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1 Introduction 
 
Reducing emissions from deforestation and forest degradation (REDD) is potentially a low-
cost option for climate change mitigation, if seized today (Stern 2006). If forest carbon is 
included in global emissions trading, the cost of halving net global carbon dioxide emissions 
from forests by 2030 is estimated at USD 17-33 billion annually (Eliasch 2008). The 
Thirteenth Conference of the Parties (COP 13) to the United Nations Framework Convention 
on Climate Change (UNFCCC) in 2007 laid the foundation for the post-2012 climate 
protection regime to include REDD in developing countries. Developed countries are 
encouraged to help finance these activities.  
 
Developing countries differ in their capacities to reduce forest emissions. This is due to 
varying national circumstances as regards the drivers of deforestation and forest degradation, 
but also the institutional capacity to influence and regulate these drivers. For example, 
countries need different types of investments and financing sources depending on their 
implementing and governance capacities. Strategies that will encourage emission reductions 
in Brazil and Indonesia, where profitable agricultural expansion is the main driver of land use 
change, will differ greatly from what will work in areas where logging is the main driver.  
 
Multiple sources for REDD finance are presently available or likely to become available. The 
amounts and their composition depend on the design of the REDD mechanism and will 
change over time. Currently, most REDD financing is earmarked for capacity building, or 
‘readiness’. Although the nature of the REDD mechanism is still under discussion, and the 
outcome will affect the financing needs and financial flows, this paper presents a preliminary 
exploration of the potential financing streams for different country contexts and identifies 
possible gaps in financing.  
 
By providing some analysis of the needs and potential financing sources, this paper seeks to 
contribute to the international debate and negotiations on the global REDD architecture as 
part of the post-2012 climate treaty. By focusing particularly on financing requirements and 
implications for alternative national circumstances, this paper complements other recent 
studies on REDD finance such as Eliasch (2008), World Bank (2008) and UNFCCC (2008).  
 
This paper is organised as follows: Section 2 looks at developing country financing needs to 
participate in a REDD mechanism and to reduce deforestation; section 3 describes available 
finance mechanisms; section 4 discusses how the various potential sources of financing for 
REDD match the different needs of countries; and section 5 provides conclusions. 
 
2 What are the financing needs?  
 
Two types of financing needs will arise regardless of the final design of the REDD 
mechanism (Eliasch 2008): 
 

• Upfront capacity-building (readiness) costs;  
• Ongoing emission reduction costs.  

 
2.1 Upfront capacity building  
 
To participate in a REDD mechanism, countries will first need to fulfil minimum readiness 
requirements. These include infrastructure for monitoring emissions reduction, clarification of 
land tenure and institutional capacities for law enforcement (Table 1).  
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Capacity or readiness requirements will eventually differ according to the ultimate design of 
the REDD scheme. If a REDD scheme requires all participating countries to have in place 
functioning accounting systems, relevant institutions and policies, initial participation could 
be limited. Staggered eligibility criteria reflecting gradual improvement in institutional 
capacity would allow countries to participate in the system even before they are able to fully 
account for all emissions and implement a full range of efficient REDD programmes. This is 
called the ‘nested approach’ (Pedroni et al. 2008). For example, a country might choose to 
kick-start its REDD participation by authorizing sub-national activities before it meets the full 
set of national or more elaborate participation criteria. Its participation might be limited to 
appointing an authority that approves REDD activities and formulating an approval procedure 
for sub-national activities. The REDD strategy could foresee preferences for particular 
regions or project types.  
 
Table 1: Potential REDD readiness needs 
 
Needs Description 
REDD 
strategy 
 

Developing a REDD strategy is the first step in implementation of REDD policies and 
programmes. The strategy is the roadmap to move from today’s situation towards the 
desired future scenario. It includes decisions on new policies and measures; 
institutional strengthening and increased law enforcement; the role of the private 
sector and communities; particular subsidy programmes; foregone income from 
concessions, fees, land sales, etc.; and resource mobilisation and payment 
schemes, among others. Building on a situation analysis, a future scenario of 
reduced land use emissions needs to be described. Depending on the planning 
variables available, the time frame of such a scenario could reach from 10 to 30 
years. The REDD strategy also needs to identify costs for the different tasks. 
Packages have to be identified that can be financed as stand-alone items, even 
though other elements of the strategy will only be implemented later.  

Institutions 
 

Many countries face institutional and governance shortcomings that often constitute 
an underlying cause of deforestation and forest degradation. Institutional 
strengthening (capacity building, staffing, creation of new functions) is therefore a 
key component of REDD infrastructure investments. In addition, REDD will require 
investments in new institutions and authorities to adequately cover new tasks and 
responsibilities. These tasks include, among others, coordination of programmes; 
data collection and administration (including data inventories); inter-institutional 
coordination (e.g. with finance ministries or those that administer REDD budgets, as 
well as with carbon credit administration if relevant); approval and coordination of 
sub-national activities (e.g. setting up a project registry, assistance to project owners 
and developers); and surveillance of consistency between national and sub-national 
accounting of emission reductions. Investments in ‘soft’ infrastructure (e.g. training of 
government officials, cooperation among institutions and agencies, stakeholder 
consultations) will likely constitute an important share.  

