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Abstract

By providing for substantial financial flows and implementing
innovative technology, the private sector could help unlock am-
bition and achieve cost-effective emission reductions on the way
to reaching the climate goals of the Paris Agreement. One import-
ant way to utilise the potential of the private sector is through the
market mechanisms enshrined in Article 6 of the Paris Agreement.
Here, the crediting mechanism of Article 6.4 of the Paris Agree-
ment explicitly calls for the engagement of private entities.

In past rounds of negotiations, no agreement was reached on how
the rules for the mechanism should be operationalised. In upco-
ming negotiations for the rulebook, negotiatiors will have the op-
tion to incorporate provisions into the rulebook to provide invest-
ment opportunities for the private sector. The rules for Article 6.4
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of the Paris Agreement must be robust while allowing for a strong
degree of flexibility. In addition, they must strike a balance bet-
ween market incentives and environmental integrity.

In order to best achieve private sector engagement through Article
6.4 of the Paris Agreement, we find in this analysis that the rule-
book must be designed to increase private-sector trust in the func-
tionality of market mechanisms. Secondly, associated costs must
be predictable and must not serve as a deterrent to private sector
engagement. Lastly, the Rulebook must not limit the playing field
for the private sector, but should allow for activities ‘outside’ of
nationally determined contributions, as well as for demand beyond
nationally determined contributions.
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1. Introduction

In 2015, 196 Parties agreed to the Paris Agreement (PA) nego-
tiated under the 1992 United Nations Framework Convention on
Climate Change (UNFCCC), aiming at limiting global warming to
‘well below 2°C’. To achieve this goal, all participating countries are
required to set national greenhouse gas (GHG) emissions reducti-
ons targets, called nationally determined contributions (NDCs).

The Paris Agreement also includes the potential to provide for the
resurgence of international markets. Despite a somewhat rocky
path for market mechanisms in the Kyoto era, Parties eventually
agreed that markets can offer flexibility for Parties and are crucial
to fully exploit the potential for cost-effective mitigation. Markets
can also help to activate the private sector and thus facilitate im-
portant financial flows and technological innovation. While provi-
sions for international carbon markets were included in Article 6
of the Paris Agreement, so far no agreement has been reached on
rules for its implementation in the Paris Rulebook.

1.1. Article 6 of the Paris Agreement

Art. 6 PA provides for various voluntary options for Parties to jo-
intly implement their NDCs. According to Art. 6.1 PA, the corre-
sponding measures should serve not only to implement the NDCs,
but also to increase ambition regarding future mitigation and
adaptation targets and to promote sustainable development and
environmental integrity. While Art. 6. 1 PA addresses the general
concept of voluntary cooperation, Art. 6.2—6.9 PA introduce three
different cooperation modalities.

Art. 6.2 and Art. 6. 3 PA: These provisions cover bilateral or mul-
tilateral cooperative market-based approaches that involve the
international transfer of mitigation outcomes by Parties to facili-
tate the achievement of their NDCs. An important premise is the
avoidance of ‘double counting’, meaning that a mitigation outcome
may not be counted towards both the NDC of the country in which
the mitigation has occurred and the NDC of the acquiring country.
While there will not be international oversight of the mechanism
under the UNFCCC, international rules for Art. 6.2 PA will pro-
vide an accounting framework for international cooperation. This
mechanism will make it possible, for example, to link national or
subnational emission trading systems and create a common carbon
market.

Art. 6.4 to Art. 6.7 PA: These provisions also contain a market-
based opportunity to collaborate. They establish a crediting me-

chanism under the auspices of the UNFCCC that issues emission
reduction credits for activities authorised by Parties in support of
sustainable development. The generated reductions can be acqui-
red by other Parties and used towards their NDC. Rules, modali-
ties and procedures for this ‘Sustainable Development Mechanism’
will be adopted by the Conference of Parties. The mechanism is
also explicitly intended to incentivise and facilitate participation
in the mitigation efforts of public and private entities.

Art. 6.8 and Art. 6.9 PA: These provisions include a framework for
non-market approaches.

The negotiations on Art. 6 PA, especially regarding the market-ba-
sed provisions of Art. 6.2 PA and Art. 6.4 PA, are still highly con-
tentious. So far, Parties have been unable to reach an agreement
on several political and technical issues. However, as mentioned
above, countries will not be the only stakeholders potentially par-
ticipating in international carbon markets: Article 6.4 PA expli-
citly acknowledges the need to incentivise and facilitate the par-
ticipation of private entities in the mitigation of greenhouse gas
emissions (GHG).

1.2. Scope of this analysis

This analysis provides recommendations on how the rulebook for
Art. 6.4 PA can be designed to best enable private sector engage-
ment without putting environmental integrity at risk. To do so,
we will first take a general look at the status quo of negotiations
and the possible role of the private sector under the mechanisms,
taking into account experiences from the Kyoto era (2). We will
then consider the status quo of negotiations regarding the issu-
es we deem most relevant for the private sector and assess their
potential impact on the private sector, before identifying necessa-
ry elements for the Paris Rulebook on Article 6.4 PA (3). We will
look at the issues under three overarching categories: how can the
rulebook ensure private-sector trust in market mechanisms (3.1)?
How can financial barriers be lowered for the private sector (3.2)?
And how can a broad scope of activity be ensured (3.3)?

Where the crunch issues examined in the context of Article 6.4
PA are also relevant to Article 6.2 PA, we will indicate this in the
text. The non-market-based approaches of Article 6.8 PA will not
be part of this discussion.
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2. Course of negotiations on Article 6 PA
and the role of the private sector in market

mechanisms

2.1. Status of discussion
regarding the rulebook on
Article 6 Paris Agreement

A recent study by Edmonds et al. shows the enormous potential
of market mechanisms: it claims that cooperation under Art. 6 PA
could reduce the costs of achieving the respective NDCs by $ 300
billion per year in 2030." However, in order to implement the me-
chanisms and approaches of Art. 6 PA in practice, a detailed opera-
tionalisation rulebook is required.

This issue was already taken up at the 21st Conference of the Par-
ties (COP.21), where the Paris Agreement was agreed on by the
Parties of the UNFCCC. The Subsidiary Body for Scientific and
Technological Advice (SBSTA)? was tasked with developing ap-
propriate guidance for the accounting procedure for internatio-
nally transferred mitigation outcomes (ITMOs) — in particular
to avoid double counting in the context of Art. 6. 2 PA — and to
present them for decision at the next COP, also referred to as the
Conference of the Parties serving as the meeting of the Parties to
the Paris Agreement (CMA). In addition, the SBSTA was to draft
proposals for the rules, modalities and procedures of the new Sus-
tainable Development Mechanism under Art. 6. 4 PA, which was
also to be adopted at the next COP/CMA. The same was intended
for the non-market approaches of Art. 6. 8 PA.®

However, the corresponding work programmes were not adopted
at COP.22/CMA.1 in Marrakesh or at COP.23/CMA.2 in Bonn
(hosted by Fiji). At COP.24/CMA.1-3 in Katowice, the Parties
were able to agree on many operationalisation rules related to the
PA, which were compiled into a rulebook. There was no consensus

on one issue, however: the operationalisation of the voluntary co-
operation of Art. 6 PA. The corresponding decision 8/CMA. 1 is
mainly of a procedural nature and refers to further elaboration by
the SBSTA.*

Lastly, the COP.25/CMA.4 in Madrid could not yield a decision on
the implementation rules for Art. 6 PA. As a result, the topic was
again referred to the SBSTA for further elaboration,® and discus-
sion was postponed until COP.26 in Glasgow in 2021 due to the
Corona pandemic.

