chapter 4 Subject of the contract and quantity

to the period before 2008, it is argued that ERUs equivalent to area C in
figure 4.2 could be issued, provided the host country agrees. The argument
arises from a lack of clarity in the Marrakesh Accords, which do not state
explicitly whether emission reductions achieved only after 1 January 2008
can tesult in ERUs or those achieved in compliance with the Protocol
between 2000 and 2008 can also be awarded but issuance of ERUs must
be suspended until 2008. The relevant part of the Accords states: “The proj-
ects starting as of the year 2000 may be eligible as [Joint Implementation]
projects if they meet the requirements of the guidelines for [Joint
Implementation] as set out in the annex below and that ERUs shall only be
issued for a crediting period starting after the beginning of the year 2008”°

Reductions generated before 2008 and concerning which there is uncer-
tainty as to whether they may or may not be issued as ERUs only after
1 January 2008, are called “carly credits”. Parties interested in obtaining
early credits should approach both Annex I countries — the host and the
investor countries — involved in the JI projects to discover whether issuance
is possible or not.

In this regard, the bilateral Memorandum on Cooperation'® under the Kyoto
Protocol between the Governments of Japan and Bulgaria dated 20
December 2005 states in item 4 that Bulgaria will recognize emission redic-
tions generated before 2008 by JI projects in the form of AAUs during the
period 2008-2012 and will transfer the AAUs to the relevant accounts in
Japan’s national registry in accordance with the ¢ontracts between the proj-
ect participants of the two countries on the basis of Emissions Trading (ET)
as defined in article 17 of the Protocol. It is interesting to note that the
emission reductions achieved by eligible JI projects in Bulgaria before 2008
will be awarded AAUs and transferred under the ET scheme rather than
under the JI scheme.

4.3.3 Vintage and banking

The term “vintage” refers to the year in which GHG emission reductions
are achieved. It is important because it indicates whether they meet any
time-related requirements of the buyers of carbon credits. For example,

?MA Decision/CP.7 (Addendum, Volume I, page 6, Preamble).
*Press release of 20 December 2005 by the Ministry of the Environment of Japan, available
at hitp:/ /www.env.go.jp/press/file_view.php3?serial=7518&hou_id=667s5.
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under the Kyoto Protocol regime, GHG reductions of 1999 vintage are not
eligible as carbon credits because, even though CDM allows the issnance
of CERs before the start of the first commitment period in 2008, the CDM
crediting period does not start before 1 January 2000, In contrast, GHG
reductions of 2004 vintage, for example, may attract buyers because, pro-
vided the relevant procedures under the Protocol have been met, these
reductions may be issued as CERs. The term vintage is not used in the
Protocol nor in the Marrakesh Accords but is widely used in the business.

The term “banking” refers to the idea of saving extra Kyoto units from the
first commitment period (2008-2012) for use in subsequent commitment
periods. Article 3, paragraph 13, of the Kyoto Protocol states: “If the emis-
sions of a Party included in Annex I in a commitment period are less than
its assigned amount under this Article, the difference shall, on request of
that Party, be added to the assigned amount for that Party for subsequent
commitment periods”. In official UNFCCC documents, the term “carry-
over” is often used. There are certain limitations to carry-over, described
in section 4.3.4.

4.3.4 Limitations

Under the Kyoto Protocol, there are certain guantitative limitations, appli-
cable only at the country level and not at the entity level, on the genera-
tion of CERs from Land Use, Land Use Change and Forestry (LULUCEF)
projects and the carry-over or banking of the Kyoto units, It is up to each
Annex I country to decide how these provisions in the Kyoto Protocol are
managed within the country and the extent of limitations imposed upon
the business community. Since these limitations may affect the entities hold-
ing Kyoto units and must, therefore be taken into account when trading,
it may be advisable for entities to consult with the relevant administrative
-authorities about any possible restrictions.

Limitations on CERs from Land Use, Land Use Change and Forestry
(LULUCF) projects

Under CDM, the eligibility of LULUCE project activities is limited to
afforestation and reforestation.” “Afforestation” means the direct human-
induced conversion of land that has not been forested for a period of at

MA Decision 17/CP.7 (Addendum, Volume W, page 22, para. 7 (a)).
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least 50 years to forested land through planting, seeding and/or the human-
induced promotion of natural seed sources.’? “Reforestation” means the
direct human-induced conversion of non-forested land to forested land
through planting, seeding and/or the human-induced promotion of natural
seed sources, on land that was forested but that has been converted to non-
forested land.?? For the first commitment period, reforestation activities will
be limited to the reforestation of those lands that did not contain forest on
31 December 1989."* For additions to a country’s assigned amount, tem-
porary CERs (t~-CERs) and long-termt CERs (I-CERs) generated by such
project activities may not make up more than 1 per cent of the base year
emissions of the particular Party, times five (i.e. 5 per cent = 1 per cent
X 5 years) for the first commitment period of 2008-2012.'% Obvicusly, any
activity that removes GHGs by sink in excess of the limit will not result in
the issuance of CERs.

Limitation on carry-over beyond the first commitment period

An Annex I country may carry over to the subsequent commitment period
any CERs held in its national registry which have neither been retired for
that commitment period nor cancelled, to a maximum of 2.5 per cent of
the assigned amount under article 3, paragraphs 7 and 8. The t-CERs
and 1-CERs cannot be carried over,

For AAUs, ERUs and RMUs, the rules'? are:

(a) Any AAUs may be carried over.
{b) No RMUs may be carried over,

{c) Of ERUs not converted from RMUs, only up to 2.5 per cent of the
assigned amount may be carried over.

The differences in the ability of units to be carried over may affect their
price when traded.

2MA Decision 11/CP.7 (Addendum, Volume |, page 58, para. 1 (b)).
SMA Decision 11/CP.7 (Addendum, Volume |, page 58, para. 1 (0)).
4bid.

“MA Decision 17/CP.7 {(Addendum, Volume II, page 22, para. 7 (b)).
1A Decision 16/CP.7 (Addendum, Volume 1, page 61, para. 15 (b)).
7MA Decision 19/CP.7 {Addendum, Volume I, page 61, paras. 15~16).
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4.4 Quantity
4.4.1 GHG and global warming potential (GWP)

The global warming potential (GWP) is the factor that compares the relative
contribution of each GHG to the global warming effect with carbon dioxide
(CQ,) as the reference gas. By definition, the GWP of CQ, is 1, whereas the
GWP of methane (CH,) is 21, according to the Second Assesssment Repore of
the Intergovernmental Panel on Climate Change (IPCC). This means that
the emisgion of one metric ton of methane is 21 times worse in global warm-
ing terms than the emission of one ton of CO,. In terms of mitigating global
warming, the reduction of one metric ton of methane emissions is equal to
the reduction of 21 metric tons of carbon dioxide emissions.

Decision 2/CP.3, taken at COP3 in 1997, confirmed that the GWP values
to be used for the first commitment period, from 2008 to 2012, should be
those provided by the Second Assessment Report by the IPCC (¥1995 IPCC
GWT Values™) based on the effects of GHGs over a 100-year period, tak-
ing into account the inherent and complicated uncertainties involved in
global warming potential estimates.'®

Table 4.1 1995 IPCC GWP values”

GHG . Chemical symbol Global warming potential (GWP)
Carbon dioxide Co, 1
Methane CH, 21
Nitrous oxide . NO 310
Hydrofluorocarbons HFC-23 11,700
HFC-125 2,800
HFC-134a 1,300
HFC-152a 140
Perﬁuorocafbons CF, {perfluoromethane) 6,500
C,F, {perfluoroethane) 9,200
Sulphur hexafluoride SF, 23,900

#Kyoto Protocol, article 5(3) and Decision 2/CP.3 of UNFCCC official documents (FCCC/CP/
1997/7/Add.1, page 31, Preamble}.
»This is a partial list based on IPCC (1996), page 121.
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The GWP may be revised and updated in line with the latest scientific
advances. In fact, the GWDPs of several gases have been revised and were
published in the IPCC Third Assessment Report. For example, the GWP of
methane is now 23, not 21 as stated in the Second Assessment Report. As
long as CERs and other carbon credits are bought and sold for the pur-
pose of compliance during the first commitment period, it is suggested that
reference continue to be made to the 1995 [PCC GWP values and that
this be specified in the contract. Otherwise, confusion may arise due to the
continuous revision of GWP values,

4.4.2 CO, equivalent and carbon equivalent

The units issued under the Kyoto Protocol and the Marrakesh Accords as
a means of recognizing the reduction of GHGs by way of emission reduc-
tions or sequestration — ERUs, CERs and RMUs — are each equal to one
metric ton of CO, equivalent. Thus, the terms ERU and CER can be used
to express the volume of carbon credits bought and soild in a contract,
depending on whether it is JI or CDM that generates the carbon credits.
The volume of carbon credits traded in CDM projects may be expressed,
for example, as “100,000 CERs as defined in the Marrakesh Accords” or,
alternatively, as “CERs as defined in the Marrakesh Accords in the volume
of 100,000 metric tons CQ, equivalent”,

CERUPT of the Government of the Netherlands uses CERs as units in the
terms of reference of its tender documents. Clause 2.2 (on the nature and
amount of the delivery) states:

A CER or Certified Emission Reduction Unit is a unit pursuant to
article 12 of the Kyoto Protocol and requirermnents thereunder, and is
equal 1o 1,000 kg CO, equivalent, calculated using global warming
potential defined by Decision 2/CP.3 or as subsequently revised in
accordance with article 5 of the Kyoto Protocol... Through CERUPT
2001, the Netherlands intends to purchase at least 3 million CERs.%

It is possible to achieve the reduction of various GHGs, depending upon
the particular project, but in all cases the volume of reductions must be

=Article 5 of the Kyoto Protocol refers specifically to the IPCC for the calculation of GWP
(see section 4.4.1).
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converted into the volume of CQO, equivalent, using the GWP. The corre-
sponding volume of carbon credits will be issued in the form of ERUs or
CERs. For example, the quantity of CERs to be issued from a CIDM proj-
ect which has effectively reduced 1 metric ton of methane is 21, or CERs
in the quantity of 21 merric tons CO, equivalent.

Occasionally, the term “carbon equivalent” is used as the unit of measure-
ment instead of “carbon dioxide equivalent”. Carbon dioxide equivalent and
carbon equivalent are not the same. The conversion factor is the fraction rep-
resented by the atomic weights of carbon and carbon dioxide {12/44) which
should be multiplied by the amount of carbon dioxide equivalent int order to
arrive at the equivalent amount of carbon equivalent. Thus, 1 metric ton CO,
equivalent X 12/44 = about 0.27 metric tons carbon equivalent, while 1 met-
ric ton carbon equivalent X 44/12 = about 3.67 metric tons CO, equivalent,

4.4.3 Denomination of units

One CER or ERU is, by definition, equal to 1 metric ton CO, equivalent
of GHG emission reductions. It is .convenient 10 denominate unit prices
using the same unit as the CER or ERU so that, for example, ) metric ton
CO, eqhivalent is worth US$ 5. Alternatively, the price can be expressed
as US§ 5 per CER.

The parties to a contract should avoid using different measurement units when
denominating the unit price. While one CER or ERU is equal to 1 metric
ton CO, equivalent, confusion will arise if the price is quoted using 2 differ-
ent unit of measurement, for example, US$ 5 per long ton CO, equivalent.

While 1 metric ton is equal to 1,000 kg or 2,204.6 lbs, in the United
Kingdom it is usual to use 1 long (gross) ton or imperial ton, which is
equal to 1,016 kg or 2,240 Ibs, whereas in the United States of America
one short (het) ton, equal to 907 kg or 2,000 lbs, is often used.

Thus, the actual price will differ depending on whether the price is US§ 1
per metric ton or US$ 1 per long ton or US$ 1 per short ton. An offer to
buy 2t UIS$ 1 per short ton is acmally the same as offering to buy at US$
1.10 per metric ton; the offer of US$ 1 per short ton is based on an amount
of 807 kg and, if converted to a price per 1,000 kg or metric ton, then it
is worth US$% 1.10.
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INTRODUCTION

One of the most important aspects of a contract, if not the most important,
is the agreement between the parties as to when and how much is to be
paid. The first part of this chapter deals with the major factors that influ-
ence the process of arriving at an acceptable price for the carbon credits
including the risk that the buyer will not receive the carbon credits on time
and in the quantty agreed. Then, the chapter identifies the costs that will
almost certainly be associated with a transaction, such as the fee for the serv-
ices of the Designated Operating Entity (DOE). Once these costs have been
identified, the parties to the contract can discuss and establish a clear and
mutual understanding of who should be responsible for which costs. A “unit
price contract” is introduced to illustrate a type of contract that allows for
the final quantity to vary from the quantity agreed upon initially.

The next major subject of this chapter is the terms of payment. Buyers and
sellers have a conflicting interest as to when the price should be paid: sellers
need to be certain the price will be paid and they generally wish to receive
payment as early as possible, while buyers need to be certain that the cat-
bon credits will be delivered and they generally wish 1o ﬁay the price as late
as possible. To help the parties strike a compromise, the issues of advance
payment and of security for the refund of advance payments are discussed.