Monitoring 
capacity 
 

A system that allows monitoring of emission reductions from deforestation and forest 
degradation is a central component of the REDD infrastructure. Remote sensing 
technology plays an important role for forest cover monitoring at both national and 
sub-national levels. However, carbon stock measurements require different 
monitoring approaches, including ground measurements, the use of look-up tables 
with carbon stock values for alternative forest types and uses within a country, or the 
use of activity-based approaches where land-use activities (rather than actual 
emissions) are monitored as a proxy for associated emissions. Developing an 
adequate monitoring system for REDD will require a technical infrastructure 
(databases, geographic information systems, satellite imagery). It may also require 
substantial investments in soft skills such as capacity for data processing and 
analysis. This holds true regardless of whether each participating developing country 
will have to provide its own adequate monitoring capacity (as often implicitly 
assumed), or whether an independent monitoring institution is implemented at 
international level for the purpose of REDD.   
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Reference 
emission 
levels and 
baselines 

Implementing REDD will require establishment of adequate reference emission 
levels against which to measure future development of emissions and uptakes in the 
forest sector. Reference scenarios based on historical trends (10 years) are the 
current preference in the international REDD negotiation. Any emission reduction 
below the determined reference or crediting level would generate carbon credits. 
Alternative reference scenarios implicitly include proper emission reduction targets 
for developing countries beyond the business-as-usual emission level. In this latter 
case, the baseline would not be equal to the reference level. 
In addition to investments needed to determine an adequate reference level, the 
establishment of the BAU requires reliable data from the last 10+ years. This is 
particularly challenging for establishing past trends in forest degradation. Much 
methodological development is likely to occur in this field, which will require 
continuous capacity building in REDD countries. 

Donor-driven 
requirements 
 

The costs of participating in a global REDD scheme is further influenced by donor-
specific requirements. For example, the Forest Carbon Partnership Facility (FCPF) 
requires submission of a ‘readiness plan idea note’ (R-PIN) that identifies the gaps in 
capacities and governance that have so far prevented REDD from taking place. The 
R-PIN is a benchmark against which the performance of a government will be 
measured with respect to achieving REDD readiness. All R-PINs are reviewed by 
expert teams and are publicly available. This process is supposed to be more 
transparent than traditional bilateral ODA, although it may seem cumbersome to 
some developing country governments. Not all governance systems foresee public 
disclosure of information at this level of detail.  

Transparency 
and 
publication 

Public disclosure and access to forest inventory data and yearly monitoring data are 
essential to ensure the credibility of REDD activities. Investments must be made in 
institutions and platforms for managing the data and ensuring public accessibility to 
the data and information.  

 
One study estimates that capacity building for 40 forest nations over a five-year period will 
cost up to USD 4 billion, and about USD 91 million over 5 years for one country (Hoare et al. 
2008). Typical cost items – regardless of the ultimate REDD model and national 
circumstances – will likely include development of a strategy, institution building, 
development of a system to monitor emission reductions, establishment of reference 
scenarios, stakeholder consultations and other donor requirements (Table 2). The most costly 
item is likely to be building the necessary institutions, notably land tenure reform (USD 20 
million over 5 years for 40 forest nations together) and institutional reforms (USD 14 million 
over 5 years for 40 forest nations) (Hoare et al. 2008).1  
 
The needs and related costs can vary substantially across countries. Table 2 depicts the total 
cost estimates for readiness activities until 2012 as indicated by country applicants to the 
FCPF2 in 2008. Bolivia’s R-PIN, for example, identifies institutional development as its key 
need, whereas Viet Nam notes that it expects to incur the greatest costs for developing 
monitoring capacity. The large financial volumes needed by Ghana for REDD strategy 
development are in part explained by the inclusion of strategy implementation (e.g. 
institutional development, design of payment schemes). The huge requirement of funding 
needs for stakeholder consultations by the Democratic Republic of the Congo is remarkable.  
 
Table 2: Country estimates of funds needed for REDD infrastructure until 2012  
(USD millions)  
 

                                                
1 Hoare et al. (2008) emphasise two caveats with their estimations. First, the data were obtained from existing 
projects and do not necessarily reflect the actual amounts needed; rather they reflect the availability of funds and 
donor priorities. Second, the projects have not always been successful in achieving the desired outcomes for a 
variety of reasons, including insufficient funds, poor project design and management or lack of political will.  
2 Note that not all countries provided a detailed budget, and the budget breakdown was partly inconsistent across 
countries.  
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Countries REDD 
strategy 

Reference 
scenarios 

Monitoring 
system 

Institutional 
development 

Stakeholder 
consultation 

Total 

Bolivia 0.69 1.2 0.94 2.9  0.182 5.9  
Democratic 
Republic of 
Congo 

2.0 1.0  0.5 2.0  
(only 4 pilot 
schemes) 

2.5  8.0  

Ghana 3.5 
 

0.5 1.2  Included in REDD 
strategy 

0.82 6.0  

Guyana 0.15 n/a 0.5 0.2  
(50% for 
demonstration 
activities) 

0.15 1.0  

Liberia 0.2 n/a 0.15 0.15 
(including 
demonstration 
activities) 

0.15 0.65 

Viet Nam 0.5 0.8 3.5 1.0  
(only payment 
scheme design) 

0.1 5.9  

Sources: Country R-PINs submitted to the Forest Carbon Partnership Facility, www.carbonfinance.org; author 
calculations. 
 