The unsuccessful attempts at finding common ground on Art. 6
PA indicate that the adoption of a rulebook with specifications for
voluntary cooperation is highly contested. Finding an agreement
will be a central component of the negotiations at COP.26.

2.2. Private sector engagement
through market mechanisms

Private sector engagement is crucial for the implementation of the
kind of GHG emissions reductions necessary to reach the Paris
Agreements long-term temperature goals. Its role is twofold: on
the one hand, the private sector is itself a large emitter of GHG. On
the other hand, it can provide the technical innovations and finan-
cial investments needed to effectively combat climate change.® Fi-
nancial input is greatly needed: in 2021, the International Energy
Agency found that keeping the increase in the global average tem-
perature to below 2° C would require an investment of around $ 5
trillion in energy efficiency and low—carbon technologies by 2030.
As current levels of public funding are far from sufficient to reach
this goal, significant levels of private finance must be leveraged.

1 Edmonds et al, (2021) Climate Change Economics, How much could Article 6 enhance Nationally Determined Contribution ambition toward
Paris Agreement goals through economic efficiency?, p.2, available at: https://www.worldscientific.com/doi/10.1142/5201000782150007X

2 UNFCCC. Decision 1/COP.21 Adoption of the Paris Agreement UNFCCC/CP/2015/10, Article 18.
Ibid, para. 36-40, available at https://unfccc.int/sites/default/files/resource/docs/2015/cop21/eng/10a01.pdf.

4  UNFCC. Decision 8/CMA.1, Matters relating to Article 6 of the Paris Agreement and para. 36-40 of decision 1/CP.21, FCCC/PA/CMA/2018/3/
Add.1, available at https://unfccc.int/sites/default/files/resource/cma2018 3 addl advance.pdf#page=22.
5 UNFCC. Decision 9/CMA.2, Matters relating to Article 6 of the Paris Agreement, FCCC/PA/CMA/2019/6/Add.1, available at https://unfccc.

int/sites/default/files/resource/cma2019 06a01E.pdf.

6  Fiissler et al., (2019) Incentives for Private Sector Participation in the Article 6.4 Mechanism, p. 7, available at https://epub.wupperinst.org/

frontdoor/deliver/index/docld/7548/file/7548 Incentives.pdf

7  Bouckaert et al., (2021) for the International Energy Agency, Net Zero by 2050: A Roadmap for the Global Energy Sector, available at: https://

www.iea.org/reports/net-zero-by-2050.



https://www.worldscientific.com/doi/10.1142/S201000782150007X
https://unfccc.int/sites/default/files/resource/docs/2015/cop21/eng/10a01.pdf
https://unfccc.int/sites/default/files/resource/cma2019_06a01E.pdf
https://unfccc.int/sites/default/files/resource/cma2019_06a01E.pdf
https://epub.wupperinst.org/frontdoor/deliver/index/docId/7548/file/7548_Incentives.pdf
https://epub.wupperinst.org/frontdoor/deliver/index/docId/7548/file/7548_Incentives.pdf
https://www.iea.org/reports/net-zero-by-2050
https://www.iea.org/reports/net-zero-by-2050

IIKEM

Market mechanisms have the potential to unlock greater ambition
and achieve cost-effective emission reductions.® The key driver of
private-sector investment in market mechanisms depends on the
expected return on investments in emission reductions, which in
turn depend on the carbon price. The carbon price is determined
by the balance of demand for, and supply of, these emission reduc-
tions.

Demand for (and thus the price of) ITMOs under Art. 6.2 PA —
or, more specifically, emission reductions certified under Art. 6.4
PA (‘A6.4ERs’) — will largely depend on the political willingness of
governments to introduce mitigation policies consistent with the
targets of their NDCs and long-term determined contributions.
Countries therefore have the opportunity to provide for functio-
ning and effective international markets with active participation
of the private sector using their regulatory powers. Nonetheless,
several parameters can be included in the design of Art. 6 PA that
have the potential to impact private sector engagement. This is
especially true for the Art. 6.4 PA mechanism operating under the
auspices of the UNFCCC, as rules, modalities and procedures will
be decided on the international level.

2.2.1. Forms of private sector engagement

The private sector includes entities that generate mitigation out-
comes or acquire them for compliance or voluntary purposes, pri-
vate sector co-financiers, and project developers that implement
GHG emission mitigation technologies. Within these categories,
mitigation action is financed and demand for emission reductions
ensured. Other private actors include auditors and traders which
are necessary for the mechanisms to operate.’

Cooperative approaches under Art. 6.2 PA will be designed and
implemented through bilateral and multilateral cooperation. Con-
sequently, the forms private sector engagement can take will be
determined first and foremost by the participating Parties, and not
through the guidance on Art. 6.2 PA. The Art. 6.4 PA mechanism,
on the other hand, will operate under the guidance and authority
of the CMA and will be governed by a Supervisory Body which
will oversee and approve the issuance of A6.4ERs. While potential
private sector participation is not necessarily limited to the me-
chanism under Art. 6.4 PA, it is also this provision that explicitly

aims to incentivise and facilitate private sector participation in the
mitigation of greenhouse gases.

2.2.2. Learning from the past — the Clean
Development Mechanism (CDM)

In order to evaluate the manner in which the new mechanism can
be designed to best encourage private sector engagement, we will
look at the existing market mechanism under the Kyoto Protocol
that also explicitly allowed for the involvement of private entities,
namely the Clean Development Mechanism (CDM).

The new mechanism of Art. 6.4 PA is in many ways similar to the
CDM established under the Kyoto Protocol. Both mechanisms are
crediting schemes that operate under a centralised UN Body. Par-
ticipation of the private sector will likely be comparable to partici-
pation under the Clean Development Mechanism, though possibly
with greater government involvement." The rules for Art. 6.4 PA
are to ensure ‘real, measurable and long-term’ benefits, which was
also the case for the CDM, and both mechanisms must ensure the
additionality of emission reductions.

It is important to note, however, that there are also substantial
differences between the CDM and the new mechanism under Art.
6.4 PA.

Unlike the CDM, the Art. 6.4 PA mechanism is applicable to all
Parties, and crediting takes place in the context of the NDC tar-
gets of the host country; CDM activities can only be hosted in
countries with no targets under the Kyoto Protocol. Additionally,
the CDM only applied to projects and programmes, while the Art.
6.4 mechanism could potentially be used on sectors or policies as
well."”? Another important difference is that the new mechanism
of Art. 6.4 PA requires an ‘overall mitigation in global emissions’,
which aims at moving beyond the zero-sum offsetting frequently
seen in the past.

When designing the new mechanism, it is important to be aware of
these similarities and differences in order to benefit from preexis-
ting and possibly transferable ‘lessons learned’ and working me-
thodologies. This is also relevant when looking at design options
to specifically enhance private sector engagement.

8 Biirgietal, (2017) for the South Pole Group, Operationalising Article 6 of the Paris Agreement, Perspectives of developers and investors on
scaling-up private sector investment, p. 12., available at https://www.ieta.org/resources/International WG/Article6/Portal/operationalising-

article-6-of-the-paris-agreement.pdf

9  Michaelowa et al., (2019) Opportunities for mobilizing climate finance through Article 6, p.16 available at: https://www.researchgate.net/
publication/336576428 Opportunities for mobilizing private climate finance through Article 6.

10 Art 6.2 PA does not mention private entities. Yet, private entities could be involved in mechanisms underlying transfers under Art. 6.2 PA, for
example in the form of bilateral crediting mechanisms or international linking of Emission Trading Schemes.