Finally, the chapter examines the tax situation, as well as accounting treat-
ments of carbon credits upon production, sale, purchase, resale, holding or
retirement. Depending on how the transaction involving carbon credits is
structured, it may be subject to various types of taxaton and these taxes
are likely to constitute a cost to either the seller or the buyer.

5.1 Price

5.1.1 Factors influencing price

In the context of a contract to sell or buy carbon credits to be created in
the future, the price to be agreed by the parties to the contract will be
influenced by one or more of the following factors, although this is not an
exhaustive list:
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Buyer’s break-even point

If the buyer is an entity that has an obligation to reduce greenhouse gas
(GHG) emissions and that is seeking to purchase carbon credits as a less
costly way of meeting its obligations than having to reduce emissions in its
own country, then the entity will not pay more for carbon credits than it
would cost to carry out the reduction, taking into account all associated
costs and risks.

Seller’s cost and the viability of the investment project

The cost of producing carbon credits will be determined by a number of
factors, including the type and size of the project, the technology used, the
baseline emissions level, the crediting period, etc. and will vary from proj-
ect to project. The seller naturally wishes to sell the carbon credits at a
price that is higher than the production costs. Also, if the decision to invest
in a specific Clean Development Mechanism (CDM) or Joint Imple-
mentation (JI) project depends solely on the successful sale of carbon
_credits at a particular price, then the seller will naturally try -to -obtain at
least that price,

Market factors

During the negotiation of a contract, the carbon credit market cannot be
ignored. Both the prevailing market, as well as the perceived future mar-
ket, will provide a reference to be taken into consideration in the negotia-
tion of the price. Thus, it is important to pay due ‘attention to market
trends. Market information may be collected from various sources such as
brokers, the Internet, etc. However, it is always important to consider mat-
ters, including the time of delivery, the transaction costs, the cost of any
financing, payment terms and the risks involved, to arrive at an effective
comparison with the prevailing market price.

Parties to the contract

The competence and creditworthiness of the parties to the contract, both
buyers and sellers, are also important, especially since it may take' years,
once the contract has been finalized, before the plant or facilities are con-
structed and all the carbon credits are delivered. The price may also be
influenced by the capabilities of the seller and/or of the seller’s contractors
to effectively manage the project and to construct the plant or facilities that
are to achieve reductions in the emission of GHGs.
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Transaction costs

There are certain inevitable costs and expenses that arise from following
the procedures required under CDM or JI, such as the costs of engaging
a DOE for a CDM project or an Accredited Independent Entity (AIE) for
a JI project (see section 5.1.2).

Terms and conditions of the contract

The agreement of the parties to the contract on the price will also reflect
the burdens imposed on each party by the terms and conditions of the con-
tract. If these impose a greater possible liability upon the seller, the seller
will only be prepared to accept such onerous terms and conditons if the
price is attractive enough, By the same token, if the buyer believes it bears
the greater possible liability, it may be able to insist that its acceptance is
dependent upon the price being low enough to make its agreement to the
contract economically worthwhile,

Risks

In a contract where the parties propose to sell and buy carbon credits that
will be generated and delivered in the future, the buyer may be reluctant
to enter into such a contract, and/or unwilling to pay a good price, if the
project involves a significant degree of uncertainty of actually receiving the
carbon credits on time and in the quantity agreed upon. Depending on the
type and location of the project, it can easily take three or more years after
the investment decision has been taken before the plant or facilities have
been constructed and commissioned. As pointed out previously, in most
cases, GHG emission reductions or GHG removals can start to accrue only
after investment has been made in the plant or facilities and these have
become operational and/or forests have grown to the required extent.
Throughout the phases of planning, construction and operation, anything
could happen to the project that may affect achievement and delivery of
the carbon credits and, generally, the longer the time span, the more risks
are involved. Examples of risks are set out in chapter 8, together with a
discussion of defaults and remedies. Thus, all other factors being equal, the
price of carbon credits of a vintage further into the future could involve
more risks than carbon credits of an earlier vintage and this factor may be
reflected in the price.
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5.1.2 What is included and what is not included in the price

As with any contract, it is important to make it very clear which party is
responsible for which obligations, what is included in the price and what
is not. This applies just as much to the sale and as to the purchase of for-
ward carbon credits.

A contract to sell or buy forward carbon credits may, for example, simply
set out that the buyer is only responsible for paying the agreed price and
nothing else, while the seller is responsible for all and any costs and expenses
until the forward carbon credits have been transferred to the buyer’s account
in its national registry. However, even in such cases, the parties to the con-
tract may wish to refer to certain items to clarify what is included and what
is not included in the price. Although by no means exhaustive, below is a
list of some associated costs and certain expenses particular to CDM and
jI projects.

Cost of the Designated Operating Entity (DOE) or Accredited
Independent Entity (AIE)

As we have already seen in the CDM project cycle in chapter 2, the DOE
provides critical services in the validation, registration, verification and cer-
tification’ of a CDM project. Either party to a contract can contract a DOE.
Whereas it is specifically allowed in the project cycle of small-scale projects
that the same DOE may carry out both the validation and the verification
and certification, for the common type of CDM projects, two different
DOEs should carry out these functions, unless the Executive Board allows
otherwise.? Certainly, the use of two different DOEs should avoid any con-
flicts of interest. The contract must clarify which party — the seller or the
buyer — is responsible for appointing the DOEs and for paying the fees.

Under JI, track one is available only when the host country has complied
with all the required eligibility criteria and can, therefore, rely on simpli-
fied procedures for the issuance of Emission Reduction Units (ERUs).
Track two must be followed whenever the host country has not tulfilled all
the required eligibility criteria; in this case, emission reductions must be
verified in a similar way to Certified Emission Reduction units (CERs) in

Decision 21/CP.8 (FCCC/CP/2002/7/Add.3 Original: English, page 22, para. 20).
*MA Decision 17/CP.7 (Addendum, Volume M, page 32, para. 27 (e}).
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a CDM project, this time by an AIE accredited by the Joint Implementation
Supervisory Committee under article 6 of the Protocol. This extra cost must
be taken into account by the parties. The AIE or DOE(s) should be asked
to provide an estimate for services rendered.

Registration fee for CDM projects?

A registration fee is payable to the CDM Executive Board by the project
participants at the time of application for registration of the proposed CDM
project in accordance with the formula below.

(Registradon Fee) = (up to first 15,000 metric tons CO, eqguivalent
of expected average annual CERs over its crediting period) X US$
0.10 per CER + (expected average annual CERs over its crediting
period in excess of 15,000 metric tons CO, equivalent) X US$§ 0.20
per CER.

No registration fee has to be paid, however, if the expected average annual
CERs over its crediting period is less than 15,000 metric tons CO, equiv-
alent. Even when a registration fee does have to paid, it is never more
than US$ 350,000, If an activity is not successfully registered, any regis-
tration fee in excess of US$ 30,000 is reimbursed. Before 1 March 2006,
when it came into force, the registration fee was charged in accordance
with annex 5 to the report of the 6th Meeting of the CDM Executive
Board of 24 October 2002. However, the registration fee is, in fact, an
advance payment of the share of proceeds for administration expenses
payable at the time of issuance of the CERs, from which the registration
fee is deducted.

Share of proceeds (SOP)

Under CDM, once the CERs have been issued into the pending account
in the CDM registry, they are subject to the collection of certain levies,
known as share of proceeds {(SOP). There are two types of SOPs, as set
out below. This means that the quantity of CERs issued is different from
the quantity of CERs that will be available for allocation among parties
entitlted to them. Thus, the contract should specify whether the seller or
the buyer should bear these levies.

3Report of 23rd Meeting of CDM Executive Board dated 24 February 2006, para. 91 and
annex 3s.
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The levy of a share of the proceeds is specific to CDM. At the time of the
Marrakesh Accords, ERUs to be issued under JI were not subject to any
deduction for such proceeds. However, it is possible that similar charges
may be introduced in the future for these procedures as well.

{a) Share of proceeds for administrative expenses

This SOP is collected by the CDM Executive Board to cover the adminis-
trative expenses of the entire CDM system. The COP/MOP 1 decided® in
December 2005 that the SOP in this regard shall be calculated as follows:

() US$ 0.10 per CER issued for the first 15,000 metric tons of CO,
equivalent for which issuance is requested in a given calendar year, plus

(i) US$ 0.20 per CER issued for any amount in excess of 15,000 met-
ric tons of CO, equivalent for which issuance is requested in a given
calendar year.

This decision was a rejection of the flat rate of US§ 0.20 recom-
mended by the CDM Executive Board at its 21st Meeting in September
2005.

The Executive Board will not distribute CERs to project participants before
it has received these SOPs. For JI projects, it is now being considered
whether the administrative expenses relating to the Joint Implementation
Supervisory Committee should be borne in some way both by Annex [
Parties and project participants.’

(b} Share of proceeds for the Adaptation Fund

This SOP is collected to contribute to the Adaptation Fund, which assists
those developing countries, Parties to the Protocol, that are particularly vul-
nerable to the adverse effects of climate change in meeting the costs of
adaptation against those adverse effects. The volume of these proceeds that
will be deducted by the Executive Board has been fixed at 2 per cent of
the volume of CERs issued and it is assumed the percentage will be levied
on the total quantity of CERs issued into the pending account of the CDM
registry.®* However, CDM projects implemented in the least developed coun-

“COP/MOP 1 Decision -/CMP.1 on “Further guidance relating to the clean development
mechanism”, para. 37.

sCOP/MOP 1 Decision -/CMP.1 on Guidelines for the Implementation of Article 6 of the
Kyoto Protocol, para. 7. :

SMA Decision 17/CP.7 {(Addendum, Volume !, page 23, para. 15).
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tries are exempt from this levy.” For Joint Implementation projects, no share
of proceeds for the Adaptation Fund was decided at COP/MOP 1 in
December 2005.

Sharing credits with the host country

In some cases, a host country may claim a portion of the CERs issued in
accordance with either its own laws or an agreement between the country
and the project participants. Thus, it is critically important for the
seller/project participant that will carry out the CDM project to clarify this
point before applying for the approval of the host country’s designated
national authority {DNA) and before registration. The share of credits may
take different forms, such as the imposition of taxes or levies, rather than
a claim for a certain quantity of CERs.

Brokerage

If a broker is engaged in the transaction, it should be clear in the contract
that the brokerage fee is to be borne by the party who engaged the broker,
whether it is the buyer or the seller, The parties may also agree to share
the brokerage fee, regardless of who engaged the broker.

5.1.3 Unit price contract

At the moment of concluding the contract, it is almost impossible to deter-
mine the exact quantity of carbon credits that wil]l actually be generated,
certified and delivered by the seller in the years to come.

Whatever the reason, the quantity of carbon credits would increase as the
rate of industrial production activities eligible as a CDM or JI project
increases, and it would decrease as the operation is run down, as illustrated
in figure 5.1,

When the operation rate increases from n% to m% in figure 5.1, the
quantity of carbon credits, which is the difference between the baseline
emissions and the actual emissions, will also increase from N to M. Vice
versa, the quantity of carbon credits will decrease with a decrease in pro-
duction.

7Ibid.
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Figure 5.1 Production rate and carben credits
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In such a situation, a “unit price contract” is probably more practical and
realistic since here, the parties to the contract agree to deliver and accept
a certain quantity of carbon credits to be finally determined in the future,
at a unit price agreed upon in concluding the contract. Once a unit price
contract has been established, it is usual for the seller and the buyer to
agree upon a provisional quantity and a tolerable variation in the quantity
from the agreed provisional quantity.

Figure 5.2 illustrates the relationship between the actual quantity of car-
bon credits available and the contract amount payable in a hypothetical
contract, where a provisional quantity of 1,000 metric tons CO, equivalent
of forward carbon credits are sold and purchased with an acceptable quan-
tity variation of plus/minus 10 per cent:

O A unit price of US$ 5 per metric ton CQ, equivalent is agreed for
the provisional quantity of 1,000 metric tons CQO, equivalent, making
a total provisional contract amount of US$ 5,000.

O  If the actual quantity available is more than 1,000 metric tons CO,
equivalent but equal to or less than 1,100 metric tons CO, equivalent,
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the seller has performed its obligations under the contract in full and
the buyer must accept the actual quantity at the agreed unit price of
US$ 5. However, the buyer may reject any quantity in excess of 1,100
metric tons CO, equivalent and the seller is under no obligadon to
deliver this.

O If the actual quantity available is 900 metric tons CO, equivalent
but less than 1,000 metric tons CO, equivalent, the seller has performed
its obligation under the contract in full and the buyer must accept the
actual quantity at the agreed unit price of US$ 5.