 
2.2 Ongoing emission reduction costs 
 
The success of any REDD mechanism will have to be measured against its capacity to reduce 
emissions from deforestation and forest degradation. The core of any REDD strategy is thus 
the proposed measures and programmes to protect threatened forest and neutralize any drivers 
of deforestation and forest degradation. REDD programme costs will vary in nature, and 
amounts will differ significantly between countries and activities. Ongoing emission reduction 
costs fall into two categories: forest protection costs and opportunity costs.  
 
Emission reduction costs are the costs of implementing policies and measures (PAMs) inside 
and outside the forest sector. Examples include forest monitoring, tenure reform, law 
enforcement, taxation of forestland, restrictions on road building and agricultural zoning. 
Opportunity costs, the second category, arise from foregone profits from deforestation or the 
costs of adopting more sustainable forest use. These costs vary across space and time: 
Opportunity costs are higher where markets are accessible and when expanding forest 
protection (e.g. REDD) increases agricultural intensification. Nevertheless, low opportunity 
costs do not necessarily imply cheap REDD activities, since such activities are often found in 
areas with the greatest challenges in forest policy, administration and monitoring (Eliasch 
2008). 
 
2.2.1 Policies and measures  
PAMs, also referred to as forest protection costs (Eliasch 2008), start with execution of the 
REDD strategy within a sector. At the same time, PAMs need to be consistent with, and assist 
in achieving, other national objectives (including development and adaptation needs) while 
avoiding perverse results (Benndorf et al. 2007). Examples of PAMs for REDD include 
enforcement of existing laws and policies, institutional strengthening/new capacities/training, 
strengthening of forest governance, land titling and land tenure measures, and extra-sectoral 
measures, such as inclusion of deforestation concerns in infrastructure development, or 
subsidy cuts for agriculture.  
 
Costs vary significantly between different PAMs. ‘Stroke of pen’ changes, like removal of 
subsidies, can even produce negative costs, or savings. The same applies for removal of 
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bureaucratic procedures including simplifying laws, which will increase the probability of 
spontaneous detection, prosecution and conviction. However, monitoring, systematic 
detection and arrest of perpetrators will require substantial financial inputs. Background 
research for the Eliasch Review estimates that for 25 countries, recurring monitoring costs 
could be USD 7 million to 17 million per year (Hardcastle and Baird 2008). Transaction costs 
associated with the use of payments to forest landholders to halve deforestation worldwide are 
estimated to be in the range of USD 233 million to 500 million per year, based on experience 
with a payment for environmental services (PES) scheme in Latin America (Grieg-Gran 
2008).  
 
The implementation of REDD PAMs in developing countries, including appropriate 
monitoring systems, requires assistance through capacity building, technology and funding 
mechanisms provided by industrialised countries. Given the nature of the intervention, 
funding is unlikely to come from market mechanisms. Providing the initial infrastructure for 
REDD participation mainly consists in input-based measures that do not lead directly to 
emission reductions. Still, successful PAMs have the potential to mobilise significant 
domestic investment. Due to the scale of their regulatory impact, national policies – 
particularly those focused on development – have large potential to shift investments to the 
forest sector, from both domestic and international investors. It is in influencing these larger 
flows that external funding (official development assistance, or ODA) can play a leveraging 
role for increased private sector finance in the forest sector (Murray et al. 2008).  
 
2.2.2 Opportunity costs 
Opportunity costs refer to the loss of profit from not deforesting or from adopting more 
sustainable forms of forest use. These costs vary across space and time. Opportunity costs 
tend to be higher in areas with accessible markets than in remote areas; opportunity costs also 
rise in areas where agricultural intensification increases in response to expanding forest 
protection (e.g. REDD activities). Table 3 illustrates the variation of opportunity costs across 
regions and deforestation drivers.  
 
Table 3: Lowest investment cost required to compensate deforestation/ degradation 
opportunity costs 
(USD million/year) 
 
Deforestation source Africa  Asia- 

Pacific 
Latin 

America 
Other 

countries3 
Total 

Commercial agriculture 
Commercial crops 1372.2 1926.0 2144.5 322.5 5765.2 
Cattle ranching 175.5 10.6 576.5 38.7 801.3 
Subtotal 1547.7 1936.6 2721.0 361.2 6566.5 
Subsistence farming 
Small-scale shifting cultivation 706.4 674.1 681.6 86.0 2148.1 
Fuelwood and non-timber 
forest products 

71.1 48.2 66.9 10.8 197.0 

Subtotal 777.5 722.3 748.5 96.8 2345.1 
Wood extraction 
Commercial harvest 311.0 2194.8 552.6 129.0 3187.4 
Fuelwood/charcoal 40.4 16.0 16.6 12.9 85.9 
Subtotal 351.4 2210.8 569.2 141.9 3273.3 
 
Total 

 
2676.6 

 
4869.7 

 
4038.7 

 
599.9 

 
12184.9 

 Source: World Bank 2008:58 
 

                                                
3 For example, Russian Federation, Australia, Mongolia and others. 



 10 

The combined opportunity costs to roughly halve global deforestation are estimated at around 
USD 7 billion per year (Grieg-Gran 2008). Taking into account the market dynamics 
(interactions with other sectors) and rent effects (the fact that most likely a uniform price 
would be paid for each ton of carbon dioxide avoided rather than the actual opportunity 
costs), the finance required to halve deforestation by 2030 is likely to amount to USD 17 
billion to 28 billion per year (Kindermann et al. 2008). This is illustrated in Figure 1. 
However, low opportunity costs do not imply cheap REDD activities, since countries where 
opportunity costs are the lowest are often those where policy, administration and monitoring 
challenges are greatest (Eliasch 2008).  
 