11 Ibid, p.22.

12 Kreibich, Obergassel (2019), Scaled-up Crediting under Art. 6.4: Will there be policy crediting under the Paris Agreement? p. 19, available at:
https://www.carbon-mechanisms.de/fileadmin/media/dokumente/Publikationen/Policy Paper/PP 2019 02 Scaled Up_ Crediting bf.pdf
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3. Identifying challenges and finding solutions

3.1. Preserving private-sector trust

When introducing the new market mechanism, it is important
to give the private sector a reason to trust in the functionality of
that mechanism. Whether this is successful will very likely depend
on how the transition from the Kyoto-era projects and credits is
handled as well as on the predictability concerning methodologies
for the private sector.

3.1.1. Transitioning from the Kyoto era:
‘carryover’ of certified emission reductions

The issue of carryover of issued certified emission reductions
(CERs) from CDM activities can be described as highly political
and was one of the major points of contention that prevented the
finalisation of the rulebook for Art. 6 PA at COP.25 in Madrid.
Considering the progress made since then regarding the transition
of activities," we will limit this discussion to the highly contested
issue of the ‘carryover’ of CERs. The essence of the controversy is
whether credits issued through the CDM—-Mechanism before 2021
can be used in the context of post 2020 NDCs.

It is first important to note that the Paris Agreement itself does
not address compulsory transitions of any sort. In fact, COP ac-
tually encouraged the voluntary cancellation of Kyoto-era units."
Still, some countries continue to host substantial numbers of on-
going projects and desire a full transition of activities and CERs.

While some Parties seek to exclude the transition of CERs to the
new mechanisms altogether because they fear a serious threat to the

overall mitigation of global emissions, other Parties see the carryover
as necessary. They argue that project developers must be assured a
return on investment for pre-2020 actions in post-2020 markets.”®

The Parties tried to find middle ground between these positions
by developing further options. The final draft text in Madrid the-
refore included certain filters to enable the transfer of CERs. Key
provisions include the registration date of the project™ and the re-
ductions achieved prior to 31 December 2020 in order to use the
CERs. According to the third draft version, CERs are to be used
towards the NDC no later than 31 December 2025, while an ear-
lier version included the option of 2023.” Another provision of
the third presidential draft demands that CERs not eligible under
these rules be put in a reserve and used towards the NDC only in
accordance with a future decision of the CMA."®

One initial problem in the negotiations seems to be the lack of cla-
rity with regard to the actual numbers of residual CERs that could
be available for use according to different transaction parameters.
Concerns were expressed mainly regarding the effect those num-
bers could potentially have on the carbon market.”

Impact on the private sector

With regard to the transition of Kyoto-era methodologies,?° pro-
jects and carbon credits, a number of project developers and buy-
ers of CDM credits have made clear that they would lose trust in
the new mechanisms if registered activities and issued credits are
not eligible for transition into Art. 6.7

When approaching the transition of CER units in the context of
private sector engagement, it is important to consider several fac-
tors. For example, if there is no carryover, private investors may

13 See e.g. Michaelowa et al., (2020) Update 2020 - Negotiating cooperation under Art. 6 of the Paris Agreement, p. 14.

14 Decision 1/CP.21 Decisions adopted by the Conference of the Parties, regarding the Paris Agreement states that Parties are encouraged to

cancel units issued under the Kyoto Protocol ( para. 106).

15 Michaelowa et al.(2019), Negotiating Cooperation under Article 6 of the Paris Agreement, p. 21, available at: https://www.perspectives.cc/
fileadmin/Publications/Michealowa et al. 2019 - Negotiating cooperation under Article 6 of the PA.pdf.
16 UNFCCC (2019) Draft text on Matters relating to Article 6 of the Paris Agreement, Proposal by the President (third iteration); Draft CMA

decision on Rules, modalities and procedures for the mechanism established by Article 6, paragraph 4 of the Paris Agreement (para.75 (a)):
states that the date is yet to be decided by the CMA available at: https://unfccc.int/sites/default/files/resource/CMA2 11b DT Art.6.4 .pdf

17 UNFCCC (2019) Draft text on matters relating to Article 6 of the Paris Agreement, Proposal by the President (second iteration): Draft CMA
decision on rules, modalities and procedures for the mechanism established by Art. 6 paragraph 4 of the Paris Agreement (para 88 (c)). Available
at: https://unfccc.int/sites/default/files/resource/DT.CMA2 .i11b .pdf?download

18 UNFCCC (2019) Draft text on Matters relating to Article 6 of the Paris Agreement, Proposal by the President (third iteration); Draft CMA
decision on Rules, modalities and procedures for the mechanism established by Article 6, paragraph 4 of the Paris Agreement (para.75 (a)):

states that the date is yet to be decided by the CMA, para. 76.

19 Duggal et al,, (2020) ADB, Decoding Article 6 of the Paris Agreement Version II, p. 49, available at:
https://secureservercdn.net/160.153.137.163/27r.689.myftpupload.com/wp-content/uploads/2021/01/Decoding-Article-6-part-IL.pdf.

20 As the transfer of methodologies is not as contested, this element will not be looked at in this analysis.

21 Rashmi, Ahuja, (2019) Clean Development Mechanism as Catalyst for Sustainble Development Mechanism under Article 6.4, p.11, available at
https://www.teriin.org/sites/default/files/2019-11/clean-development-mechanism.pdf.
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avoid participating in market mechanisms due to a loss of trust. At
the same time, this action will also prevent a flooding of the market
with carbon credits.?? Achieving the latter could very well serve as
an incentive for private sector investment, as the potential supply
of carryover CDM- credits is likely to heavily dilute the market
of the Art. 6.4 PA mechanism from the start.?> Next to these mar-
ket-based considerations, the underlying issue again is finding a
balance between market incentives and environmental ambitions.
A main issue identified is the potential of the carryover to under-
mine further action taken to reduce emissions.

Recommendation for the rulebook

The rulebook for Art. 6.4 PA must strive to balance out these aspects
to provide a meaningful incentive for the private sector without un-
dermining emission reduction efforts. While either of the detrimen-
tal positions (no transition vs. full transition) undeniably has negati-
ve effects on either market incentives or ambition, partial carryover
can offer a compromise and prove to be a tangible solution.

Effective restrictions which are at the core of the negotiations in-
volve establishing time-related limits for the eligibility of CERs.
They can help to promote new or recently developed abatement
action while generally limiting the use of CERs.? The Parties will
have to decide for how long their credits will be used towards their
NDC, defining a cut-off year. We recommend choosing the later date
of 2025 in order to provide for a sufficiently long transition period.

Secondly, Parties should agree on vintage restrictions. Generally,
they can relate to the timing of project implementation or the ti-
ming of emission reductions. The latter, however, is arguably not
feasible due to the significant administrative efforts that would be
necessary in order to define the timing of occurring emission re-
duction.? If the use of vintage criteria should help promote new or
recently developed abatement action, eligibility criteria based on
the implementation, meaning the ‘start date’ of a project is most
effective. If the projects in question are additional and robust ac-
counting is applied, this option would safeguard environmental in-

tegrity and provide high incentives to increase mitigation action.?
Recent analysis suggest that the volume of credits will decrease
substantially when carryover is limited to CERs issued under pro-
jects registered after 2013 or even 2016.2 We recommend the ad-
option of a comparatively conservative date to effectively limit the
amount of CER carryover, meaning no date earlier than 2016.

Elements for the Article 6.4 rulebook:
» Time-related limitations (vintage date and cut-off date)

3.1.2. Baselines

Regarding Art. 6.4 PA, the elements of strict baselines and additio-
nality are often considered to be of special importance in order to
set in motion a functioning mechanism that ensures environmen-
tal integrity. Parties seem to have agreed on certain principles: ac-
cording to the current draft, methodologies must involve a trans-
parent and conservative approach and must take into account
relevant policies and be consistent with the countries’ NDCs and
the goals of the Paris Agreement. Additionally, the methodologies
should encourage an increase in ambition over time.?® Neverthe-
less, the question of what the baseline for a corresponding emissi-
on reduction should be, and how the scope of additionality testing
is to be defined, has not been clarified between the Parties.