O If the actual quantity is less than 900 metric tons CO, equivalent,
the seller has not performed its obligation under the contract and the
buyer is entitled to take any remedies available to it in the contract.
Whether the buyer can accept the actual quantity of less than 900 met-
ric tons CO, equivalent and demand compensation for the shortage, or
whether the buyer has the right to terminate the contract and demand

Figure 5.2 Quantity variations and amount payable
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compensation for the entire quantity, depends on what the parties have
agreed and the applicable laws,

Under the general terms and conditions of the CERUPT of the Government
of the Netherlands, the buyer has a right to purchase any excess quantity
the seller has generated at the market price. However, this right is not an
obligation to accept any excess CERs:

3.3 Should the contractor® generate more CERs during the credit- |
ing period than are called for under the terms of the agreement in ‘
the contract, Senter® reserves the right to acquire these CERs. The

contractor must offer the surplus of generated CERs to Senter

before it can do so to any other party. The contractor will offer the \
surplus of generated CERs to Senter at the market price of the
CERs at the time of delivery. Senter is in no way obliged to pur-
chase more CERs than are agreed upon in the coniract.

5.2 Terms of payment

The parties will negotiate the terms of payment on the basis of various fac-
tors, such as price, the creditworthiness and financial strength of each party,
market conditions, the time since the conclusion of the contract to deliv-
ery, any milestone payment obligations, any risks involved in the project or
any country risk, other terms and conditions of the contract and so forth.
Naturally, sellers want to be paid early, even before they have delivered the
carbon credits to the buyer, while buyers want to be able 1o pay late, only
after they have received the carbon credits.

5.2.1 Cash on delivery

Perhaps the most basic and straightforward method of payment is “cash on
delivery”, where payment is effected in full against delivery of the carbon
credits to the buyer. If the contract envisages more than one delivery, then
payment may be made each time the carbon credits are delivered, apply-
ing the agreed unit price or as otherwise agreed.

5The term “contractor” here refers to the seller.
sSenter is the buyer of CERs on behalf of the Government of the Netherlands.
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5.2.2 Payment before delivery of carbon credits

The legal implications of payment being made before completion of deliv-
ery may be different, depending on the nature of such payment in the con-
tract and the applicable law. The payment may be part of the total contract
amount or an advance payment or payment of some other nature. With a
payment in advance, the amount paid may be recovered as a credit against
the total payment due when the carbon credits are successfully delivered.
Moreover, the contract may provide for the advance payment to be recov-
ered if the seller fails to deliver the carbon credits in line with the con-
tract. Thus, it is always advisable to clearly set out the nature of such a
payment method in the contract, together with details of how and when
any amount paid will be refunded to the buyer in case of partial or entire
non-delivery.

5.2.3 Payments based on key milestones

As an alternative to cash on delivery, if the seller and buyer have agreed
on periodic payments reflecting progress in the project cycle until comple-
tion of delivery of the carbon credits, it may be prudent to link each advance
pavment to the occurrence of relevant key milestones in the project cycle
of the CDM or JI project. In this case, each advance payment is made once
a key milestone is achieved toward the successful completion of the proj-
ect and the generation and issuance of the carbon credits. The key mile-
stones could be:

© The project is approved by the DNA or DFPs of either one or both
of the countries involved,

O The project is registered by the CDM Executive Board or by the
Joint Implementation Supervisory Committee, after validation by a DOE
or an AIE.

© The plant facilities become operational.
¢ The emission reductions are verified and certified by a DOE or

determined by an AIE.

The milestone-based advance payments may be made upon production of
supporting documents. Any advance payment is, by definition, refundable
to the buyer, either with or without interest, if the seller fails to deliver the
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subject of the contract. However, it is important that the advance payment
obligation is clearly understood as agreed between the parties and defined
in the contract, precisely in accordance with such agreement. The central
issue here is the payment obligation, before the price has been “earned” or
before the obligation under a contract has been fulfilled by the seller.

While the parties to a contract are negotiating the milestones which will set
off the duty to pay, they should also negotiate and agree on the dates by
which each milestone should be achieved. These provisions should take into
consideration the remedies that the buyer is entitled to in the case of a
delay or if it becomes impossible to achieve a particular milestone.

As an example of advance payment, CERUPT provides for a “prepayment
arrangement” as follows:

5.1 If the contract includes a prepayment arrangement, Senter will
make a maximum of four prepayments, mounting up to 50 per
cent of the total contract value. Prepayments will only be made
available on the milestones agreed upon by Senter and the con-
tractor.!® Payments on delivery will consequently be only 50 per
cent of the contracted price per CER. The other articles of this
section apply also 1o deliveries of CERs as mentioned in the pre-
payment artangement.

In section 5.4, the contract specifies that submission of a monitoring report
will be used as a milestone for prepayments of up to 50 per cent and also
describes the prepayment as an advance payment: “Payments will be made
on delivery of a monirtoring report in the second, fourth, sixth, etc. year of
the CDM project being operational and generating emission reductions.
These payments are advance payments.” -

Should the seller default on delivery, secton 5.10 provides as follows:
“Notwithstanding the previous stipulations, any advance payments may be
reclaimed if the agreed delivery does not take place within one year of the
agreed delivery date, or at any such time as it becomes evident that the
contractor will not meet his obligations.”

w4Contractor” here means the seller of CERs.
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5.2.4 Securing payments and refunds

In order to secure payments by the buyer or to ensure that advance pay-
ments are refunded, the parties could consider using banking instruments
like letters of credit or bank guarantees. The concern of the seller is to receive
payment in full and on time upon delivery; to avoid any uncertainty, the
buyer could instruct its bank to issue a letter of credit so as to provide pay-
ment to the seller, once the seller has delivered those documents agreed with
the buyer as triggering the payment obligation under the letter of credit. It
should be noted that the CERs or ERUs will not be issued in any paper
form as certificates in writing, they will simply exist electronically either in
the CDM registry under the control of the CDM Executive Board or in the
national registries under the control of each Annex I country which is a
Party to the Protocol. Thus, the CERs or ERUs themselves are probably
unable to be used as documents which could be required under the letter
of credit before payment is made. Despite this, the buyer and the seller may
find documents which they both agree are acceptable.

The concern of the buyer, when paying in advance, is that those advances
can be recovered should the seller default in delivering what was agreed.
Here, the parties to the contract could consider using an instrument such
as an on-demand bank guarantee to serve as a refund bond. This is an
undertaking by a bank instructed by the seller that the bank will pay to the
buyer an amount equal to the advances made either upon simple demand
by the buyer to the bank or with a statement that the seller has failed to
honour its obligations under the contract and that the buyer is entitled to
receive the amount representing a refund of the advances paid,

In both cases, the instruments will result in costs to the applicants — to the
buyer in the case of the documentary credit and to the seller in the case
of the bank guarantee — in the form of the fee the banks will charge. The
bank may even demand the applicants deposit with them the amount of
the credit or the guarantee, in full or in part, depending on the credit-
worthiness of the applicant.

5.2.5 Currency of price and of payment

As with most contracts that involve relatively long transactions, the parties
— the seller or the buyer or both — will be exposed to the risk of foreign
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exchange fluctuations over time if payment is to be carried out in a cur-
rency other than their own. The parties may gain or lose, depending on
how the foreign exchange market fluctuates, unless they have hedged their
risks with forward or future foreign exchange contracts, which are also sub-
ject to fees. The currency of the price and of the payment must be clearly
specified in the contract.

5.3 Taxes, levies and charges

Parties 1o the contract should carefully look into the relevant taxes, duties,
levies and any other charges the Governments involved could impose on
this type of transaction. It is always advisable to seek the advice of account-
ing and tax experts and to establish a clear and mutual understanding
between the parties with respect to responsibilities for the applicable taxes,
levies and charges. The question most likely to be asked by any business
person is whether trading in carben credits will attract a value added tax
(VAT), a sales tax or any other similar tax. The answer may differ from
country to country and depends not only on the reason for the acquisition,
whether the goods are bought for own use or for resale, but also on how
the goods are acquired, whether by equity investment, multilateral carbon
fund or bilateral purchase, among others. A country that views carbon cred-
its as comrnodities created by the Kyoto Protocol may or may not impose
an import duty and/or VAT at the time of importation when they are
imported from the host country. Although many countries which are Parties
to the Kyoto Protocol have vet to establish such legislation or guidelines,
some developments have been taking place in Japan and the United
Kingdom in the area of accounting. Taxation generally follows prevailing
accounting treatmenits.

According to a press release issued by the Ministries of Economy, Trade
and Industry and the Environment!' of Japan, the Accounting Standards
Board of Japan issued in November 2004 the Report on Practical Issues no.
15 on Interim Measures for the Accounting of Emissions Trading. In this report,
two different accounting treatments were suggested, depending on the pur-
pose of the acquisition of carbon credits effective from the fiscal year 2005,
which started in April:

“Dated 16 February 200s5.
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O When the credits are acquired for resale, they should be posted
under “inventories”.

© When the credits are acquired for eventual retirement to meet the
buyer’s own target under a voluntary action plan'? to reduce GHG

£

emissions, they should be accounted for as “intangible assets” or
“investments and other assets” at the time of acquisition and charged
under “selling and general administration expenses” at the time of the

transfer of the credits to the retirement account.

It is expected that in Japan the tax treatment will follow the accounting
treatment, wherever these have prevailed as generally accepred accounting
standards. It should be noted that the Accounting Standards Board of Japan
focuses on the Kyoto Protocol regime.

On the European front, the London-based International Financial Reporting
Interpretations Committee (IFRIC) of the International Accounting
Standards Board (IASB) issued, on 2 December 2004, an Interpretation,
known as IFRIC 3, as guidance for accounting for emission rights under
the EU Emissions Trading Scheme (EU ETS) ahead of the launch of the
scheme in January 2005. The Interpretation specified that:™

© Rights (a]lowahces) are intangible assets that should be recognized
in the financial statements in accordance with IAS 38 Intangible Assets.

O When allowances are issued to a participant by a government (or
a government agency) for less than their fair value, the difference
between the amount paid (if any) and their fair value is a government
grant that is accounted for in accordance with IAS 20 Accounting for
Government Grants and Disclosure of Government Assistance.

O As a participant produces emissions, it recognizes a provision for
its obligation to deliver allowances in accordance with IAS 37 Provisions,
Contingen: Liabidities and Coneingent Assets. This provision is normally
valued at the market value of the allowances needed to settle it.

25uch as the Keidanren Voluntary Action Plan on the Environment of the Japan Business

Federation, available at http://www.keidanren.or.jp/english/policy/polos8/index.html,

31ASB Press Release (IFRIC issues and guidance on accounting for greenhouse gas emissions

and scope of leasing standard) of 2 December 2004 available at http://www.iasplus.com/
presstel/2004pr3z.pdf.
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However, the Interpretation was withdrawn by IASB in July 2005, with
immediate effect, after the Board decided that it was not the right time to
issue such an Interpretation since the markets were still slow, although
developing quickly, and a project was in place to amend the reievant
accounting standards (IAS 20). Therefore, IASB decided to take more time
to introduce guidelines on emission rights.!* The EU rights (allowances)
discussed here appear to resemble the Kyoto Assigned Amount Units
(AAU5s) allocated, rather than the carbon credits such as CERs and ERUs
which are earned, at least at the time of issue, after which AAUs, CERs
and ERUs, are flingible when traded under the Kyoto Protocol regime.

The Buropean Environment Agency reports on the current situation in the
fiscal trearment'® of allowances under the EU ETS as follows;

O In most.member States all transactions of allowances are subject
to VAT, except the issuance free of charge.

O Profits and losses from transacdons in allowances are subject to
income or corporate tax. Most countries have not established separate
rules for allowances but apply the same regulations as for all other prof-
its and losses.

A non-Annex I country acting as a host country, China introduced a new
regulation entitled the Measures for Operation and Management of Clean
Development Mechanism Projects tn Ching'® on 12 October 2005 to replace,
effective immediately, the Interim Measures for Operation and Management of
Clean Development Mechanism Projects in China. Tts English translation pro-
vides the following with respect to sharing benefits:

Article 24: Whereas emission reduction resource is owned by the
Government of China and the emission reductions generated by
specific CDM projects belong to the project owner, revenue from
the transfer of CERs shall be owned jointly by the Government
of China and the project owner, with allocation ratio defined as
below:

“{ASB Press Release {IFRIC withdraws IFRIC Interpretation on Emission Rights} of July 2005.
sEuropean Environment Agency (z006), page 38.
*avaitable at http://cdm.ccchina.gov.cn/english/Newsinfo.asp?News!d=100,
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(1) The Government of China takes 65 per cent CER
transfer benefit from HFC and PFC projects;

{2) The Government of China takes 30 per cent CER transfer
benefit from N,O project;

(3) The Government of China takes 2 per cent CER transfer
benefit from CDM projects in priority areas defined in article 4
and forestation project. The revenue collected from CER trans-
fer benefits of CDM projects will be used in supporting activi-
ties on climate change. The detailed regulations on collecting
and using the revenue will be formulated by the' Ministry of
Finance jointly with NDRC!? and other relevant departments.

(4) The article does not apply to the projects already approved
by the Government of China before 12 October 2005.

Although it is not clear what is meant by the terms “revenue” and *trans-
fer benefit”; presumably they refer to the profit from the transfer of CERs.
It is also not clear in the English version of the regulation whether the
nature of the share by the Government is some kind of tax or otherwise.