Figure 1: REDD supply curve, opportunity costs and rent 
 

 
Source: Adapted from Eliasch 2008 

2.3 Variation across space and time 
 
Pressures on forests vary across countries and regions and over time. Human pressure on 
forests is shaped by, among other things, market access, the nature of forest usage and tenure 
security. Chomitz et al. (2006) have provided a stylised three-part typology of tropical forests: 
forest-agricultural mosaic lands, frontier and disputed areas and areas beyond the agricultural 
frontier (Table 4). In essence, these forest types correspond to the three stages of the forest 
transition curve (Figure 2) and provide another perspective of the aforementioned dynamics 
of opportunity costs.  
 
Table 4: Three stylised forest types 
 
 Forests beyond the 

agricultural frontier 
(~49% of tropical 
forests) 

Forest frontiers and 
disputed areas 
(~37% of tropical 
forests) 

Mosaic lands (~14% of 
tropical forests) 

Features • Remote from markets; 
Low deforestation; 

• Low population but high 
proportion of indigenous 
and poor.  

• Rapid agricultural 
expansion and high 
deforestation; 

• Rapidly increasing 
land values 
(frontiers); 

• Forest use conflicts 

• Depleted, fragmented 
forests;  

• Slower deforestation but 
higher degradation; 

• High land values and 
high population 
densities with a 
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(disputed areas). substantial portion of 
forest dwellers.  

Policy needs 
 

• Protect indigenous 
rights; 

• Avert disorderly frontier 
expansion by equitably 
assigning rights; 

• Regulate infrastructure 
expansion. 

• Policing and law 
enforcement, e.g. to 
prevent resource 
grabs;  

• Equitable settlement 
of claims; 

• Control road 
expansion. 

• Enforce property rights 
over natural resources; 

• Develop markets for 
environmental services;  

• Reform regulations to 
encourage forestry.  

Source: Chomitz et al. 2006 
 
Forest frontiers, where deforestation is concentrated, are currently estimated to be distributed 
almost evenly across all regions (Figure 3). Different policies may be needed to address the 
governance challenges and associated deforestation and degradation in different forest types. 
For example, important policies for improved forest management in forest mosaic lands, 
where degradation is concentrated, may include enforcement of property rights and creation 
of new markets for environmental services (Table 4).  
 
Figure 2: Evolution of forests over time 
 

 
 
Figure 3: Approximate regional distribution of forest types 
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2.4  Synthesis of country needs 
 
Country needs can be synthesised as follows (Table 5): REDD readiness and PAM activities 
require significant upfront funding from (most likely) non-market mechanisms. Direct 
payments for REDD (PES-type) will also need significant upfront funding, unless 
incorporated into readiness action, such as a national subsidy scheme. But the more important 
requirement for success is funding continuity, which is most likely to be ensured by market-
based financing mechanisms.  
 
In addition, financing needs differ across space and time. Institutional investments at national 
level may focus on building government institutions and financing policy development and 
implementation. But at sub-national level, they may need to focus much more on the design 
and implementation of performance payments schemes for private landholders or equitable 
benefit-sharing mechanisms for community members. 
 
Moreover, different degrees of upfront funding are needed for schemes at different levels. 
Due to economies of scale, the costs associated with setting up sub-national schemes are 
relatively higher than those associated at national level. This is related to the point that 
funding needs will vary over time, with upfront costs typically high and running costs lower. 
Starting at sub-national level takes advantage of mitigation options that may not be available 
when good governance and capacities are in place at national level. For implementing 
agencies this advantage may be worth the higher transaction costs.  
 
At the same time, funding will have to cope with high risks – both in volume and over time – 
associated with an investment. Most REDD financing mechanisms, especially market-based 
ones, require low investment risk. Hence, in order to attract REDD investments countries will 
need to make extra effort and allocate additional resources into PAMs to account for risk 
control measures.  
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Table 5: Summary of REDD financing needs   
 
 Upfront capacity 

building 
Ongoing emissions reduction 

 Readiness costs Forest protection 
costs 

Opportunity costs 

Objectives Upfront investments in 
REDD infrastructure 
(monitoring systems, forest 
and carbon density data) 
and stakeholder 
participation. 

Implementation of 
PAMs that enable and 
promote REDD 
investments. 

Compensation for 
foregone profits from 
reducing forest 
emissions.  

Components • Upfront financing;  
• Little direct effect on land 

use emissions; 
• Upfront transaction 

costs. 

• Upfront financing; 
• Costs and benefits 

depend on policy; 
• Recurrent transaction 

costs. 

• Continuous financing; 
• Costs vary across 

space and time. 
 

Examples 
 

• Set up monitoring 
system (USD 0.5-2 
million, in India and 
Brazil);a 

• Set up forest inventories 
(USD 50 million for 25 
nations);b 

• Capacity building (USD 4 
billion for 40 nations over 
5 years);a 

• Land tenure reform (size-
dependent, USD 4-20 
million over 5 years for 
one country based on 
estimates from Rwanda, 
Ghana and Solomon 
Islands).a  

• Recurrent costs of 
forest inventories 
(USD 7-17 million per 
year for 25 
countries);b 

• Monitoring legal 
compliance. 
 