Setting Baselines

There are three main proposals on how crediting baselines should
be determined.?”’ First, ambitious and highly developed countries
in particular demand that the reference value for a project be the
best available technology (BAT) or a certain performance standard.
Some add that regional differences and exemptions for developing
countries should be taken into account. Others apply a so-called
business-as-usual scenario (BAU), i.e., baseline is the business-as-
usual value if no measures were taken. Finally, the useof ‘historical’
emissions as a reference value has been proposed. In addition, it
is proposed to allow all the above baselines cumulatively or alter-
natively, and in the latter case to let the host Party decide.3°An

22

Lo Re et al., Market negotiations under the Paris Agreement: a technical analysis of two unresolved issues (2019), p. 39 https://www.oecd-

ilibrary.org/docserver/99d9e615-en.pdf?expires=1627989844&id=id&accname=guest&checksum=B3FA77E7F4C082614F511689F8A397D7

23

Schwieger et al., (2019) for the Swedish Energy Agency Pricing of Verified Emission Reduction Units under Art. 6 - Gaining a better

Understanding of possible Scenarios, p. 19, available at https://www.perspectives.cc/fileadmin/Publications/SEA_Pricing Study.pdf

24

Schneider, La Hoz Theuer, (2017) Using the Clean Development Mechanism for nationally determined contributions, p. 43, available at: https://

mediamanager.sei.org/documents/SEI-PR-2017-Using-the-Clean-Development-Mechanism.pdf

25
26

ibid., p.44.

Fissler et al,, (2019) Transitioning elements of the Clean Development Mechanism to the Paris Agreement, p. 43, available at: https://www.

dehst.de/SharedDocs/downloads/EN/project-mechanisms/discussion-papers/transitioning elements.pdf? _blob=publicationFile&v=2

27

Michaelowa et al, (2021) Volumes and types of unused Certified Emission Reductions (CERs); Lessons learned from CDM transactions under

the Kyoto Protocol, transparency gaps and implications for post-2020 international carbon markets, p. 39, available at https://ercst.org/wp-

content/uploads/2021/06/20210621 unused CERs final clean.pdf.

28

UNFCCC (2019) Draft text on Matters relating to Article 6 of the Paris Agreement, Proposal by the President (third iteration); Draft CMA

decision on Rules, modalities and procedures for the mechanism established by Article 6, paragraph 4 of the Paris Agreement, para. 35, available
at: https://unfccc.int/sites/default/files/resource/CMA2 11b DT Art.6.4 .pdf

29
30

Ibid.

SBSTA, (2021)Chair’s summary informal consultations/informal technical expert dialogue on Article 6 of the Paris Agreement (June 20201)
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agreement could not be reached on this issue at COP.25, and the
last draft only provided that the CMA should develop guidelines
in the future.” During the informal meeting of the SBSTA in June
2021, two options were identified regarding the decision on base-
line-setting at the upcoming COP.26 in Glasgow. One option calls
for the negotiators to work from the principles while a more de-
tailed guidance should be developed through a work programme
or by decision of the supervisory body on more technical details.
The second option calls for the adoption of operational language
on baselines and additionality with a clear mandate by the CMA to
the supervisory body, principles not being enough.?

Impact on the private sector

Robust rules on baseline setting can help the objectivity and pre-
dictability of the process for the private sector. It again will be cru-
cial to strike a balance. On the one hand, it is important to establish
clear principles in order to provide a certain degree of predictabi-
lity. On the other hand, it is important to provide a sufficient room
for flexibility so that developers can operationalise the principles
in different activity-contexts and at different aggregation levels.*®

Suggestions for the Paris Rulebook

Given the status of negotiations, agreeing on principles while pus-
hing the question of methodology to an operational level will likely
be much easier than deciding on a clear mandate and possible ba-
seline approaches. We recommend, however, the inclusion of some
operational language in the text for the Paris Rulebook in order to
provide a minimum level of predictability for the private sector.

We suggest adopting an approach in line with Option B of the
SBSTA 513 negotiation for the rulebook. The default approach
for this option is to set baselines following a best available or per-
formance-based approach, or if these approaches are not deemed
appropriate, to allow baselines to be set with regard to a business-
as-usual approach or historic emissions. Both the best available
technology and best performance approach have the potential to
reach high levels of conservativeness and environmental integrity
while providing objectivity in applying the baseline.>

The applicability of the baseline approaches will depend on the
type of activities. To obtain a certain degree of flexibility, the use
of other approaches must be possible if the default approaches are
not deemed appropriate for the activity in question. Here, the BAU
and historic approach do provide a feasible fall-back option. The
exemption from the default action should be limited to ensure com-
parability of the A6.4ERs that are issued through the mechanism.*

In order to ensure that baselines are conservative, the agreed fra-
mework for Art. 6.4 PA should task the Supervisory Body or anot-
her technical body with assessing the conservativeness of assump-
tions and methodologies used when applying a baseline approach in
order to ensure that baselines are transparent, robust, conservative
and lead to environmental integrity. The mandate should also inclu-
de the assessment of the ‘appropriateness’ of the chosen baseline.

Regarding the possible standardisation of baselines, we suggest
including a provision as put forward in the 3rd Draft Presidency
Text of COP 25.3 As indicated in the text, an international body
should develop standardised baselines at the request of the host
Party, or these may be developed by the host Party and approved
by the Supervisory Body. They should be established at the highest
possible level of aggregation in the relevant sector of the host Par-
ty. While providing these services on the highest administrative
level might increase the administrative costs, this will provide for
a lower barrier for countries and project developers to engage in
upscaled crediting approaches.®

Elements for the Article 6. 4 Rulebook:
+ Include operational language according to
the Negotiation Text of SBSTA 51
» Assessment of conservativeness and
‘appropriateness’ through Supervisory Body
« Include provision facilitating standardisation
on a high aggregational level

3.1.3. Additionality

In addition to baselines, the question of how to determine additio-
nality has not been resolved. Additionality is central to ensuring

31 UNFCCC (2019) Draft text on Matters relating to Article 6 of the Paris Agreement, Proposal by the President (third iteration); Draft CMA
decision on Rules, modalities and procedures for the mechanism established by Article 6, paragraph 4 of the Paris Agreement, para. 36, available
at: https://unfccc.int/sites/default/files/resource/CMA2 11b DT Art.6.4 .pdf

32 SBSTA, (2021) Chair’s summary, informal consultations/informal technical expert dialogue on Article 6 of the Paris Agreement (June 2021) -
Any other matters identified by the Parties, available at: https://unfccc.int/sites/default/files/resource/IN.SBSTA2021.i15a.1 i15b.1 il5c.1.pdf

33 Michaelowa et al. (2021), Setting crediting baselines under Article 6 of the Paris Agreement, p. 4.

34 UNFCCC, (2019) Draft text on Matters relating to Article 6 of the Paris Agreement, Proposal by the President (third iteration) Draft CMA
decision on the rules, modalities and procedures for the mechanism established by Art. 6, paragraph 4, of the Paris Agreement, para. 41-42.

35 LoReetal, (2019) Designing the Article 6.4 mechanism: assessing selected baseline approaches and their implications, p. 28, available at
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that market-based mechanisms are used effectively and producti-
vely in international climate protection. In a nutshell, the concept
requires any mitigation activity to show that the emission reduc-
tions would not have happened in the absence of the support from
the market-based mechanism. Without effective verification of
additionality, there is a risk that the transfer of units that do not
represent real emission reductions (so-called ‘hot air’) especially
against a non-ambitious NDC occur and will lead to an increase
in overall emissions and thus undermine environmental integrity.