Bulgaria, as a country that hosts JI projects, clarified in a bilateral memo-
randum!® with Japan on cooperation under the Kyoto Protocol that the
transfer of ERUs or AAUSs, as the case may be, is free of any extra charges
beyond the agreed terms of payment in the contracts berween Japanese and
Bulgarian project participants. This kind of proactive approach is an impor-
tant step by the governments involved to support the project participants
and promote JI activities by providing clarification on certain fundamental
issues, thereby reducing uncertainty. Parties who feel that a part of the
memorandum is unclear may wish to contact the government invelved for
further clarification. Since the memorandum is a bilateral document
between Bulgaria and Japan, the entity of any other Annex I country inter-
ested in carrying out projects in Bulgaria should approach its own
Government and/or the Bulgarian authorities to clarify whether the matter
is also applicable to them.

7The National Development and Reform Commission s China’s DNA,

BMemorandum presented at press release on 2¢ December 2005 by the Ministry of
the Environment of Japan, available at http://www.env.go.jp/press/file_view.php3?serial=
75188&hou_id=667s.
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INTRODUCTION

A contract to sell and purchase goods is a legal agreement according to
which a seller agrees to deliver goods to a buyer, who in turn agrees to pay
the price for the goods. Thus, delivery is an essential part of the contract.
This chapter starts by discussing what should be delivered, when and how
it should be delivered and what should constitute delivery in the contract.
The chapter goes on to illustrate how the international system involving
registries and the transaction log has been structured by UNFCCC for the
issuance and international transfer of carbon credits under the Clean
Development Mechanism (CDM) and Joint Implementation {(JI). This
should provide a useful reference for parties to a contract in setting out the
workable terms and conditons of delivery. Who or what triggers the
issuance or transfer of carbon credits under the system may be one of the
most important points for the buyer or seller to consider. Finally, the chap-
ter examines certain aspects of the possible use of carbon credits as collat-
eral security for loans or other debts and, in particular, the possibility of
delivering and transferring carbon credits to a third party creditor, in case
a debtor — who may be either of the parties to the contract — fails to meet
the repayment obligation. This examination is based on the Kyoto
Protocol’s modalities and procedures for the issuance and transfer of for-
ward carbon credits.

6.1 Delivery and transfer of title:

The delivery of goods and the transfer of title are two different things and
those who possess goods do not necessarily alse hold the ttle to the goods.
Partics 10 a conrract have almost total freedom to agree on whatever they
wish with regard to the time of delivery of the goods to the buyer and when
the title in the goods is transferred from the seller to the buyer. All con-
tracts should provide precise details on the agreement between the parties.
Usually, responsibility for expenses regarding the holding of goods is trans-
ferred from the seller to the buyer together with the title, unless otherwise
agreed. However, it is currently not clear whether carbon credits can be

'As pointed out in section 4.2.1, the buyer wishes to obtain all “rights, title and interest™ in
the carbon credits; this is included in any use of the term “title”.
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treated in exactly the same way as other goods, whether they should be
treated as intangible property or whether they should be treated in some
other way. In many parts of the world, there continue not to be specific
laws applicable to carbon credits. Consequently, parties are strongly advised
to seek legal advice so that the contract is drafted appropriately, in accor-
dance with applicable laws and taking into consideration the issues pre-
sented here.

6.1.1 Delivery

The objective of the buyer (country or entity) in most cases is to acquire
the project-based carbon credits to meet its own greenhouse gas (GHG)
reduction or limitation obligations under the Kyoto Protocol. In order to
demonstrate its compliance with the Kyoto obligations, the buyer is required
to retire the ERUs, CERs, AAUs and/or RMUs it holds in its account by
transferring them to the retirement account in its national registry in the
quanuty equivalent to its actual GHG emissions in the commitment period.?
Therefore, it is essential for the buyer that such carbon credits are stored
in its account in the appropriate national registry so that the buyer has con-
trol over them and can dispose of them at its discretion. From this per-
spective, it is in the buyer’s interest that delivery is defined as the transfer
by the seller of the forward carbon credits into the buyer’s account in its
national registry in the quantity and for the tme period agreed and that
delivery is not complete unless and until the credits have been received in
the account accordingly. :

The contract should specify the quantity and the date on or before which
delivery of the carbon credits should take place. Whenever a contract pro-
vides for the transfer to be made in more than one delivery, the various
dates and the corresponding quantities have to be agreed upon and set out
clearly in the contract. In such a contract, the parties should also agree on
whether each delivery is regarded as complete in itself or whether each
delivery is simply a prdvisional and partial delivery, in that the seller ceases
to be responsible only once all carbon credits have been delivered. What
constitutes completion of delivery affects the issue of the transfer of the title
to the carbon credits traded and should be dealt with in the contract in
conjunction with such issues.

*MA Decision 19/CP.7 {Addendum, Volume I, page 64, para. 34).
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6.1.2 Transfer of title

While it will be possible to view the delivery of the carbon credits by their
transfer from one registry to another and/or one account to another, the
delivery of carbon credits into an account in a registry will not, of itseif,
mean that the account owner has legally obtained the rtitle, with full rights,
title and interest in and to the carbon credits at the same time under the
contract. As an international treaty, the Kyoto Protocol does not concern
iself with any questions of legal ownership. While it is clear that the reg-
istries under the Protocol are responsible for the manner in which the car-
bon credits are transferred between registries and between accounts within
a registry, questions of title in and to the carbon credits traded must be
dealt with in the contract between the parties, against the background of
whichever contractual law is agreed to be applicable. The matter should be
included in any due diligence examinations. Once the parties have reached
an agreement on what constitutes delivery, it may be straightforward for
them to agree also that all rights, tide and interest in and to the CERs, for
example, are transferred, assigned and conveyed from the selier to the buyer
when the CERs are received into the buyer’s account in its natonal reg-
istry, as above. The seller may insist that the transfer of title is conditional
on full payment, a condition that is generally referred to as the contractual
retention of title.

6.2 Issuance and transfer of Kyoto units

It is worthwhile for the parties to a contract to understand the system the
Kyoto Protocol has designed for the issuance, transfer and holding of Kyoto
units, including carbon credits, in negotating and agreeing the terms and
conditions applicable to the delivery of carbon credits sold and purchased,
and the terms and conditions regulating the transfer of the rights, title and
interest in and to them.

6.2.1 System for transferring units under the Kyoto Protocol

The international transfer of carbon credits is managed using the national
registry operated by each Annex I country and the CDM registry oper-
ated by the CDM Executive Board, subject to monitoring and verifica-
tion by the independent transaction log operated by the UNFCCC
Secretariat. Figure 6.1 illustrates the relationship between the national
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Figure 6.1 Linking registries and the transaction log

TRANSACTION LOG

NR 1 NR 2 NR x Cbm

Public LE x

LE 1 LE 2 LE 3

NR: National Registry
LE: Legal Entity
CDM: CDM Registry

Source: UNFCCC Technical Paper: Registries under the Kyoto Protocol FCCC/TP/2002/3,
dated 28 May 2002,

registry of each Annex I country and its accounts, the CDM registry and
the transaction log.

National registries

The Marrakesh Accords provide that, in order to accurately account for the
issuance, holding, transfer, acquisition, cancellation and retirement of
ERUs, CERs, AAUs, RMUSs, as well as the carry-over of ERUs, CERs and
AAUs, each Annex I county has to establish and operate a national reg-
istry.> A national registry is expected to carry accounts for the country itself

3MA Decision 19/CP.7 (Addendum, Volume I, page 61, para. 17).
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and for those entities of the country that have been authorized to partici-
pate in the flexibility mechanisms of the Kyoto Protocol. In other words,
any entity that wishes to participate in the flexibility mechanisms has to
have an account in the national registry of its country to receive or trans-
fer carbon credits. Each Annex I country decides the details of how its reg-
istry will operate. Thus, questions on what is required for the transfer of
Kyoto units from the holder’s account to another account within the reg-
istry or to an account in another Annex I country’s registry should be
referred to the designated administrator of the national registry of each
country involved.

The CDM registry

To ensure the accurate accounting of the issuance, holding, transfer and
acquisition of CERs, the CDM Executive Board has established and oper-
ates a CDM registry. The Board appoints a registry administrator to main-
tain and operate the CDM registry under its authority.?

The CDM registry has the following accounts:’
O One pending account for the CDM Executive Board into which

CERs are issued before being transferred to other accounts

Q At least one holding and transferring account for CERs represent-
ing the SOPs for the Adaptation Fund

O At least one holding account for non-Annex I countries that are
eligible to host CDM projects

O At least one account for the cancellation of ERUs, CERs, AAUs
and RMUs equal to excess CERs issued, where a DOE has been
suspended

Additionally, the following accounts may also be opened:®

O Holding accounts for project participants authorized by non-
Annex | countries

“MA Decision 17/CP.7 (Addendum, Volume II, page 47, para. 1).

sMA Decision 17/CP.7 (Addendum, Volume I, page 47, para. 3).

Report of 2oth Meeting of CDM Executive Board dated 8 July 2005, para. 69, available at
http://cdm.unfcce.int/EB/Meetings/o20/ebzorep.pdf.
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O Temporary holding accounts for Annex 1 countries and their
authorized entities until their national registries become operative’

Each CER shall be held in only one account in one regisiry at any given
time and each account within the CDM registry shall have a unique account
number. The system for issuing and transferring of CERs is discussed in
depth below.

The transaction log

The UNFCCC Secretariat operates an independent transaction log for ver-
ifying the validity of transactions, including the issuance, transfer and acqui-
sition between registries, the cancellation and retirement of ERUs, CERs,
AAUs and RMUs, and the carry-over of ERUs, CERs and AAUs.

Together, the national registries, the CDM registry and the transaction log
constitute a set of tools used to track the flow of ERUs, CERs, AAUs and
RMUs. According to the Marrakesh Accords, all AAUs, RMUSs, CERs and
ERUs must:®

O Be entered into a registry in the form of an electronic database
{which is why they do not appear in paper form at present)

© Bear distinguishing serial numbers

© Only ever appear in one registry at any given time

QO Be able to be issued, held, transferred, acquired, cancelled or retired

O Be moved only after a central independent transaction log has ver-
ified the transaction : :

O Be transferable both between and within registries

6.2.2 Issuance and transfer of CERs

The process of issuing and transferring CERs is described in figure 6.2,
which illustrates a hypothetical CDM project in non-Annex I country B,
from which an authorized entity A {AE-A) of the Annex I country acquires

’Report of 12th Meeting of CDM EB dated 2 December 2003, para. 35, available at
http:/fcdm.unfcec.int/EB/Meetings/o12/eb1zrep.pdf.
#MA Annex Il to Decision 19/CP.7 {Addendum, Volume |1, pages 61-68).
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all the CERs. This case assumes that there is no share for non-Annex I
country B:

(a) The DOE must first state in its certification report that the requisite
quantity of emission reductions has been achieved. This certification report
to the CDM Executive Board constitutes a request for the CERs to be
issued.’

{b) When there are no calls for this request to be reviewed, issuance
becomes final and the CDM Registry Administrator, working under the
authority of the CDM Executive Board, issues the CERs into the Board’s
pending account in the electronic CDM registry.

Figure 6.2 Issuance of CERs

(2) Issuance of CERs
to pending account

(@ (3) Automatic . .
Certification CDM registry deduction N%']?]gil 'riis;%of
by DOE as share of
/ Pending account proceeds Party account
C.DM Share of proceeds Retirement account
Project in
non-Annex | NAI-A Cancellation account
country B
NAI-B (5) AE-A
Distribution
and transfer AE-B
fo the
account of
AE-A at their
request

NAl-A:  Account of non-Annex | country A
NAI-B:  Account of non-Annex | country B
AE-A:  Account of authorized entity A
AE-B:  Account of authorized entity B

SMA Decision 17/CP.7 (Addendum, Volume II, page 4o, para. 64},
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(¢) The distribution of CERs is always subject to effective payment of the
SOPs for administrative expenses.'’” From this pending account, the fol-
lowing amounts of CERs are distributed:

(i) An amount of CERs representing 2 per cent is deducted and trans-
ferred into the appropriate account for the SOPs for the Adabtation
Fund for developing countries particularly vulnerable to the adverse
effects of climate change.

(i) The remaining CERs are distributed by direct transfer into the
accounts of entity A in the national registry of Annex I country in accor-
dance with the request'! submitted through the focal point of the proj-
ect participants to the CIDM Executive Board.

Under the authority of the Board, the CDM Registry Administrator dis-
tributes the CERs in accordance with the request made by the Parties and
project participants after automatic reduction by the share of proceeds.
Thus, this request plays a critical role in the original distribution of the
CERs after issuance by the Board. In section 2 of the Validation Report of
CDM Project Actiwity Registration and Validation Report Form (F-CDM-REG
Version 01/8 June 2003), the Board states that it requires “a statement
signed by all project participants stipulating the modalities of communicat-
ing with the Executive Board and the secretariat in particular with regard
to instructions regarding allocaton of CERs at issuance®.