• Opportunity costs of 
halving deforestation 
(USD 7 billion annually 
over 30 years for eight 
countries).c  

 

a Hoare et al. 2008; b Eliasch 2008; c Grieg-Gran 2008;  
 
 
3 Funding sources for carbon forestry activities 
 
REDD finance will be needed by different actors for different purposes and over different 
time frames. The previous sections have indentified the different needs a country is likely to 
face when engaging in a REDD mechanism. This section analyses the available and potential 
sources of financing. However, the specific amount of funding currently being directed to 
avoided deforestation, forest management and forestation activities is not known, as financial 
flows are hardly ever earmarked for single activities (UNFCCC 2008). Instead of an 
exhaustive review of all potential funding sources, this section provides an overview of the 
main types of funding mechanisms and their primary characteristics for carbon forestry in 
developing countries. For this purpose, there are two broad categories of financing 
mechanisms (Table 6): 

• Public sources: These are provided through domestic public finance or ODA; 
• Private sector and carbon market finance: These are either financed domestically 

through the private sector or internationally through foreign direct investments, non-
profit finance or finance through carbon markets, both regulatory and voluntary.4 

 

                                                
4 We acknowledge that there are further public-private variants that, in the carbon context, are typically captured 
under public funds. 



 14 

The section concludes with a discussion on the potential to leverage future funds from carbon 
markets and options to integrate REDD into global carbon markets.  
 
Table 6: Potential finance sources for REDD 
 

PUBLIC FINANCE 
Type Description 

Traditional 
ODA for 
forestry 

• Increasing; rose 47.6% since 2000 and totalled almost USD 2 billion in 2005-07 
(World Bank 2008); 

• Provides grants, concessional loans, shorter-term financing for specific projects 
and longer-term programme financing or budget support; 

• Also interested in co-benefits related to poverty reduction, biodiversity conservation 
and improved governance. 

New ODA for 
REDD 

• Recent emergence of new REDD-related finances that draw all or part of their 
revenues from international public finance sources; 

• Includes finance aimed at ‘pump priming’ the private sector, such as the World 
Bank’s Forest Carbon Partnership Facility and sources aimed at building public-
sector capacity, such as the Congo Basin Forest Fund.  

Domestic  • Limited domestic public financing for forestry from taxes and royalties; 
• Typically used for subsidies and other incentives; 
• Sponsoring of environmental services in forests. 

PRIVATE SECTOR AND CARBON MARKET FINANCE 
(includes Annex I government purchase of REDD credits as offsets on carbon markets) 

Existing 
carbon market 

• Two components: voluntary and compliant (current compliance market excludes 
REDD); 

• Compliance market restricted to afforestation/reforestation under Clean 
Development Mechanism (CDM), which may or may not become part of future 
REDD mechanism; 

• Voluntary market dominates in forestry, making up 18% of all projects globally in 
2007 (Hamilton et al. 2008). 

Future carbon 
markets 

• Three main avenues under discussion:  
1) Integrating REDD into a global compliance carbon market;  
2) Allocating auction proceeds;  
3) Allocating revenues from other fees, fines and taxes. 

• Regional and domestic markets may also consider using REDD crediting for 
compliance (European Union emissions trading scheme)  

Foreign direct 
investment 

• May constitute an important source, but investment is unevenly concentrated in 
low-risk countries with profitable forest industries; 

• Flows to forest sector have increased by 29% from USD 400 million in 2000-02 to 
USD 516 million in 2005-07 (World Bank 2008) 

Domestic • Public-private partnerships or microcredit schemes, but are unlikely to be 
significant, especially in least developed countries, due to low level of resources, 
lack of expertise and difficulty raising finance from risk-averse domestic banks. 

Non-profit • Represents growing proportion of international private finance; 
• Typically small, narrowly targeted grants that may not have wide REDD 

applicability; 
• Non-profits are interested in REDD and may be less risk-averse than profit-making 

enterprises. 

 
3.1 Public finance 
 
Public finance in carbon forestry in developing countries has long been dominated by ODA. 
Increasingly, however, developing countries have begun dedicating their own funds for 
carbon forestry, as for example Brazil and Costa Rica.  
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3.1.1  Domestic funding  
Domestic public finance for forestry in developing countries usually comes from taxes and 
royalties, from activities both within the sector (e.g. timber production and stumpage fees) 
and outside. Such funds are reinvested in the sector through a variety of mechanisms, 
including, subsidies, soft loans and non-monetary incentives (World Bank 2008). The Eliasch 
Review predicts that many countries, especially in sub-Saharan Africa, will have little ability 
to self-finance upfront investments, even with the promise of carbon revenues to reward 
emission reductions (Eliasch 2008). This implies a limited role for domestic public funds in 
directly supporting REDD in most areas in the near future, with international public finance 
remaining a much more important source. In Costa Rica, PES for forest conservation has been 
financed out of fuel taxes, with some occasional re-financing from the voluntary market 
(Steed 2007).  
 
However, public domestic finance systems may also be important for REDD in more indirect 
ways, notably as possible channels for distributing REDD funds from national to local level 
and as a basis for building up coherent REDD strategies. An example of such a mechanism is 
Indonesia’s national programme and fund GERHAN, implemented in 2003, which aims to 
rehabilitate forests and degraded lands. While not a fund that directly supports protection of 
standing forest, GERHAN’s support of rehabilitation may benefit other forest areas. Given 
that it already has a governance structure in place for managing funds and activities, it could 
become part of a broader REDD financing strategy.  
 