Various methods for determining additionality, some of which
have already been used under the CDM,¥ are at issue. For exam-
ple, additionality can be determined by investment tests, by di-
scussing costs and barriers, by determining the transformative-
ness of projects, or by positively listing additional project types.“°
In the context of the Paris Agreement, the question of how strictly
additionality is to be determined remains open.”' In this respect, a
consensus seems to be in sight that activities are only additional if
they are not required by the respective law (‘regulatory additiona-
lity’). A contentious and yet unresolved issue is whether additio-
nality also requires that the measure go beyond the measures and
regulations associated with an NDC of the host country.*?

Impact on the private sector

For the private sector, the standardisation of additionality testing,
in particular, has the potential to enhance objectivity while possi-
bly also reducing transaction costs.

Suggestions for the Paris Rulebook

Other than what has been suggested in the past, the mere presence
of NDCs does not shield the participants from the necessity to do
additionality testing: given the absence of international oversights
over the pledged NDCs there is no guarantee for strong striving for
ambition. Additionality is integral to safeguard environmental in-
tegrity and the implementation of additional testing must be ensu-
red. In order to prevent ‘hot air’ from being produced, it should be
laid out in the rulebook that additionality testing cannot be waived
unless the host country agrees to an independent assessment of
their NDC. If this is not the case, specific additionality testing for
all activities should be implemented, depending on the type of the
activity.*3

The concrete operationalisation poses many technical and metho-
dological questions, such as how to implement additionality tes-
ting for different kinds of activities. Another crucial point is how
to treat conditional and non-conditional NDC targets when asses-
sing additionality. These issues are beyond the scope of this paper.

Independent from the testing design however, the private sector
could benefit from a high level of standardisation of additionali-
ty testing. Where possible, the standardised activity parameters
that have been used under the CDM could be utilised. Additional-
ly, the Supervisory Body could make use of benchmarks, e.g. using
emission intensity rates below which activities would be deemed
additional. Such benmarks have only been used for a small sub-
set of sectors and technologies and never for policy instruments.
Developing globally applicable benchmarks without leading to ad-
verse effects for certain activities in certain countries will likely
not be possible.. The supervisory body should therefore be tasked
to check for which activities which level of aggregation of bench-
marks would be appropriate.**

Introducing standardised baselines where possible has the poten-
tial to lower transaction costs and increase comparability by faci-
litating the process. Both effects are very much beneficial for the
private sector. We therefore argue that standardised additionality
assessment should be enshrined and encouraged through the Ru-
lebook for Art. 6.4 PA. It is important to note than any form of
standardisation must be either highly competitive or adapted re-
gularly in order to account for regional or global economic shift as
well as technological development.*

Element for the Article 6.4 Rulebook:
» Enable standardization of additionality
testing including updates

3.2. Limiting costs for
the private sector

In order to make the use of the mechanism attractive for the pri-
vate sector, it is important that financial barriers to participation
are limited.
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3.2.1. Share of proceeds

One of the key and still very much contested points, concerns the
topic of levies that could be introduced to finance adaption mea-
sures in developing countries, a provision that was also included in
the CDM. After being strongly debated in Paris, the PA only esta-
blishes the « share of proceeds » (SOP) under Art. 6.4 PA according
to Art. 6.6 PA and not under Art. 6.2 PA. Some Parties demand
that the SOP should also be implemented under Art. 6.2 PA i.a. to
a create a reliable revenue stream for the Adaption Fund.*® Other
states, including the U.S.A. and the EU, strongly oppose the integ-
ration of SOP into Art. 6.2 PA due to concerns that such a taxation
could be in conflict with their domestic legal system*” and could
prevent the linking of emission trading schemes. The latest draft
text by the COP.25 Presidency primarily stipulated an aspirational
goal by ‘strongly encouraging’ the Parties to ‘commit to contribute
resources to adaptation’.*®

In contrast, an SOP is provided for in Art. 6.6 PA for the Sustai-
nable Development Mechanism of Art. 6.4 PA. In this context it
remains controversial how exactly it is to be structured. Due to
the differing views of the Parties, an informal technical dialogue
was held on this issue in May 2021.%’ Under the CDM of the Kyo-
to Protocol a share of proceeds (SOP) is to be channeled towards
both administrative expenses of the mechanism as well as towards
helping developing countries to meet the cost of adaption. While
the administration fee is levied as a monetary fee at issuance of
CDM credits, the adaption fee is levied in kind, meaning that 2%
of issued CERs are given to the Adaption fund.*® Such a distribu-
tion is also foreseen in the latest draft of the President of COP.25,
setting the in-kind contribution at 2% of the units.”

Impact on the private sector

For private entities, the question on how SOP is operationalized
under Art. 6.4 PA can be significant. It acts like a tax on achieved
emission reductions and correspondingly sold units. Depending on
the amount of the levies, they could be counterproductive for the in-
vestment of private actors in relation to the expected profits. In ad-
dition, the different effect of levies that have a fixed price and those
that represent a contribution in kind must be considered.* If the

share of proceed works as a deterrent for private sector engagement
however will also largely depend on how lucrative the involvement
is, meaning that if the achieved profits are high enough, a robust
share of proceeds will likely not hinder private sector involvement.

Suggestions for the Paris Rulebook

Other than adherence to the tried-and-tested system of using mo-
netary fees for the administration of the mechanism while using
an in-kind fee for the adaption fund® we suggest with Michaelowa
that a combination of both approaches be applied and made part of
the rulebook. This would mean that both administration and adap-
tion share of proceeds will be levied as a mix of monetary fees and
in-kind payments. Through this a stable income could be achieved
through a predictable monetary fee. At the same time this would
offer benefits to the developer as well: an in-kind contribution in
credits would lead to higher revenue in case of market prices in-
creasing.®

It must be noted, however, that this suggestion does not entail the
recommendation to apply the same rules regarding operationalisa-
tion and level of payment under Art. 6.4 PA to Art. 6.2. PA. Rather,
a differentiated treatment of both mechanisms should serve the
reconciliation of interests, especially given the possible implica-
tions for national jurisdictions. Utilising SOP on a voluntary basis
thus appears to be a feasible solution for Art. 6.2 PA.

Elements for Article 6.4 Rulebook:
» Pay out as a mix of in-kind and monetary fee for both purposes
» Balance out the level of payments

3.2.2. Overall Mitigation in Global Emissions

The component of ‘overall mitigation in global emissions’ (OMGE)
is another strongly debated issue. Including a component of OMGE
means, that the results of respective instruments should be more
than mere offsetting, but an actual reduction in global emissions.
The ongoing debate regarding the question whether the aspect
of OMGE should be included in the framework of Art. 6.2 PA is
very similar to the discourse on SOP. Just like with the SOP, the

46 Obergassel et al., (2020) COP 25 in Search of Lost Time for Action, p. 11.
47 Obergassel et al., (2020) COP 25 in Search of Lost Time for Action, p. 11.
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aspect was explicitly included in the PA only in relation to Art. 6.
4. PA. Again, the SBSTA 51 elaborations of 2019 shows a variety of
proposals regarding this issue.>® However, no corresponding agree-
ment could be reached.