So far, in most if not all cases, project participants have nominated a repre-
sentative from their own midst to act as focal point on their behalf. This rep-
resentative may submit a request for the distribution of CERs to the Board.

Samples of such statements for projects already validated or registered can
be found on the CDM pages of the UNFCCC website. Many of the state-
ments available are titled “Statement on the modalities for communicating
with the Executive Board and the UNFCCC Secretariat”. They state that
a representative nominated by the project participants shall serve as the
focal point for all communication with the Board and the Secretariat regard-

At jts first session in December 2005, COP/MOP 1 decided not to follow the recemmenda-
tion of the CDM EB on the fee to be charged for the share of proceeds for administrative expens-
es; see section 5.1.2,

“MA Decision 17/CP.7 {Addendum, Volume Il, page 48, para. 6 {c)).
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ing all matters, including instructions regarding allocation of CERs upon
issuance. Should there be any change in the distribution of CERs, a request
signed by all signatories to the previous instruction must be made to the
Executive Board.'®

It is important to note that the Board agreed that although registration of
a CDM project may take place without any Annex I country being involved,
its letter of approval must be submitted to the Board so that the CDM
Registry Administrator can forward CERs to the national registry of the
country.’* At a later date, the Board also agreed' that the CDM Registry
Administrator will forward CERs to accounts in the national registries of
Annex I countries upon the request of representatives of holding accounts
of entities authorized by non-Annex I countries, provided that the letter of
approval is issued by the designated national authorities (DNAs) of Annex
I countries. This indicates that credits may be generated and issued to the
CDM registry even in the absence of a purchaser, although it is not clear
how long the credits can stay in the registry before a purchaser is found
and the letter of approval is issued.

6.2.3 Issuance and transfer of ERUs

In a JI project, once the emission reductions have been verified,’® the host
Annex I country will first convert the corresponding amount of either AAUs
or RMUs held in its Party account in the national registry into ERUs and
then transfer these to the appropriate account as agreed between the Parties.
Figure 6.3 illustrates the issuance and transfer of ERUs. As mentioned ear-
lier, it is the Annex I country that operates the national registry and that
decides the details of its operation. Thus, questions such as “What is
required to transfer ERUs to the account of authorized entity B (AE-B) in
Annex I country B?” can be answered only by the designated administra-
tor of the national registry of Annex I country A.

2Report of the 17th Meeting of CDM EB dated 6 December 2004, annex 4 and Glossary of
CDM terms under Request for distribution of CERs of Guidelines for Completing the Project Design
Document (CDM-PDD) and the Praposed New Baseline and Monitoring Methodologies (CDM-NM)
Version 0.5 available at http://cdm.unfecc.int/Reference/Documents/copy_of_Guidel_Pdd/
English/Guidelines_CDMPDD_NM.pdf.

BReport of the 18th Meeting of CDM EB dated 25 February zoos, page 8, para. 57, available
at http://cdm.unfecc.int/EB/Meetings/018/eb18rep.pdf.

“Report of the 2oth Meeting of CDM EB dated 8 July 2005, para. 7i, available at
http:f/cdm.unfece.int/EB/ Meetings/o20/eb2orep.pdf.

SMA Decision 16/CP.7 (Addendum, Volume 1I, page 13, paras. 23-24).
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Figure 6.3 Issuance of ERUs

ERUs to be issued by Annex | country A by first
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National registry of National registry of
Annex | country A from AAUs or Annex | country B
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. AE-X AE-A
AE-Y AE-B

. AE-A: Account of authorized entity A
AE-B: Account of authorized entity B
AE-X: Account of authorized entity X
AE-Y: Account of authorized entity Y

6.3 Security interest

It is common practice for the borrower of a loan te give security to a cred-
itor as compensation in case the borrower fails to repay the loan. Without
this security, the loan may not be available at all or may only be available
at a much higher interest rate. This secured loan assumes, as an essential
requirement, that the assets provided as security can be sold or transferred
to a third party quickly to recover all or part of the unpaid loan. Can for-
ward carbon credits be used as security? As we have seen, carbon credits
are transferable under the Kyoto Protocol and therefore seem to satisfy at
least one of the basic requirements of a security: transferability. Forward
carbon credits are traded for a significant economic value, depending on
the quantity and the market price, and it would not be surprising to see a
debtor wishing to use its carbon credits as security against a loan from a
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creditor, at a favourable interest rate and for an attractive term, which might
not otherwise have been available. Having looked at the system for issuing
and transferring Kyoto units, this section discusses the issues involved in
the possible use of carbon credits as security from commercial, legal/regu-
latory and procedural perspectives,

6.3.1 Commercial considerations

One of the immediate questions that may arise when a creditor is offered
forward carbon credits as security for a loan is “How likely are the forward
carbon credits to be generated and is it commercially worthwhile to accept
them as security?” There must be a significant difference in the quality of
a security between an asset already in existence and an asset that will only
come into existence in the future. Obviously, the latter involves the risk
that the assets over which the security i1s given will not be generated and
issued as expected. Nonetheless, there may be creditors willing to take this
risk under certain circumstances, for example at a higher interest rate, thus
making the risk worthwhile,

Provided the delivery risk is acceptable to a creditor, there will be addi-
tional considerations depending on who grants the security as
debtor/grantor, the seller of the forward carbon credits or the buyer. If the
debtor is the seller of the forward carbon credits, the enforcement of its
security rights by the creditor is likely to cause a conflict of competing
claims to title between the creditor and any buyer of the forward carbon
credits who is affected by security arrangements existing between the seller
and the creditor (see figure 6.4). Firstly, if the buyer knows that the for-
ward carbon credits are subject to the security rights of a creditor, the buyer
is unlikely to conclude the contract of purchase. For the same reason, a
creditor is unlikely to agree to accept such carbon credits as security for a
loan. If the grantor is the buyer of the forward carbon credits, the prob-
lem of competitive claims to ownership is less likely, unless the buyer
intends to resell the credits to third parties.

So far, the carbon credits themselves — in particular those expected to exist
in the future — have been discussed for use as a possible security for a loan,
However, as an alternative, an assignment of the revenue stream under a
contract to sell and purchase may be used as a form of security under cer-
tain circumstances. Under a contract between a seller/debtor and a buyer
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Figure 6.4 Contract to sell and security arrangement
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Third party

of carbon credits (see figure 6,5), the debtor agrees to the demand’of the
creditor and assigns the revenue to be received under the contract to the
creditor (third party) and the creditor may accept the assignment after hav-
ing examined the creditworthiness of the buyer. In this case, the buyer will
pay the price of the carbon credits directly to the creditor instead of to the
seller, on condition that both parties always satisfy the provisions under the
assignment clause of the contract (see section 3.6).

In a security arrangement in a loan agreement between the buyer/debtor
of forward carbon credits and a creditor (third party), the buyer/debtor
may agree to designate the creditor’s account in its national registry to
receive the forward carbon credits purchased under the contract so that
the creditor, not the buyer, receives the carbon credits into its account
directly from the seller and then transfers them to the buyer/debtor, as
and when the buyer repays the loan (see figure 6.6). There may be many
more alternatives to the above examples but, in any case, the legal/reg-
ulatory considerations and the procedural considerations must be kept
in mind.
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Figure 6.5 Assignment of receivables
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Figure 6.6 Designation of creditor’s account for delivery
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6.3.2 Legal/regulatory considerations

As international agreements, neither the Kyoto Protocol nor the Marrakesh
Accords deals with the issue of security. The Parties to the Protocol must,
therefore, deal with this issue in their own domestic legal regime, Thus,
answers to many of the questions related to security must be sought in the
domestic legal regimes of the Parties and the answers may differ from Party
to Party. The Kyoto Protocol does not deal with the idea of a national reg-
istry, including a register of charges (or securities given as collaterals), that
would provide clear notice of any security right or lien registered against
any carbon credits to be issued and transferred. This is a matter of domes-
tic law that depends on each country’s intention and approach. Due dili-
gence has to be exercised even with the three cases illustrated in the
paragraphs above, to check whether they are legally valid,

6.3.3 Procedural considerations

The eligibility of a creditor to participate in CDM, ]i_ or BET is also a fac-
tor to be considered in planriing and granting an effective and workable
security. This is particularly so if it is decided that, in case of default by
the debtor, the creditor may exercise its right of security by taking over
the carbon credits and selling them to a third party to recover the amount .
of the loan from the proceeds of sale. To illustrate this situation, see fig-
ure 6.7, in which a creditor from a non-Annex I country has provided a
loan to a buyer/debtor in an Annex I country in order to finance the lat-
ter’s purchase of CERs from a seller from the non-Arnex I country which
hosts the CIDM project. Assuming the buyer/debtor of the Annex I coun-
try cannot repay its financial obligations at the appropriate time, the cred-
itor from the non-Annex I country will want to be able to receive, either
from the buyer/debtor or directly from the seller, the CERs which are the
security for the loan and to liquidate them to satisfy the unpaid loan,
However, the creditor is an entity of a non-Annex [ country and there
seems to be no regime under the Kyoto Protocol that allows this transfer
of CERs from an Annex I country to a non-Annex I country or from a
non-Annex I country to another non-Annex 1 country. This is because
CDM assumes the flow of CERs from a non-Annex I country to an
Annex I country only, while ET assumes the flow of Kyoto units between
Annex 1 countries only.
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Figure 6.7 Eligibility of creditor to participate in CDM
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INTRODUCTION

A coniract does not only contain the rights and obligations of both parties
but also different kinds of clauses. Warranties and representations are prom-
ises of facts, expectations or intentions stated in the negotiations and at the
time of contract. Some confirm the competence and legal authority of the
parties to the contract, while others may include statements of alleged facts
made by either party that are deciding factors for the other party to enter
into the contract. Failure by one party to comply with a warranty very often
gives the other party a right to damages and/or to give notice to correct the
default, with the possibility of terminating the contract in some cases,
depending on the contract and the applicable law. Particularly in an emerg-
ing business and uncertain legal climate, the parties must be able to take
comfort in and rely upon these warranties and representations. Some of the
usual warranties and representations are outlined in the first three parts of
this chapter and each party must carefully examine which promises are rel-
evant enough to be included in the contract. Any warranty or representa-
tion made by the parties at the conclusion of the contract should exist
throughout the validity of the clause,

There are certain factors that neither party can control but that are very
important in enabling them to achieve what they want from the contract,
such as decisions taken by their Governments. Decisions by Governments
take various forms: letters of approval or letters of authorization, for exam-
" ple, are required by the Clean Development Mechanism (CDM)
Executive Board, while letters of endorsement and letters of approval are
required by government and institutional buyers in procurement tenders
under the CDM or Joint Implementation {JI). In addition, memorandums
of understanding can be stipulated between host countries and
investor/buyer countries that are prepared to provide project participants
with a bilateral basis to support and promote CDM or JI project activi-
ties at the level of Government and to smooth the international sale
and purchase of carbon credits. These are discussed at the end of the
chapter.
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7.1 Warranties and representations common to
both parties

Both parties need to provide the usual warranties and representations. Both
the buyer and the seller in the contract should be prepared to represent
and warrant that they:

O Are a corporation duly incorporated, validly existing and in good
standing under the laws of (place and country)

O Have the right, power, authority and capability to enter into and
carty out the contract, all of which has been duly and validly author-
ized by all necessary corporate action

¢ Confirm that the execution, delivery and performance of the con-
tract and completion of the transactions contempiated in the contract
have been duly and validly authorized by all necessary corporate action

O Confirm that there are no bankruptcy or other proceedings pend-
ing or threatened against or affecting them before any court or admin-
istrative body or arbitral tribunal which might materially adversely affect
their ability to meet and carry out their obligations under the contract

The buyer and the seller should carefully examine what is really required
and, depending on the situation, may extend the list as appropriate. In some
cases, either or both parties may be asked to produce a verified copy of the
articles of association/charter of the company and any notarized power of
attorney at the time of the contract’s execution to prove some of the items
above.

7.2 Seller’s warranties and representations

The usual legal promises that a buyer of forward CERs or ERUs expects
from the seller in a contract are set out below, It should be noted, how-
ever, that there are certain promises that the seller may, in turn, wish to
exclude despite the fact that they are critically important for the buyer.
These include matters relating to decisions by Governments that are obvi-
ously beyond the control of the seller, This is an area the Government of
the host country should resolve if it wishes 10 promote investment under
CDM or JI (see also section 7.4).
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There may be certain warranties and representations set out below that a
seller considers too obvious, and therefore redundant, but that a buyer may
insist upon. For example, a seller may question why a buyer insists that
the seller warrants and represents that it has the capability, capacity and
competence to undertake the project, when the seller already gives an
explicit guarantee of delivery of the forward carbon credits, The reason is
that a buyer will generally wish to see in the contract that the seller gives
warranties on important elements that are required to ensure the seller does
actually generate and deliver the carbon credits as promised. This is espe-
cially true when the carbon credits may be fully delivered only years after
the contract has been concluded. No buyer wishes to have to wait years
only to be told that no carbon credits have been generated and thar there
is nothing to be delivered. If the buyer can rely on such a specific warranty
and representation, it may be expressly entitled to demand that the seller
take corrective measures and remedies, should it become clear that, for
mstance, construction of the plant is significantly delayed and the agreed
delivery of the carbon credits is threatened.