However, GERHAN has also been criticized for its centralized management structure, lack of 
participation and limited budgetary support from local governments (World Bank 2006), 
which illustrates that careful assessment and ongoing monitoring of such strategies will be 
important in the design of REDD schemes. Many countries have such policies and incentives 
operating in the forest sector, particularly for plantations and protected areas (El Lakany et al. 
2007). Two other examples include (1) the strategic use of public subsidies in ways that 
support ‘greener’ growth strategies, such as those for agricultural intensification, which may 
draw people away from forest areas, and (2) careful evaluation (and limitation) of domestic 
biofuel production subsidies, which are being pursued vigorously in some tropical countries.  

 
3.1.2 Traditional international funding  
The International Monetary Fund (IMF) defines ODA as ‘flows of official financing 
administered with the promotion of the economic development and welfare of developing 
countries as the main objective, and which are concessional in character with a grant element 
of at least 25 percent (using a fixed 10 percent rate of discount)’ (IMF 2003). ODA to the 
forest sector includes diverse bilateral, regional and multilateral forms delivered through a 
multitude of different mechanisms. It includes both ‘project’ and ‘programmatic’ funding, and 
grants and loans. ODA for the forestry sector has increased by 47.6% since 2000, totaling 
USD 1,910 million in 2005-07 (World Bank 2008).5 Most of this increase occurred in 
multilateral ODA: During 2000-2007, multilateral ODA increased by 140% whereas bilateral 
ODA increased by 15% (ibid.). However, ODA financing for forestry has a tendency to 
gravitate towards safer environments, such as South and Southeast Asia and the Americas, 
rather than to Africa (World Bank 2008). 
 
In addition to these different forms of ODA, certain characteristics are likely to govern how 
ODA might be used to support countries’ needs in REDD. Two of the key features include: 
                                                
5 These figures originate from the World Bank (2008) report on forest financing. Figures are presented in USD 
converted at 2006 exchange rates and prices.   
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1. ‘Project’ funding versus ‘programmatic’ funding: These terms describe a continuum 

of approaches to delivery of ODA promoted by donors. In project funding, finance is 
usually given to support individual projects, such as Protected Areas. In programmatic 
funding, finance is used to support sector-wide programmes, such as national policy 
reforms. General budget support is probably the most extreme form of programmatic 
funding.  
 

2. Whether ODA is delivered in grant or loan form: These are modalities that differ in 
terms of expectations for repayment and the type of activities that can be supported; 
loans are more routinely targeted at activities that will repay their costs. 

 
The likely dependence of REDD on ODA, especially in creating new international funds to 
support it, raises some concerns about how such efforts should be structured. These include: 

• Lack of harmonisation among initiatives, which may create added burdens for 
resource-stretched governments;  

• Lack of alignment with government systems and low absorptive capacity of 
governments to use the funds efficiently; 

• Risk of diverting ODA from other areas such as health and education. 
 
These harmonisation and alignment concerns mirror those across the aid sector that led to the 
Paris Declaration on Aid Effectiveness (OECD 2005). 
 
Project-type ODA may have the advantage of supporting countries to implement REDD 
demonstration activities and specific projects. Performance may also be easier to evaluate, 
given that funded activities will have more easily identifiable boundaries. However, more 
programmatic funding may be more suitable for developing country capacity to establish an 
enabling environment for REDD to function properly. For example, general budget support 
effectively puts money into country budgets, potentially increasing ownership over decision 
making. Some argue that this could help strengthen government capacity to deliver 
environmental legislation (Lawson et al. 2005. Such a system might also help reduce 
problems of absorption capacity of large amounts of REDD-related funding and improve 
donor coordination. Both of these risks are real, given the rapid increase in donor interest in 
tropical forest countries (Peskett et al. 2008). 
 
3.1.3 New international public funding  
Since COP 13 in Bali, a number of new funds have been announced that are intended to 
support REDD activities in full or in part. These draw all or the largest part of their revenues 
from ODA sources (Table 7), such as the Norwegian government’s pledge of USD 2.8 billion 
to REDD over five years. The FCPF includes two funding mechanisms, one for readiness 
(capacity building and REDD pilots) that to date total about $300 million, and a carbon 
finance fund that creates demand for emission reductions from concrete activities. All of the 
facilities listed in Table 7 can support carbon forestry initiatives, but they fall into two 
different categories (from Brown and Peskett, forthcoming 2008), although some, like the 
FCPF, fall into both: 
 

1. Funds to ‘pump prime’ carbon markets by supporting the development of carbon 
forestry projects and piloting performance based incentive payments to these projects. 
The Carbon Finance Mechanism of the World Bank FCPF and the (existing) World 
Bank Biocarbon Fund are examples of this type of facility. 
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2. Capacity building funds that have some form of capacity building element. Some of 
them, like the FCPF, are focussed directly on supporting specific elements of 
‘readiness’ activities for carbon forestry mechanisms (such as establishing monitoring 
systems, providing upfront finance and reducing investment risks that can be a barrier 
to projects). Others focus more generally on capacity building in the forest sector and 
supporting existing initiatives that could indirectly help in implementation of carbon 
forestry projects (e.g. the Congo Basin Forest Fund). The Brazilian government 
launched a fund for conservation of the Amazon forest (Fundo Amazônico) in August 
2008 that is likely to be refinanced by the Government of Norway. 