Just as with the issue of SOP, the problem arises as to how OMGE
is to be operationalized in the first place.*® This becomes apparent
with a view to Art. 6.4 PA, which as stated before, explicitly re-
quires for overall mitigation in global emissions. The understan-
ding of what constitutes OMGE already differs. Some Parties see
OMGE:s as a co-benefit, which can be achieved solely through a ro-
bust mechanism under Art. 6.4 PA.>” However, the vast majority of
Parties see the need for a specific requirement to achieve OMGE.
The most widely supported approach, which is also reflected in the
latest draft of a decision on Art. 6.4 PA, therefore provides for a
mandatory, automatic cancellations of a certain percentage of the
transferred units (according to the draft at least 2%).5® Proponents
argue that this is the only way to achieve a ‘real’ benefit for clima-
te protection beyond the respective NDCs and that countries not
participating in Art. 6 PA would also benefit from the mechanism.%

Concerns are raised by opponents of such a regulation who argue
automatic cancellation could lead to a race to the bottom and that
projects with supposedly high savings rates would be preferred to
high-quality abatement projects.°

Furthermore, a mere voluntary cancellation of corresponding cer-
tificates is proposed.®' Finally, another possible option is seen as an
approach to achieve an OMGE through conservative baselines.®?
This could automatically lead to an underestimation of the extent
of the emission reduction in question compared to the actual mi-
tigation achieved. However, it must be taken into account and is

therefore the central point of criticism of such a solution that the
respective host country could then continue to count the remai-
ning achieved reduction towards its NDC.®® This is the major dif-
ference to automatic cancellation.

Impact on the private sector

Similarly to the SOP, the resulting costs of a mandatory cancella-
tion would act like a tax and therefore one could argue that it willl
discourage trade with respective units. This can however be coun-
tered by the idea that in order to stimulate demand, there needs
to be a continuous increase in ambition, which could be achieved
precisely through OMGEs.%

Suggestions for the Paris Rulebook

Given the significance of the principle and with a view to the na-
med positive effects on the demand side we opt for an effective
implementation through cancellation, paired with robust rules to
ensure transparency and predictability for the private sector.

As cancellation of credits does have the potential to effectively
ensure an overall mitigation by ‘retiring’ mitigation outcomes, we
recommend making cancellation mandatory. In order to balance
out possible disadvantages for the private sector, it is very import-
ant in this context to have clear and robust rules. Cancellation ra-
tes must be predictable for the participant. It will be crucial for
the Party to decide on the percentage of the emissions reductions
units that will be directed to a cancellation account, with the rest
of the units issued to the entities involved in the activity.

It is beneficial to the private sector, is to select a design that does
not allow the cancellation to impact the supply side. This means
that a cancellation should not take place at issuance but at transfer
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or use against and NDC or another purpose.®® This option is tech-
nically easy to apply and can be applied to all types of activities.*

Transparency highly depends on the implementing entity. The-
refore, the cancellation should be administered on UN level as the
implementing entity in this case can centralise relevant accounting
tasks®” The Supervisory Body could issue emission reduction units
first to an account under its control. At transfers a fixed percentage
is set aside to a dedicated OMGE cancellation account. Through this
oversight is ensured and the mainstreaming of standards and pro-
cedures is easier which in turn facilitates technical applicability.®®

Elements for Article 6.4 Rulebook
« Mandatory cancellation
« Agreeing on the percentage of cancellation units
* Implementation via UN — Body

3.3. Broadening the playing
field for the private sector

3.3.1. Allowing for activities outside
the NDC and accounting

A further issue relevant to both Art. 6.2 PA and Art. 6.4 PA, which
has yet to be fully clarified, is whether mitigations achieved out-
side of the scope of the country’s NDC can be transferred outside
of a country and whether such a transfer triggers a corresponding
adjustment. Difficulties on deciding this issue during the nego-
tiations stems i.a. from the lack of agreement between Parties on
what ‘outside’ the NDC or ‘not covered’ by the NDC means. The
prevailing opinion (so far) defines mitigation ‘outside’ the respec-
tive NDC as mitigations in sectors or regarding gases that are not
considered in the NDC (e.g. a country’s NDC only contains energy
sector). Others understand ‘outside’ as any action going beyond
the actions required to meet the GHG emission targets.*” While
some Parties are in favor of allowing mitigations ‘outside’ the NDC
without any further requirements, others demand corresponding
adjustments and again others argue that respective mitigations

should not be counted as emission reductions at all.”® The first
option is mainly supported by the argument that because the mi-
tigation comes from ‘outside’ the NDC it already increases the am-
bition to mitigate as it was not foreseen in the NDC. Furthermore,
respective measures would build capacities in a non-addressed
sector so that it could be implemented in future NDCs. The main
argument against a transfer without any requirements is that it
would provide an incentive not to include a certain sector in the
NDC.

In the context of Art.6.2 PA guidance, merely a reference to ‘sec-
tors and gases not included in the NDC’ was retained in the third
Presidency Draft. The Draft also envisions the possibility to trans-
fer mitigations ‘outside’ the NDC as far as a corresponding adjust-
ment is made.”

With regard to the rules, modalities and procedures to be decided
on under Art. 6.4 PA the issue was treated slightly differently in
the negotiations. This is because some argue that units generated
under Art. 6.4 PA (A6.4ERs) are different from mitigation outco-
mes traded under Art. 6.2 PA as they will have to adhere to inter-
national rules regarding the setting of baselines and proof of addi-
tionality. As a consequence, according to some no corresponding
adjustment is needed and the danger of a perverse incentive to not
expand the scope of the NDCs can be prevented. This resonates
with the interpretation of ‘outside the NDC’ as going beyond NDC
targets.

The positions lastly put forward in the Presidency text includes
the need for corresponding adjustments for all A6.4 ERs at first
transfer as as well as an opt out period, during which a host count-
ry that first transfers A6.4 ERs from sectors and greenhouse gases
(among others) not covered by its NDC is not required to apply a
corresponding adjustment.

Impact on the private sector

The private sector would certainly favour to have access to mitiga-
tion activities outside the NDC, and the attractiveness of the me-
chanism would be further enhanced if a corresponding adjustment
was not needed, as the implementation of activities would be more
attractive, especially for the host country. However, it is again ne-

65 Michaelowa et al., (2019) Opportunities for mobilizing private climate finance through Article 6, p.30., available at: https://www.perspectives.

cc/fileadmin/Publications/Private_finance through Art. 6 2019.pdf

66 Wang-Helmreich et al., (2019) Achieving Overall Mitigation of Global Emissions under the Paris Article 6.4 Mechanism, p. 20, available at:
https://epub.wupperinst.org/frontdoor/deliver/index/docld/7394/file/7394 Overall Mitigation.pdf.

67 Ibid p. 19.
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69
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Again, this suggestion does not entail the recommendation of applying the rules regarding operationalization and level of payment under Art.
6.4 PA to Art. 6.2. PA in an identical manor, as a voluntary implementation of OMGE under Art. 6.2 PA could help balance out conflicting
interests.

The last draft at COP.25 favors the former understanding, cf. para. 15 UNFCC Draft CMA decision on guidance on cooperative approaches
referred to in Article 6 paragraph 2, of the Paris Agreement (third iteration, 15th Dec 2019), available at: https://unfccc.int/sites/default/files/
resource/DT.CMA2 .illav3 0.pdf.

Michaelowa et al., (2019) Negotiating Cooperation under Article 6 of the Paris Agreement, p. 18, available at: https://www.perspectives.cc/
fileadmin/Publications/Michealowa et al. 2019 - Negotiating cooperation under Article 6 of the PA.pdf.

UNFCCC, (2019) Draft text on matters relating to Article 6 of the Paris Agreement, Proposal by the President (third iteration): Draft CMA
decision on rules, modalities and procedures for the mechanism established by Art. 6 paragraph 4 of the Paris Agreement, para. 15, available at:
https://unfccc.int/sites/default/files/resource/DT.CMA2 .il1lawv3 0.pdf.
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Figure 1: Different understandings of ‘outside NDC’. Source: Michaelowa et al. (2020): 2020 Update; Negotiating cooperation under Article 6

of the Paris Agreement

cessary to strike a balance between market interests and environ-
mental integrity. The danger of de-incentivising the expansion of
ambitious NDCs by allowing for generous exemptions from double
counting constitutes a danger to the overall success of the Paris
Agreement’? as well as to the amount of mitigation.