7.2.1 Authorization and compliance recjuirements

The buyer may wish to be assured by the seller that the seller is familiar
with the procedures and knows and will comply with all the requirements
under the Kyoto regime to eventually be awarded CERs or ERUs and be
able to deliver them to the buyer as agreed in the contract. The host coun-
try might demand additional requirements to those called for by the
Protocol and its subsequent decisions.

Approval of project by host country

The designated national authority (DNA) of the host country must approve
CDM projects for the projects to be considered for registration and for
CERs to be issued. The Marrakesh Accords require the host country to
confirm that a proposed project assists in achieving sustainable develop-
ment in the country, If, for whatever reason, both parties wish to conclude
the contract before the host country has granted the necessary approval or
authorization, the buyer may well require the seller to promise to apply for
and to secure such approval by the Government of the host country.
Although it can promise to apply for and do everything in its power to
facilitate the granting of such approval, it may well be beyond the power
of the seller to ensure that the host country provides approval. In case the
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buyer and the seller have difficulty reaching agreement on this matter, they
may consider making the contract subject to the approval by both coun-
tries within an agreed fixed time period (see section 7.4.1).

Authorization by host country to participate in flexibility mechanisms

As mentioned above, the DNA must authorize the seller’s participation in
CDM activities. The seller should be able to warrant that it will organize
such authorization and promise to comply with any requirements needed
to maintain that authorization valid during the term of the contract. While
the seller may not have much influence on its own country’s decision to
grant authorizaton for participating in CDM or ]I, or to maintain the valid-
ity of the authorization for the duration of the contract, it should in any
case be prepared to warrant that it will comply with any administrative
requirements with regard to authorization to participate in the {flexibility
mechanisms (see section 3.2).

Compliance with domestic laws and regulations

The seller may be asked to warrant that it will comply with all the domes-
tic legal requirements of the host country in which the CDM or JI project
will be carried out, particularly those regarding environmental and planning
regulations, industrial relations, taxation and corporate governance.

7.2.2 Project implementation

Truth, correctness and completeness of project information

The buyer may demand the seller to warrant that the information in its
documents is true, correct and complete, particularly if some of those
documents influenced the buyer to enter into the contract. For the sale
and purchase of forward carbon credits, the Project Information Note,
the draft Project Design Document (PDID) or proposals prepared by the
seller may be used to explain the project contemplated by the seller. If
the buyer’s decision to purchase the forward carbon credits from the proj-
ect is based largely on what is stated in the documents, it may ask for
such warranty.

Capability, capacity and competence

Human and financial resources are needed to implement an investment that
involves the construction of a plant or facilities that, after successful com-
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missioning, are operated to produce and sell a planned product. In many
cases, such industrial activities achieve reductions in GHG emissions at the
same time. Thus, the buyer may well ask the seller to represent that it is
capable and competent and has the capacity to undertake all planned invest-
ment activities and that it can operate the business without which carbon
credits cannot be issued,

7.2.3 Carbon credits

Warranty of rights, title and interest

One of the most important warranties the buyer will seek from the seller
is that it has {or, in the case of forward carbon credits, will have) all the
rights and the legal title to and interest in those credits. If the seller of the
catbon credits 1o be produced is in fact a group of co-owners, procedures
for the smooth transfer of the carbon credits have to be agreed by all co-
owners, and due diligence is required from both the seller and the buyer
to deal with this issue.

Warranty against encumbrances

The registries contemplated under the Kyoto Protocol and the Marrakesh
Accords do not include any provision for dealing either with questions of
ownership of the units held by them or with the registration of third-party
charges, either in the CDM registry or the national registries. Until the
national legal regimes start dealing with these important aspects, if they ever
will, it is vitally important that the seller warrant that no third party has
any rights — in the form of charges, claims, liens, encumbrances or inter-
ests whatsoever — over the carbon credits to be sold at the time of con-
tract. Moreover, the seller should not give such rights to third parties
betrween the ume of the contract and final delivery of the carbon credits to
the buyer.

7.3 Buyer’s warranties and representations

Usually, a seller provides more representations and warranties in a contract
than a buyer does because the seller has to produce and deliver the sub-
ject of the contract, while the buyer only has to receive it and pay. However,
the seller may ask the buyer to provide additional warranties to those dis-
cussed in section 7.1.
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7.3.1 Authorization and compliance requirements

Under the Protocol, both the seller and the buyer must be authorized by
their DNA or DFP to take part in CDM or JI project activities. Thus, the
seller may require the buyer to warrant that it will apply for and receive
such authorization by a certain date (see section 3.3),

7.3.2 Ability to pay

Given that a long time might pass between conclusion of the contract and
final delivery of the carbon credits, the buyer may be required to warrant
that it is financially capable of honouring its payment obligation in due form.

7.4 Promotional roles of host countries

The Governments involved play important roles not only in implementing
but also in promoting CDM or JI project activities by officially confirming
their intentions or clarifving certain items in addressing -the requirements
of the Protocol and the needs of potential project participants.

7.4.1 Letters of endorsement and letters of approval

Besides the letters of approval and authorization required under the
Protocaol, letters of endorsement and approval by host countries are typi-
cally required by government and institutional buyers under their public
tender-based procurement of forward carbon credits. As seen in chapter 3,
CERUPT and ERUPT constitute the programme of the Government of
- the Netherlands to purchase, by way of public tenders, CERs and ERUs
under CDM and JI. There are two steps in both the CERUPT and ERUPT
procurement processes: the selection phase and the contract awarding phase.
At both steps, a letter from the host country is required. As the buyer, the
Government of the Netherlands first calls for parties at the project devel-
opment stage through the preparation of a Project Information Note to
express interest in selling forward carbon credits. The Government (buyer)
then asks the seller to attach a letter of endorsement that is, in fact, a pre-
liminary approval of the project by a host country stating that it endorses
further development of the project, among other matters. Table 7.1 shows
the main issues included in the letters of endorsement required by CERUPT
and ERUPT 5.
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Table 7.1 Issues in letters of endorsement from host countries to the
Government of the Netherlands: CERUPT and ERUPT 5

CERUPT ERUPT 5

{1 November 2001} {10 May 2004)
Selected The host country confirms The host country declares that it:
representa- that it:

tions of host O Has ratified the Kyoto Protocol

QO Endorses the further

count i i
i development of the project O is :.m'rart? it Shm,“d comply with
the eligibility reguirements under
O Renders necessary the Marrakesh Accords by no later
assistance for the future than 1 September 2006

registration, verification
and issuance of emission
reductions

© Is aware of the project and -
that the supplier intends to sell
ERUs, that it will assess the I
project in the light of its criteria
and will start discussions with

the supplier, and endorses further
development of the |l project and
commits itself to render necessary
assistance for the future validation,
verification, issuance and transfer
of ERUs

O In case of positive assessment,
it will consider granting formal
approval of the ]I project with the
intention of enabling the transfer
of ERUs to the account of the
Netherlands

O Will consider transferring, to the
Netherlands, AAUs through ET
emission reductions achieved prior
to 2008 {early credits)

Having shortlisted the interested parties, the Government of the
Netherlands solicits price proposals, Table 7.2 shows the main issues
included in the letters of approval required by CERUPT and ERUPT 5,
In the case of CERUPT, the letter of approval should be issued before sub-
mitting the price proposal in order to register the project with the CDM
Executive Board. In the case of ERUPT 35, in the absence of detailed pro-
cedures that are to be established by the Joint Implementadon Supervisory
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Table 7.2 Issues in letters of approval from host countries to the
Government of the Netherlands: CERUPT and ERUPT 5

CERUPT
(1 November 2001}

ERUPT 5
(10 May 2004)

Selected
reprasenta-
tions of host
country

The host country
confirms that it:

O Has fulfilled its
national obligations to
hecome a Party to the
Kyoto Protocol or will
accede to the Protocol
in 30 days after

its effectuation

O Recognizes the
project to be a CDM
project

Q. Confirms that the
project contributes
to the sustainable
development of the
host country.

O Authorizes the
contractor to generate
CERs

O Accepts the transfer
of CERs to the
Government of the
Netherlands

The host country declares that it:
O Has ratified the Kyoto Protocol

O Will comply with the eligibility
requirements under the Marrakesh
Accords by 1 September 2006

O Recognizes the project to be a
) project

© Authorizes the supplier to generate
ERUs '

Q Accepts and will issue and transfer
the ERUs generated during 2008-2012
to the Netherlands i

O Confirms that ERUs will be trans-
ferred to the Netherlands free of any
taxes or levies

O Confirms that ERUs will be trans-
ferred to the Netherlands irrespective
of any legal or other transfer of the |i
project to third parties

O In case the Kyoto Protocol dees not
become effective, it will transfer the
emission reductions to the Netherlands

O if both countries fully comply with
the requirements of Marrakesh
Accords, it will use track one

O Will transfer AAUs to the Nether-
lands through ET of emission reductions
achieved prior to 2008 (early credits)

O Will comply with the participation
requirements under the Marrakesh
Accords

QO OCthers
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Committee, it is currently unclear whether the letter of approval can also
be used for registration of the project or not.

7.4.2 Memorandums of understanding between Parties to
the Protocol

Increasingly, countries are entering into bilateral memorandums of under-
standing, not only for JI projects but also for CDM projects. The purpose
of such documents may differ from memorandum to memorandum but
some certainly are efforts made by the Governments involved to reduce
uncertainties, in particular regarding the transfer of forward carbon credits
for the entities involved and to promote and facilitate such CDM or JI
activities. An example of such efforts is the Memorandum of Understanding
signed in December 2005 between Bulgaria and Japan,' both Annex I coun-
tries, which is summarized in table 7.3. In the Memorandum of
Understanding, Bulgaria (the host country) provides guidance on issues that
can only be decided by the Government to project participants from
Bulgaria and Japan interested in carrying out JI projects in the country.
Those issues include:

The crediting period of ERUs

Early credits issued before 2008

The share of the host country and any charges on the transfer
The payment terms

O 00O

While in CDM projects it is the CDM Executive Board that issues the
CERs, in the case of JI projects it is the Government of the host coun-
try that determines the eligibility of the projects and that issues and trans-
fers ERUs to another Annex I country after converting the AAUs and/or
RMUs held by the host country, int compliance with the rules of the Kyoto
regime. In the case of early credits, it seems many countries intend to
award these in the form of AAUs and then transfer them under the ET
mechanisms.

Press release, 20 December 2005, by the Ministry of the Environment of Japan available at
http://www.env.go.jp/press/fite_view.php3?serial=7518&hou_id=667s.

127



Negotiating the transfer and acquisition of project-based carbon credits under the Kyoto Protocol

Table 7.3 Structure and main points of the Memorandum of Understanding
between Bulgaria and Japan on cooperation under the Kyoto Protocol and

UNFCCC

ftem  Title Contents

1 General The Memorandum of Understanding creates the frame-
work for cooperating on Jl and ET

p Objective To facilitate the realization of jl projects and transfer from
Bulgaria to Japan of ERUs and AAUs for reductions
achieved hefore 2008

3 Contribution © Exchange of information to promote projects in Bulgaria

by Japan.

O Issuance of letter of approval as per article 6.1 of the
Protocol

© Administration of ERUs and AAUs from ]I projects

Contribution
by Bulgaria

© Provision of information and consultation to Japanese
project participants interested in |l projects and approval
of projects by issuing a letter of approval in accordance
with article 6, paragraph 1, of the Protocol

O Confirmation of transfer of agreed amounts of ERUS in

accordance with the contracts between the project partici-
pants of the two countries and the crediting period during
the first commitment period

O Transfer of AAUs during the first commitment period
for reductions generated before 2008

© Confirmation that the transfer will be free of any extra
charges beyond the agreed terms of payment in the con-
tract between the parties to the contract

O Confirmation of best efforts by Bulgaria in case of sig-
nificant change in policy of or failure by Bulgaria to satisfy
etigibility requirements under the Protocol

Payment
schemes

Payment schemes for ERUs or AAUs are to be decided on
a case-by-case basis in the contracts between the project
participants of the two countries

Consultations
and adjust-
ments

Any problem concerning the Memorandum of Under-
standing is to be settled amicably by consultations by
both sides

Duration

Effectuation and termination of the Memorandum of
Understanding
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What if a party fails to keep its promises?




INTRODUCTION

Each and every party to a contract is assumed to be dedicated to carrying
out its contractual obligations so that the contract is performed to the sat-
isfaction of all parties. However, even in the best situations, problems —
avoidable and unavoidable — may arise. The goal of a well-drafted contract
is to anticipate problems and provide guidelines for their solution, even for
those problems that could not have been reasonabiy foreseen. In the first
part of this chapter, events of default (the non-performance of duties) and
of remedies {the correction and curing of defaults or the compensation for
damages caused) are discussed. Certain defaults that are beyond the con-
trol of either party may be excused as force majeure by agreement or under
certain legal circumstances.