 
Relationships with the private sector are cross-cutting both of these categories. Many of the 
facilities emphasise the importance of mobilising private sector finance by creating an 
enabling environment for investment (e.g. by reducing investment risks), providing upfront 
funding or promoting the use of public-private partnerships. Therefore, countries might expect 
the funds to focus on these areas, though the details of how this might occur are yet to be 
determined. 
 
One additional point of interest regarding capacity building funds is that they appear to 
illustrate some of the concerns raised in section 3.1.2 – a lack of clarity on the overlaps 
between their agendas and the different delivery mechanisms they intend to utilise. The UN 
Collaborative Fund, for example, proposes that UN country offices play a role in fund 
delivery. Developing countries might perceive this to be at odds with processes more aligned 
with national budgeting.  
 
Table 7: Illustrative list of REDD funds established after COP 13 (2007)   
 

Fund Description/Objective Amount 
(million USD) 

Bilateral Funds 
Pledge by Norway  REDD actions over 5 years. 2,808 
NORAD Rainforest Initiative 
(Norway) 

Support conservation of rainforests by 
promoting large-scale forest protection and 
development of forest-based carbon 
management. Likely to focus on the Congo 
Basin, the Amazon and southeast Asia. 

638.04 

International Forest Carbon 
Initiative (Australia)6 

To facilitate global action to address emissions 
from deforestation through capacity building and 
pilot REDD projects (USD 9.36 million capacity 
building in Indonesia; USD 28 million Kalimatan 
Forests and Climate Partnership and USD 3 
million research partnership with CIFOR). 
Includes Indonesia-Australia Forest Carbon 
Partnership, which will promote inclusion of 
incentives for REDD in any future international 
agreement on climate change. 

200 

Pre-assigned ODA (Denmark) REDD projects in Madagascar, Cameroon, Laos 
and Bolivia. 

101.4 

Pre-assigned part of the 
International Environmental 
Transformation Fund (UK)  

Sustainable forestry in the Congo Basin. 109.2 

Pledge by France Financing forestry projects in Gabon through 
debt cancellation.  

78 

German Life Web Initiative 
(pledge by Germany) 

Protected Areas support. 780 

                                                
6 Replaces Australian government’s previous Global Initiative on Forests and Climate. 
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The German International 
Climate Initiative 

Earmarking of proceeds from EU allowance 
auctioning to international and national climate 
initiatives. USD 187.2 million should go to 
private sector project to leverage further 
financing.  

93.6  
(earmarked 

for biodiversity 
and forestry) 

Multilateral Funds 
FCPF (contributors: France, 
Finland, Denmark, UK, 
Switzerland, Australia, 
Netherlands, Japan, Nature 
Conservancy) 

USD 101.4 million for capacity building, USD 
202.8 million to generate Verified Emission 
Reductions from pilot REDD programmes in 5 
countries. 

304.2 
 

Earth Fund (Global 
Environment Facility, 
International Finance 
Corporation, others expected) 

Environmental innovation, including the forestry 
sector. 

202.8  

GEF Tropical Forest Account   Financial incentive mechanism associated with 
the existing GEF Sustainable Forest 
Management Program, aimed at motivating 
tropical forest countries to invest country 
resources in SFM. Target regions are 
Amazonia, Congo Basin and Papua New 
Guinea/Indonesia.  

49.92 in first 
round 

UN REDD Collaborative 
Programme 

Capacity building at the national level and 
payments for REDD initiatives. 

Amounts to be 
determined 

National Pact for the 
Valorization of the Forest and 
for the End of the Amazon 
Deforestation in Brazil 

REDD actions in Brazil (details yet to be 
defined). 

577.98  

The Prince's Rainforest Project 
(by the Prince of Wales; 
multiple corporate donors) 

Work on policies, capacity and methodologies 
with the private sector to fight deforestation.  
 

TBD 

Rainforest Fund (Norway; 
others to be confirmed) 

National REDD programme in Brazil. 202.8 

Congo Basin Forest Fund 
(Norway and UK) 

Projects that avoid deforestation and contribute 
to poverty alleviation. 

197.73  
 

World Bank Forest Investment 
Fund  

Government efforts to reform the forestry sector 
or private action to protect major stands of 
forests. 

304-507 

 Notes: (1) Converted to USD from Euro, €1 = USD 1.56. (2) Some of these initiatives are not entirely dedicated to 
REDD (e.g. Earth Fund) and some may overlap (e.g. part of Norway’s pledge will go to the FCPF and Brazil’s 
Rainforest Fund).  
Sources: Bellassen et al. 2008, Porter et al. 2008, Wong 2008 
 
Two issues arise from the use of ODA as a source of finance for REDD:  
 

• Timing: ODA tends to be a short-term source of finance, typically delivered for three 
to five years, and susceptible to the changing whims of donors. Over longer periods 
this makes it volatile and unpredictable and therefore possibly less suited to long-cycle 
carbon forestry projects (Estrada Porrúra et al. 2007). This suggests that ODA may be 
most useful for developing a REDD strategy, improving inventories and implementing 
monitoring and reporting systems and awareness-raising activities, all on a grant basis, 
because the groundwork is unlikely to produce any financial returns. On the other 
hand, ODA is less suitable for cross-sectoral policies and long-lived measures because 
their timeframe is too long and their scope may be too wide.  