Suggestions for the Paris Rulebook

Mitigation activity outside the NDC should certainly be eligible
under Art. 6.4 PA. In order to not risk environmental integrity,
however, no accounting at all for activities under Art. 6.4 outside
an NDC is not a feasible option: International oversight surely can
provide more confidence in the quality of mitigation outcomes ver-
sus a scenario where there is none. However, stronger incentives
for ensuring quality may be provided if mitigation outcomes occur
within the scope of ambitious NDCs — in order to reach that goal, a
transition within that scope is needed.” If there are to be excepti-
ons for units generated under Art. 6.4 PA, they then must be limi-
ted: By not immediately undertaking corresponding adjustments
as foreseen in the Presidency Draft, environmental integrity could
possibly be safeguarded without rendering the mechanism unat-
tractive for the participants.

We support the approach that the engagement in outside-scope
mitigation outcomes without corresponding adjustments could be
limited to a certain time period. This means that until a certain
date the scope of activities also includes emission reductions out-
side the NDC without corresponding adjustments, while after that

date safeguards such as corresponding adjustments apply. Count-
ries then have the opportunity to build capacities to expand their
NDC scope. This solution could very well be politically feasible as
well:

New developments around the informal technical expert dialogues
on Art. 6 PA in 2021 in preparation of SBSTA 52 and COP.26 could
indicate the success of further negotiations. While Egypt on behalf
of the Arab Group insists on their prior statements,” Brazil as one
of its prior main opponents showed willingness to discuss corre-
sponding adjustments for emission reductions outside the scope
of the NDC after a transition period for all countries.” We suggest
making corresponding adjustments applicable from the second
NDC implementation period onward (2025). Parties will also have
to agree on whether they would follow the guidance of Art. 6.2 PA
or apply specifically designed accounting rules.”

Elements for the Article 6.4 Rulebook
+ Transition Period without corresponding adjustments

3.3.2. Enhancing private sector
demand beyond NDCs

As has been stated before, market demand for generated units will
mostly depend on the ambition of national programmes and poli-
cies. The negotiations of the Rulebook for Art. 6 PA could howe-

72 Due to the limited scope of this paper technical aspects of accounting options will not be explored in the following section.

73  Schneider et al., (2020) Outside in? Using international carbon market for mitigation not covered by nationally determined contributions

(NDCs) under the Paris Agreement, available at: https://www.tandfonline.com/doi/epub/10.1080/14693062.2019.1674628?need Access=true

74 Informal Submission by Egypt on behalf of the Arap Group on avoiding double use for outside the NDC for Article 6.4, p. 1, available at: https://

www4.unfccc.int/sites/SubmissionsStaging/Documents/202104161824---Informal%20Submission%20by%20Egypt%200n%20behalf%20
0f%20Arab%20Group%200n%20Avoiding%20double%20counting%2064.pdf.

75 Views of Brazil on the Rules, Modalities and Procedures for the Mechanism established by Article 6, paragraph 4 of the Paris Agreement, para.
13,16, 17, available at: https://www4.unfccc.int/sites/SubmissionsStaging/Documents/202104012104---BR%20-%20Submission%20-%20

Article%206.pdf.

76 Due to the scope of this paper, a detailed look at possible accounting rules is not part of this paper.
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ver also influence the demand from other sources.” Such demand
could stem from private sector entities not covered by the NDC, or
non-UNFCCC mechanisms such as CORSIA. A source of demand
for emission reductions issued under Art. 6 could be the volunta-
ry carbon market. The voluntary carbon market enables private
organisations such as businesses, non-governmental organisations
or churches as well as public organisations or even individuals to
reduce their carbon footprint voluntarily. For example, businesses
use the voluntary carbon market to claim ‘carbon neutrality’ by
buying and cancelling credits. It is largely driven by corporate or
consumer wishes to offset their emissions and operates outside of
the UNFCCC or country-level regulation.”

Regarding the consideration of voluntary market activities, im-
portant groundwork was laid at COP.25 to help guide the imple-
mentation of voluntary market activities through the use of Art.
6.4 PA mechanism or Art. 6.2 PA guidance. The last draft of nego-
tiation text for Art. 6.2 PA on guidance for the transfer of ITMOs
refers to allow for ‘other purposes’ than trade between Parties
with the purpose to use it against their NDCs and calls for cor-
responding adjustments with regards to those purposes. While
‘other purposes’ are set to definitely include non-UNFCCC com-
pliance schemes such as CORSIA, the inclusion of the voluntary
market is also on the table. As the ITMO definition in Art. 6.2 PA
on the other hand will likely include Art. 6.4 PA emission reduc-
tion units if they are transferred, decisions on the scope of ITMOs
are crucial for the use of units issued under Art. 6.4 PA towards
other purposes too.

Impact on the private sector

It is becoming increasingly difficult to give a clear definition of the
‘voluntary market’: In its most common usage the term refers to
the named situation, in which e.g. a company buys ITMOs issued
by private sector certification schemes to voluntarily reduce their
footprint. However, private certification standards are also being
used in compliance markets and voluntary buyers also use inter-
nationally governed market standards for voluntary offsetting.”
In any case, corporate and private demand for certificates to com-
pensate or ‘offset’ emissions is increasing. This has given rise to a
number of initiatives that are working to support and guide co-
operations in their engagement, such as the ‘Science Based target
Initiative’ (SBTi) and the ‘Task Force on Scaling Voluntary Carbon

Markets’ (TSVCM). While mandatory markets still operate at a
significantly larger scale compared to the voluntary carbon mar-
ket, the latter has seen a considerable increase in volume and value
in the last years. According to a report by ecosystem market place,
as of August 2021, USD 748 million have been posted in sales for
239.3 million credits. This represents 58% year to date jump in va-
lue and growth in credit volume of 27% over 2020 performance®.

Enabling the transfer of ITMOs onto the voluntary market could
broaden the market for private investors. Additionally, rules on
the international level will heavily influence the voluntary market
that is in itself not governed by the Paris Agreement.®' This has the
potential to indirectly strengthen the voluntary market as a whole,
by finding robust rules that will be applied by independent stan-
dards. A strong voluntary carbon market opens new possibilities
for private sector engagement in its playing field.

Suggestions for the Paris Rulebook

In order to enable the use of mitigation outcomes in these mar-
kets and schemes, negotiators must necessarily agree on the use of
those units for other purposes and the inclusion of the voluntary
market. Given the status quo of negotiations, this seems likely in
principle. Differing from the issuewhether mitigation outcomes
can be used for other purposes than towards an NDC, one of the
crucial issues again concerns the question of accounting under
the Paris regime: The challenge is how to embed, account for and
transfer climate activities outcomes to be used for the voluntary
carbon market from countries which now have their own mitiga-
tion targets.

Under the PA, if a country sells a reduction to another country, it
should adjust its own levels of emissions to account for the fact that
some of the achieved reductions have been used by another country.
But should this also apply when the reduction is sold to a company?

Emission reductions achieved through international voluntary
carbon markets are used on an entity level by primarily private
sector buyers. Voluntary market offsets purchased by entities are
not reflected by the country in its national accounting. The volun-
tary market purchase therefore has no impact on the NDC achie-
vements of the country in which the buyer entity is based.®? Miti-
gation action within the capped environment of the host country,

77 Michaelowa et al., (2019) Opportunities for mobilizing private climate finance through Article 6, p.30, available at: https://www.perspectives.

cc/fileadmin/Publications/Private_finance through Art. 6 2019.pdf

78 Biirgi etal., (2017) Operationalising Article 6 of the Paris Agreement; Perspectives of developers and investors on scaling-up private sector

investment, p. 17, available at: https://www.ieta.org/resources/International WG/Article6/Portal/operationalising-article-6-of-the-paris-

agreement.pdf.