In most cases, the seller’s default takes the form of late delivery, incom-
plete delivery or non-delivery of the carbon credits while the buyer defaults
by failing or refusing to pay. The causes of problems in delivery are exam-
ined and grouped by nature to indicate where the risks are likely to lie.
Finally, there is the question of how are other partes dealing with the issue
of remedies in cases of default in delivery? Although not many cases are
publicly available due to the private and confidential nature of contracts,
two examples are given at the end of this chapter.

8.1 Events of default and remedies

8.1.1 Events of default

A default is the non-performance of a duty or obligation specified in a con-
tract. It is usual for the parties to agree upon a list of specific events of
default and appropriate consequences. Some of these events could be:

O Failure or refusal by the seller to deliver the carbon credits in the
agreed quantity

©  Failure or refusal by the seller to deliver the carbon credits on time

O Total failure or refusal by the seller to deliver any carbon credits
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Breach by any party of a warranty or representation it has given
Failure or refusal by the buyer to make the necessary payments

Insclvency or bankruptcy of any party to the contract

O 0 O o

Material breach of any other terms and conditions of the contract

8.1.2 Remedies

Remedies are the means by which parties cure or correct a failure to per-
form or a non-performance listed in the events of default, whether as a
result of an agreement or as mandated by law. To repair any damage caused,
remedies may involve the enforcement of a right or the prevention of the
violation of a right. However, depending on the nature of the default, it is
usual to provide in the contract that the non-performing party may first be ‘
ordered in writing by the innocent party to cure the default and to carry '
out its duties under the contract within a certain specified period of time.
Should no cure be carried out within the specified time frame, the inno--
cent party should inform the other party that it may seek remedies under
the contract or the applicable laws. Such remedies may take different forms,
as indicated below.

© The innocent party may sue to compel the other party to carry out
the specific terms of the contract. The court may order the non-per-
forming party either to perform or to stop its continuing acts of default.

O The innocent party may terminate the contract and sue for com-
pensation for damages.

O The parties may have agreed at the conclusion of the contract that
the delinquent party will compensate the innocent party for any dam-
ages caused by non-performance. The contract may or may not allow
the other to terminate the contract.

To make matters simpler, it is also usual to provide in the contract for “lig-
uidated damages”. This is a previously agreed amount to be paid by the
party in breach of the contract to the other party as compensation for dam-
ages caused. It can be an amount fixed either per calendar day if the breach
is related to delay, per ton if the breach is related to quantity, or a com-
bination of both if the non-performance is within a certain permissible
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range. The liquidated damages for delay in delivery of the carbon credits
may be set out in terms of the time of delay and the missing quantity, for
example as “US$ 0.20 per CER per calendar day of delay in delivery”.

In general, the law supports the innocent or damaged party in receiving
compensation for any loss, but it does not permit the damaged party to
profit from the other party’s wrongdoing. Although this naturally depends
entirely on the laws applicable to the specific contract, an agreement on
liquidated damages as a fair estimate of the actual damages suffered is
acceptable in most legal systems, while a measure that is punitive rather
than compensatory is generally not acceptable.

8.1.3 Force majeure

Most international contracts include a force majeure clause to provide guid-
ance in the event of a problem which the parties could not have reason-
ably anticipated or which is outside their reasonable control. Such a clause
usually includes a list of conditions that the parties agree will be regarded
as force majeure. These may differ from case to case but may include polit-
ical disorder (revolutions, insurrections and states of emergency), industrial
unrest (strikes and blockades) and physical and natural disasters (floods,
fires and earthquakes). Reference is sometimes also made to the catch-all
phrase “acts of God and any other occurrence which is outside the control
of the parties”, It is advisable that both parties agree on what constitutes
force majeure during the contract negotiatons. The Kyoto Protocol is an
international treaty in which Governments play certain roles at various
phases of the project cycle under the flexibility mechanisms. A
Government’s act, or failure to act may have a significantly negative impact
on the performance of obligations by either party under a contract. Thus,
although a typical contract usually includes “acts of government” as one of
the force majeure conditions, parties involved in the sale and purchase of
forward carbon credits should carefully examine and seek an appropriate
solution in this regard rather than adopting it thoughtlessly.

Having established which conditions would be accepted as force majeure,
the parties should then agree upon the consequences of such conditions.
For example, they should agree on whether delivery may be delayed for as
long as the force majeure conditions prevail, whether the parties have the
right to renegotiate the price or payment terms etc.
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8.2 Reasons or causes for failing to deliver

The ultimate performance of the contract by the seller is to deliver and
transfer the title to the CERs or ERUs as specified, in the agreed quantity
and at the agreed tme. With the transfer of forward project-based carboen
credits, it is expected that it will take a long time from conclusion of the
contract until the carbon credits are issued and transferred. Consequently,
the credits might not be delivered for several years, during which time many
things could happen to make delivery of the carbon credits in the agreed
gquantity, at the agreed time, difficult if not impossible.

In cases in which forward carbon credits have been sold and bought even
before the project has been registered, there is the risk that either the
investor country or the host country or both do not approve the project as
a CDM project for one reason or another, despite the fact that approval
by both countries is absolutely necessary for the proposed project. Without
such approval, the carbon credits cannot be generated nor transferred.

There are also risks regarding the registration of the project. The project
will not be approved or registered by the CDM Executive Board if the proj-
ect participants fail to successfully justify and demonstrate baseline and
additionality, in particular.

Even after the project has been successfully registered by the CDM
Executive Board, there are risks associated with the construction and oper-
ation of the plant or facilities that may, for various reasons, affect the gen-
eration and, eventually, the delivery of carbon credits. The contractor
. engaged by the seller to build the plant/facilities may prove to be incom-
petent or incapable of completing the construction, either technically or
financially, or of meeting the schedules and specifications required. The
capability of the seller as project owner to carry out effective project man-
agement should also be scrutinized since the project owner is ultimately
responsible for the entire project, The technology employed may be found
to be defective only after the facilities have been constructed, particularly
if it is new and untried.

Although it is far from an exhaustive list, table 8.1 identifies various fac-
tors that might lead to failure to deliver on time and in the agreed quan-
tity. Although some of the failures listed can be attributed to either the
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Table 8.1 Selected reasons causing failure to deliver agreed quantities

on time

Failures related
to COMI
procedures

© Failure by seller to have the project registered due to
unsuccessful justification of baseline/additionality

Q© Failure by seller ar buyer to have the project appraved by
its DNA

O Failure by seller or buyer to engage DOE or AIE in a timely
manner

O Failure by seller and/or buyer to be authorized to participate
in COM/JI

O Failure due to change baseline at renewal of crediting period

Failures
attributable

to Parties to
Kyoto Protocol

O Failure by host or buyer country to ratify the Kyoto Protocol
O Withdrawal of host or buyer country from the Kyoto Protocol

O Suspension of buyer country from the Kyoto Protocol due to
non-compliance under COM or j{

Failures related
to investments

O Failure by seller to invest due to changes in business
environment, or cancellation of investment

O Failure by seller to invest due to insufficient funds

© Fajlure by seller to complete construction of plant as per
specification and on time

O Failure of plant to operate at planned rate due to technical
deficiency in design/installation

© Failure of plant to operate at planned rate due to reduced
market demand for product

O Failure of plant to operate at planned rate due to breakdown
caused by faulty operation/maintenance

O Failure of plant to operate at planned rate due to breakdown
caused by acts of God or other natural disasters (e.g. earthquake)

Others

O Insolvency or bankruptcy of seller or buyer
O Failure by buyer to pay in advance as agreed in the contract

O Refusal of seller/buyer to perform due to significant change
in market price relative to contracted price

O Failure by buyer to be authorized to participate in CDM/JI or to
open account in its national registry to receive the carbon credits

© Force majeure
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seller or the buyer, the responsibility for some failures is not easy to deter-
mine and parties will have to agree in advance on the course of action to
be taken. Moreover, there are events over which neither the seller nor the
buyer has any control.

8.3 Cases of government buyers

It is interesting to know how other parties have dealt with these problems
and the remedies they have agreed to in cases of failure to deliver carbon
credits in the quantity and at the time specified in the contract.
Unfortunately, the terms and conditions of individual contracts are rarely
available publicly. The public tenders for the purchase of carbon credits by
government buyers such as ERUPT 5 or the Finnish Pilot Programme are
exceptions.

In ERUPT 5, should the seller fail to deliver emission reductions, the
Government of the Netherlands requests, as a remedy for each AAU or
ERU missing from the agreed quantity, the payment of a penalty by the
seller at the rate of 120 per cent of the market price of AAUs, before 2008,
or ERUs, after 2008 (see clauses 5.1 and 5.2 of the General Terms and
Conditions). In the case of deliberate non-delivery, where the seller has actu-
ally had AAUs or ERUSs issued but does not deliver them to the buyer as
agreed, it requires the seller to pay a penalty of 100 for each undelivered
AAU or ERU (see clause 5.4 of the General Terms and Conditions).

The Finnish Pilot Programme on JI and CDM by the Government of
Finland takes a similar approach and proposes in its Geweral Terms and
Conditions for Emission Reductions Purchase Agreement, under the heading
“Non-delivery of agreed emission reductions”, that the seller pay the buyer
“the market value of the emission reductions not delivered™.!

As seen above, both ERUPT 5 and the Finnish Pilot Programme require
the seller to provide compensation for any quantity not delivered on the
basis of the market price, although the former increases the market price

"Ministry of Foreign Affairs of Finland, Clean Development Mechanism (COM) and foint
implementation (JI} Pilot Programme — Operational Guidelines {(Version 3.0 29 January 2003),
page 44 of 45, accessed on g January 2004 at hitp://global.finland.fi/english/procurement/kyoto/
annexs_guidelines.pdf.
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by 20 per cent. The reasoning behind this requirement may be that the
buyers would be able to go on to the spot market themselves and purchase
the carbon credits at the prevailing price to make up the unexpected deficit
in carbon credits, using the compensation from the seller as their funding,.
The terms and conditions do not make it clear whether the buyers would
have to pay the contract price, even for the quantity not delivered while
demanding compensation from the sellers. Any compensation by the sell-
ers would be the difference between the contract price and the market price,
if the latter price is higher than the former. If in fact the market price is
lower than the contract price, the sellers may insist on a clause that enti-
tles them to go on to the spot market and purchase the carbon credits in
the quantity short of the commitment and then deliver these to the buy-
ers, together with the carbon credits they generated. The two instances here
appear not to allow any delay in delivery and both parties would establish
the quantity not delivered as of the date committed in the contract and the
sellers would pay compensation for the deficit. However, as an alternative
to the provision, both parties may agree at the time of contract to estab-
lish a period during which liguidated damages at the rate of, for example,
TUS$ 0.20 per metric ton CQ, equivalent per calendar day of delay would
apply before compensation calculated on the market price is triggered, pro-
vided the quantity deliverable on time is acceptable to the buyers.
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BOILERPLATE CONTRACTUAL CLAUSES
What else should the contract contain?




9.1
9.2
9.3
9-4
9.5

9.6

9.7 -

9.8
9.9

9.10 Dispute~ resolution

Introduction
Whole contract or entire agreement

Amendments or variation clause

Waiver

Severability

Survival of clauses after termination of
the contract

Notice
Waiver of sovereign immunity
Assignment of the contract

Choice of law or governing law




INTRODUCTION

In addition to setting our the main duties and obligations of the parties, a
well-drafted contract should contain various standard clauses. These are so
common that they are referred to as “boilerplate clauses” and are usually
set out towards the end of the contract. While certain standard clauses —
for example, the clause setting out how parties are to notify each other —
are found in all types of agreements and are probably not controversial,
others may have a far-reaching effect and should be considered more care-
fully. These include the procedural clauses, which deal with the law to
which the parties agree the contract is subject to, and all dispute resolu-
tion clauses, Despite the importance of these clauses, very often little
thought is put into them. This might result in the terms of one contract
simply being based on those of a previous contract, without any consider-
ation or analysis of the fact that the second contract deals with different
parties, different obligations and so forth. Therefore, the parties to a con-
tract to sell and buy project-based carbon credits are advised to pay care-
ful attention when drafting the clauses. of this type of transaction to ensure
that they are relevant.

9.1 Whole contract or entire agreement

Parties may wish to state that the present contract reflects the entire agree-
ment between thern and supersedes any other prior agreements or under-
standings, particularly any previous oral agreements or understandings.
When this clause is used, all the understandings and agreements must be
properly included in the contract.

9.2 Amendments or variation clause

Should parties wish to change anything previously agreed, the contract
should include a suitable amendment or variation clause that stipulates a
procedure for amending the contract. This clause usually calls for any mutu-
ally agreed upon amendment to be made in writing and, for the sake of
clarity, for the particular clause in the contract being amended to be referred
to explicitly.

141



Negotiating the transfer and acquisition of project-based carbon credits under the Kyoto Protocol

9.3 Waiver

This clause is intended to ensure that any party’s failure to enforce rights
it has under the contract, or its delay in doing so, is not to be construed
as that party either agreeing to any variaton of the terms of the contract
or giving up those rights,

9.4 Severability

Parties may wish to clarify that if a court decides that a clause of the con-
tract is invalid or ineffective, that invalidity or ineffectiveness will not affect
the rest of the contract’s clauses, which remain in force.

9.5 Survival of clauses after termination of the
contract

A survival clause is a clause that governs the situation between parties once
the contract has ended by providing which clauses survive the termination
and continue to bind the parties. One example is the confidentiality clause:
one or both parties may wish for this clause to survive so that the obliga-
iion to keep information confidential continues to be binding even after the
contract has terminated. Sometimes, it is simply implied from the context
but not clearly and expressly stated that certain clauses will survive the end
of the contract and that they can still be relied upon by the parties. It is
advisable that the parties make the situation clear in the contract.

9.6 Notice

Each party must know in what form and to which address proper notice
to the other party may be sent. This is not only important when a party
wishes to terminate the contract early, but also when a default has occurred
and notice to remedy the default, together with a deadline, must be sent
to the other party. Complete postal addresses, telephone, fax and mobile
telephone numbers, email addresses — even telex numbers, in some parts
of the world — are essential, together with an agreed form of valid and effec-
tive notice, whether by letter, registered post or courier service, with or
without previous notice by electronic means or by telephone, The some-
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times difficult question of when any notice has been served on the other
party may also be dealt with by accepting an agreed “time for service” in
the agreed form.

9.7 Waiver of sovereign immunity

There is nothing more frustrating than discovering, after lengthy discus-
sions and many drafts of the document, that the negotiating partner does
not have the authority to sign the final version of the contract. This may
be especially true when negotiating with government agency representatives
who might not be completely clear about the ‘authority they have to bind
the agency, with their signatures, to the contract. Negotiating a contract
with sovereign Governments also raises the question of sovereign immu-
nity, a doctrine under which a sovereign Government cannot be sued with-
out its consent. As the sale and purchase of forward carbon credits could
very well involve Governments, either as sellers or buyers, this matter should
be dealt with early on in the negotiations,

9.8 Assignment of the contract

Parties will have to agree on whether to allow the assignment of their rights
and obligations to third parties and, if so, under which conditions such an
assignment is acceptable. It is usual to state that the prior consent of the
other party to the assignment must be obtained in writing. Although the
right of assignment to an associated company or subsidiary in the same
group may be insisted upon during negotiations {(the party only has to give
notice of the fact), the implications of this right should be examined care-
fully. When asked for consent to an assignment, the other party may want
to carry out due diligence on the possible assigned company and may have
to insist upon this right, as well as on the right to refuse the assignment.
The implications of assigning the contract to a third party are discussed in
section 3.6. ’

9.9 Choice of law or governing law

A sensible precaution in any contract is for parties to agree on the law to
which the contract is subject, as it allows the parties further certainty in
interpreting their various obligations. In international contracts, parties may
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be reluctant to accept the law of a country with whose language and legal
system they are not familiar as the law governing the contract, mainly
-because both the foreign legal concepts and the foreign legal terms may
ditfer from the parties’ own or from the law with which they are most famil-
iar. For example, the question of compensation for loss of profits due to a
breach of contract may well be treated differently by one legal system com-~
pared with another. In choosing the applicable law, parties should consider
the occurrence of a significant dispute against which they wish to protect
themselves. Nonetheless, should a sovereign Government be party to a con-
tract, it may insist on its own law governing the contract.

Although there are few settled laws upon which parties may rely at pres-
ent with respect to the nature of carbon credits and their trade under the
Kyoto Protocol, some nations have already reacted to the challenge outside
of the Kyoto Protocol regime by amending their general commercial laws;
for example, the wading of future renewable energy rights under standard
form contracts is regulated in Australia by the federal Corporations Act.
Given that trading in carbon credits is still an emerging business and
national legal regimes dealing with this kind of transactions may differ from
one country to another, the parties to a contract should examine the pos-
sible choices of law carefully and choose the most appropriate.

9.10 Dispute resolution

Once the law has been decided, parties should agree on the relevant author-
ity to which they may turn for resolving disputes. Very often, legal action
— litigation — is regarded as the first option, even though this means resort-
ing to the courts of the country of one of the parties, unless it has been
agreed to refer all disputes exclusively to the courts of one particular coun-
try. If 50, one of the parties will necessarily have to deal with unfamiliar
legal rules and procedures, in addition, possibly, to a foreign language.
Another alternative is to agree that any dispute be referred for final settle-
ment and decision to an arbitration tribunal, usually made up of three arbi-
trators who have been empowered by the parties to deal with the matter
at a place and using the rules, procedures and language they believe best
suits the resolution of the dispute.

Should the parties agree on arbitration, they must then ensure that the arbi-
tration clause in the contract reflects this clear understanding that they do
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not wish to present any disputes they may have to a court, but to an arbi-
tral tribunal. Most of the leading arbitration institutions (the International
Court of Commercial Arbitration at the International Chamber of
Commerce in Paris, the Chartered Institute of Arbitration in London, the
American Arbitration Association, the International Arbitral Centre at the
Austrian Federal Economic Chamber etc.) have sample arbitration clauses.
These can be expanded from the simple agreement to arbitrate any dis-
pute, under the auspices of a particular institution, to include the number
of arbitrators, the arbitration rules to be applied, the place and language of
the arbitration etc. The cost of such dispute resolution is a matter for the
parties to consider, particularly if they are sitvated in different countries.
Any sovereign Government that is a party to a contract may not agree o
binding arbitration, relying on their sovereign immunity (see section 9.7).

Other possibilities for settling disputes include mediation, if the dispute is
minor and the parties are keen to settle it quickly so as to continue the
commercial relationship, or ad hoc arbitration if the parties can agree on
the necessary parameters. For disputes of a purely technical matter, expert
mediation may be useful.
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Annex

COUNTRY CHECKLIST
UNFCCC status of ratification as of 24 May 2004;
Kyoto Protocol status of ratification as of 18 April 2006

UNFCCC Kyoto Protocol
Ratified Annex | Ratified Annex B
Afghanistan Yes
Albania Yes Yes
Algeria Yes Yes
Andorra
Angola Yes
Antigua and Barbuda Yes Yes
Argentina Yes Yes
Armenia Yes Yes
Australia Yes Yes Yes
Austria Yes Yes Yes Yes
Azerbaijan Yes Yes
Bahamas Yes Yes
Bahrain Yes Yes
Bangladesh Yes Yes
Barbados Yes Yes
Belarus Yes Yes Yes
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UNFCCC Kyoto Protocol
Ratified Annex | Ratified Annex B
Belgium Yes Yes Yes Yes
Belize Yes Yes
Benin Yes Yes
Bhutan Yes Yes
Bolivia ' Yes Yes
Bosnia and Herzegovina Yes
Botswana Yes Yes
Brazil . Yes Yes
Brunel Darussalam
Bulgaria Yas Yes  Yes Yes
Burkina Fasc Yes Yes
Burundi | ' Yes Yes
Cambodia Yes Yes
Cameroon ) Yes - Yes
Canada Yes Yes Yes Yes
Cape Verde Yes Yes
Central African Republic Yes
Chad Yes
Chile Yes Yes
China Yes Yes
Co[olmbia Yes Yes
Comoros Yes
Congo Yes
Cook Islands Yes Yes
Costa Rica Yes Yes
Cote d’lvoire - Yes
Croatia Yes Yes Yes
|
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UNFCCC Kyoto Protocol
Ratified Annex | Ratified Annex B
Cuba Yes Yes
Cyprus Yes Yes
Czech Repubiic Yes Yes Yes Yes
Democratic People’s
Republic of Korea Yes Yes
Democratic Republic of
the Congo Yes Yes
Denmark Yes Yes Yes Yes
Djibouti Yes Yes
Dominica Yes Yes
Dominican Republic Yes Yes
Ecuador Yes Yes
Egypt Yes Yes
El Salvador Yes Yes
Equatorial Guinea Yes Yes
Eritrea Yes Yes
Estonia Yes Yes Yes Yes
Ethiopia Yes Yes
Fiji Yes Yes
Finland Yes Yes Yes Yes
France Yes Yes Yes Yes
Gabon Yes
Gambia Yes Yes
Georgia Yes Yes
Germany Yes Yes Yes Yes
Ghana Yes Yes
Greece Yes Yes Yes Yes
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UNFCCC Kyoto Protocol
Ratified Annex | Ratified Annex B
Grenada Yes Yes
Guatemala Yes Yes
Guinea Yes Yes
Guinea-Bissau Yes Yes
Guyana Yes Yes
Haiti Yes Yes
Holy See
Honduras Yes Yes
Hungary Yes Yes Yes Yes
Iceland Yes Yes Yes Yes
India Yes Yes
Indonésia Yes Yes
Iran {islamic Republic of} Yes Yes
lraq
Ireland Yes Yes Yes Yes
Israel Yes Yes
Italy Yes Yes Yes Yes
lamaica Yes Yes
Japan Yes Yes Yes Yes
Jordan Yes Yes
Kazakhstan Yes
Kenya Yes Yes
Kiribati Yes Yes
Kuwait Yes Yes
Kyrgyzstan Yes Yes
Lao People’s Democratic
Republic Yes Yes
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UNFCCC Kyoto Protocol
Ratified Annex | Ratified Annex B
Latvia Yes Yes Yes Yes
Lebanon Yes
Lesotho Yes Yes
Liberia Yes Yes
Libyan Arab Jamahiriya Yes
Liechtenstein Yes Yes Yes
Lithuania Yes Yes Yes Yes
Luxembourg Yes Yes Yes Yes
Madagascar. Yas Yes
Malawi Yes Yes
Malaysia Yes Yes
Maldives Yes Yes
Mali Yes Yes
Malta Yes Yes
Marshall Islands Yes Yes
Mauritania Yes Yes
Mauritius Yes Yes
Mexico Yes Yes
Micronesia (Federated
States of} Yes Yes
Monaco Yes Yes Yes Yes
Mongolia Yes Yes
Morocco Yes Yes
Mozambique Yes Yes
Myanmar Yes Yes
Namibia Yes Yes
Nauru Yes Yes
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UNFCCC Kyoto FProtocol
Ratified Annex | Ratified Annex 8
Nepal Yes Yes
Netherlands Yes Yes Yes Yes
New Zealand Yes Yes Yes Yes
Nicaragua Yes Yes
Niger Yes Yes
Nigeria Yes Yes
Niue Yes Yes
Norway Yes Yes Yes Yes
Oman Yes Yes
Pakistan Yes ’ Yes
Palau Yes Yes
Panama Yes ) Yes
Papua New Guinea Yes Yes
Paraguay Yes Yes-
Peru Yes Yes
Philippines Yes Yes
Poland’ - - Yes . Yes Yes Yes
Portugal ] Yes Yes Yes Yes
Qatar Yes Yes
Republic of Korea Yes Yes
Republic of Moldova Yes Yes
Romania Yes Yes Yes Yes
Russian Federation Yes Yes Yes Yes
" Rwanda Yes Yes
Saint Kitts and Nevis Yes

Saint Lucia Yes Yes
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UNFCCC Kyoto Protocol
Ratified Annex | Ratified Annex B
Saint Vincent and
the Grenadines Yes Yes
Samoa Yes Yes
San Marino Yes
Sao Tome and Principe Yes
Saudi Arabia Yes Yes
Senegal Yes Yes
Serbia and Montenegro Yes
Seychelles Yes Yes
Sierra Leone Yes
Singapore Yes Yes
Slovakia Yes Yes Yes Yes
Slovenia Yes Yes Yes
Solomon Islands Yes Yes
Somalia
South Africa Yes Yes
Spain Yes Yes Yes Yes
Sri Lanka Yes Yes
Sudan Yes Yes
Suriname Yes
Swaziland Yes Yes
Sweden Yes Yes Yes Yes
Switzerland Yes Yes Yes Yes
Syrian Arab Republic Yes Yes
Tajikistan Yes
Thailand Yes Yes
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UNFCCC Kyoto Protocol
Ratified Annex | Ratified Annex B
- The Former Yugoslav
Republic of Macedonia Yes Yes
Togo Yes Yes
Tonga Yes
Trinidad and Tobago Yes Yes
Tunisia Yes Yes
Turkey Yes Yes
Turkmenistan Yes ' Yes
Tuvalu Yes Yes
Uganda Yes Yes
Ukraine Yes Yes Yes Yes
United Arab Emirates - Yes Yes
United Kingdom of Great
Britain and Northern ireland Yes Yes Yes Yes
United Republic of Tanzania Yes Yes
. United States of America Yes Yes Yes
Uruguay Yes Yes
Uzbekistan Yes Yes
Vanuatu Yes Yes
Venezuela (Bolivarian
Republic of) Yes Yes
Viet Nam Yes Yes
Yemen Yes Yes
Zambia Yes
Zimbabwe Yes
European Union* Yes Yes Yes Yes

Source: UNFCCC,
* UNFCCC has been concluded with European Economic Community.
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