79 Kreibich, Obergassel, (2019) The voluntary Carbon Market: What may be its future role and potential contributions to Ambition raising?, p. 12,
available at: https://epub.wupperinst.org/frontdoor/deliver/index/docld/7396/file/7396 Carbon Market.pdf

80 Donofrio et al., (2021) Markets in Motion: State of the Voluntary Carbon Markets 2021 Installment 1,p12, available at: https://app.hubspot.

com/documents/3298623/view/251152947?accessld=fd91dd.

81 Espelage et al, (2021) Leitfaden: Vermeidung von Doppelzihlung und Unterstiitzung der Gaststaaten im freiwilligen Markt, p.4, available at:
https://allianz-entwicklung-klima.de/wp-content/uploads/2021/02/leitfaden2021-vermeidung-von-doppelzaehlung-freiwilliger-markt.pdf

82 World Bank, (2021) Country Perspectives: Opportunities and Challenges for International Voluntary Carbon Markets in the context of the Paris
Agreement, p.19, available at: https://openknowledge.worldbank.org/bitstream/handle/10986/35538/Country-Perspectives-Opportunities-

and-Challenges-for-International-Voluntary-Carbon-Markets-in-the-Context-of-the-Paris-Agreement.pdf?sequence=1&isAllowed=y
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Original situation
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Figure 2: Risk of ‘double counting’ between NDCs and the voluntary carbon market. Source: Espelage et al (2021), Vermeidung von Dop-

pelzihlung und Unterstiitzung der Gasstaaten im freiwilligen Markt.
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Figure 3: The principle of corresponding adjustments. Source: Espelage et al (202 1), Vermeidung von Doppelzihlung und Unterstiitzung der

Gasstaaten im freiwilligen Markt.

however, contributes towards the achievement of the host Party’s
NDC and would be claimed against an international target. Some
carbon offset providers argue in favour of voluntary emission re-
ductions being used to make carbon neutrality claims without
corresponding adjustments having been implemented: Mitigation

outcomes are only counted once on UN level as they are not expor-
ted from the host country to the jurisdiction in which the corpo-
rate buyer is based. Only the host country reports the reduction to
the UNFCCC, while corporate GHG accounts are not reported and
aggregated to a country level ®

83 ICROA, (2020) ICROAs position on scaling private sector voluntary action post-2020, available at: https://www.icroa.org/resources/

Documents/ICROA Voluntary Action Post 2020 Position Paper March 2020.pdf
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However, this view does not thoroughly address the problem. The
relevant risk to address here is not the double counting of emis-
sion reductions towards NDCs, as indeed the outcome would be
accounted towards different systems and different mitigation ob-
jectives. Yet, the outcome could be considered as ‘double claiming’,
regardless of the different systems. Allowing for both claims may
create a false impression of how much mitigation is actually achie-
ved. Additionally, it may also weaken the mitigation effort in the
host country because these ‘windfall’ reductions in its inventory
may prompt it to slow or halt its mitigation action. The windfall
reductions could displace the need for other mitigation effort that
would have occurred to achieve the NDC. Regarding these conse-
quences, corresponding adjustments are necessary.2* Implemen-
ting the necessity for corresponding adjustments should not be left
to the voluntary market itself. At the international level, policy-
makers must make sure that the accounting framework for Art. 6
PA enables corresponding adjustments for voluntary purposes and
that it can be easily used by the countries hosting voluntary mar-
ket activities. Clear provisions regarding this issue must therefore
become part of the rulebook.

The corresponding adjustment could be implemented at the mo-
ment of transfer, regardless of the ultimate use of the mitigation
outcome. This would prevent any double claiming of mitigation
outcomes between different regimes, if the other international
mitigation regimes have the necessary modalities to ensure that
mitigation outcomes are not circulated further in the international
market.®

While in our view the implementation of corresponding adjust-
ments for the voluntary market is crucial in principle, one also
needs to acknowledge that it will take extensive capacity building
for some countries to approve and apply these procedures. To this
end, a staggered introduction of the requirements based on count-
ries’ development status could provide a feasible solution.

Elements for Article 6.4 of the Rulebook
« allow use for ‘other purposes’ ; explicitly
include the voluntary market
» ensure applicability of corresponding
adjustments in these circumstances

84 Inaccordance with chapter 3.3.1 a temporary opt out period could be implemented for units transferred from ‘outside’ the NDC.

85 Greiner et al., (2019) Article 6 Corresponding Adjustments - Key Accounting challenges for Article 6 transfer of mitigation outcomes, p. 28,
available at: https://www.carbon-mechanisms.de/fileadmin/media/dokumente/Publikationen/Studie/2019 ClimateFocus Perspectives

Corresponding Adjustments Art6.pdf

14


https://www.carbon-mechanisms.de/fileadmin/media/dokumente/Publikationen/Studie/2019_ClimateFocus_Perspectives_Corresponding_Adjustments_Art6.pdf
https://www.carbon-mechanisms.de/fileadmin/media/dokumente/Publikationen/Studie/2019_ClimateFocus_Perspectives_Corresponding_Adjustments_Art6.pdf

IIKEM

4. Conclusion

Parties to the Paris Agreement acknowledge the importance of
the private sector to reach the goals of the Paris Agreements. The
private sector can serve as a provider of financial flows and inno-
vative technology. One important way to leverage the potential
of the private sector to unlock greater ambition and achieve cost-
effective emission reductions is through the market mechanisms
enshrined in Art. 6 of the Paris Agreement. Here the crediting me-
chanism of Art. 6.4 of the Paris Agreement explicitly calls for the
engagement of the private sector.

To do so, the upcoming negotiations for the rulebook must find
provisions that provide investment opportunities for the private
sector through robust, but flexible rules that also strike a balance
between market incentives and environmental integrity.

First of all, Parties have to take into account, the complex, poli-
cy driven markets of the international market mechanisms of the
Paris Agreement are based on trust. Keeping the trust of the pri-
vate sector requires rules, modalities and procedures that do not
completely undermine the credibility of past investments without
risking environmental integrity. This is why we suggest to allow
for a limited transition of CERs from activities under the CDM.
Trust in the mechanism will also depend on the predictability of
the outcomes. For this it is important, that rules for baselines and
additionality setting are clear and standardized where possible.

Furthermore, it is important that the costs associated with imple-
menting activities are set on a level that does not serve as a deter-
rent for private sector engagement. Therefore, rules on ‘taxes’ that
come with the use of the mechanism through the share of proceeds
as well as through the concept of ‘overall mitigation in global emis-
sions’ must be considered and balanced out accordingly.

Lastly it is important that the playing field for the private sector
is not curtailed, but possibly enhanced and strengthened through
the Rulebook for Art. 6.4 PA. This means allowing for activities
outside the scope of an NDC. Given its potential for ambition rai-
sing it is also crucial that the demand beyond Parties NDC is made
possible and robust accounting in this instances is provided for.

The outlined issues are by far not the only crunch issues awaiting
the negotiators at COP.26 with regard to Art. 6 PA. All of the re-
maining political and technical issues need to be resolved in order
to successfully implement the new market mechanisms. It is cru-
cial however that the Parties keep in mind that reaching the over-
arching goal of the Paris agreement calls for ‘all hands on deck’.
For this common effort, the private sector is indispensable and its
importance needs to be reflected through the Paris Rulebook.
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