 
• Diversion: Questions have been raised about whether using ODA for REDD could 

divert it from supporting other important development activities. In the last year a 
range of bilateral and multilateral climate change funds have been announced that will 
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be used in part to support REDD (see Table 7). Many of these rely on ODA as a 
source of finance. The CDM has developed additionality rules that refer to the use of 
ODA to support CDM projects.7 But they are difficult to operationalize and, according 
to rules of the Organisation for Economic Co-operation and Development, public 
spending to acquire carbon credits cannot be considered ODA, as these credits would 
have to be accounted as ODA reflows. If donors and recipients agree that no aid is 
being diverted and no credits flow back to the donor, no aid diversion can be claimed 
(Dutschke and Michaelowa 2006; Michaelowa and Michaelowa 2007). Concerns over 
aid diversion may be justified if safeguards are not put in place (Bird and Peskett 
2008). In addition, there is a growing tendency for ODA to be disbursed as 
concessional loans requiring repayment rather than as grants, although grants are 
likely more appropriate to fund REDD infrastructure needs.  

 
In summary, programmatic or budget support can help strengthen government institutions and 
increase ownership of REDD systems; loans can provide finance where carbon returns are 
guaranteed; and support for capacity building can be channelled for technical assistance. ODA 
finance will be crucial to cover capacity-building costs, as few developing countries have 
shown the ability or political will to finance REDD investments. Even if REDD were 
integrated into the global carbon market, an additional USD 11-19 billion each year must be 
financed from other sources (most likely ODA) to halve emissions by 2020 (Eliasch 2008). 
Thus, ODA must be used strategically to stimulate and complement private investment by 
supporting basic readiness requirements and enabling investments. Investments to leverage 
private investments are especially needed in high-risk countries where little private-sector 
finance is available.  
 
3.2 Private sector and carbon market finance  
 
Private finance constitutes an important source of finance in the forestry sector in developing 
countries. Private sector and carbon market finance can be broadly categorized into the 
following main types: 

• Domestic private sector finance; 
• International foreign direct investments; 
• International non-profit finance; 
• International carbon market finance. 

 
3.2.1 Private domestic funding 
Domestic private finance is thought to constitute a significant proportion of finance in the 
forest sector, though no coherent data on private sector investments in forestry exists (World 
Bank 2008: 21). Estimates indicate that overall private finance constitutes about 90% of 
finance in the forest sector globally, including both international and domestic sources 
(Tomaselli 2006). Domestic investment constitutes over 90% of private sector flows, though 
this includes both developing and developed countries (ibid). The sources can be divided 
between (El Lakany et al. 2007): 

• Community or farmer investment, much of which is small-scale and informal;  
• Small-scale company investment, thought to account for around 80-90% of operations 

in developing countries (Mayers 2006); 
• Large-scale company investment, often in plantation forestry. 

 
                                                
7 CDM Rulebook, A-Z Items > Official Development Assistance, www.cdmrulebook.org/PageId/758, at 17 
October 2008. 
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The investment interests and patterns of these different actors are extremely variable, which 
has implications for how such sources and their associated mechanisms may be harnessed in 
REDD systems. As with domestic public investment, it seems unlikely that significant sources 
of domestic private finance will exist to support REDD in most of the least developed 
countries. The situation is assumed to be similar to the current CDM, where many in-country 
project developers find it difficult to cover the large upfront costs of project development, 
lack expertise in the complex processes needing implementation and find it hard to get 
backing from risk-averse domestic banks (Michaelowa 2005; Cosbey et al. 2006; Eliasch 
2008). 
 
However, existing domestic financial structures may indirectly play an important role in 
developing effective and equitable REDD mechanisms. For example, mechanisms such as 
company-community partnerships might also be used in certain cases to achieve benefit 
distribution in REDD schemes. For instance, they have been useful in some cases for reducing 
conflict between different constituencies. Associated with private investors in some countries 
are a range of investment funds or microcredit organisations, such as the Sarona Risk Capital 
Fund, which provides microfinance to businesses operated by and for the benefit of the poor. 
These are often partly supported by international organisations and may also feature in REDD 
and help to support development of small and medium size forest enterprises. Local 
commercial banks, however, tend to have low risk tolerance and a lack of appreciation for 
non-monetary gains such as risk reduction and corporate social responsibility. Non-monetary 
gains may be more attractive to international investors (Cosbey et al. 2006). 
 
3.2.2 Foreign direct investment 
Foreign direct investment (FDI) is investment of foreign assets into domestic structures, 
equipment and organisations. It does not include foreign investment in stock markets. FDI is 
seen as more useful to a country than investments in private sector equities because equity 
investments are volatile and may be withdrawn at the first sign of trouble. FDI, on the other 
hand, is durable and generally stable irrespective of short-term market fluctuations or 
domestic economic downturns.8 
 
The scale of FDI in forestry is unclear, and only ad hoc figures are available. But recent 
reports suggest a sharp increase in FDI to the forest sector in developing countries and a 
decline to industrialised countries (Indufor 2006). FDI is used to support a range of activities, 
though a large proportion of investments are in the wood, pulp and paper products industry 
(estimated at about USD 0.5 billion per year in 2003-2005 [World Bank 2008]). FDI could 
constitute an important financing source for REDD schemes, though there could be 
limitations on the types of REDD activities and countries supported. 
 
As with forestry ODA, forestry FDI is unevenly distributed, concentrated in countries with 
profitable forest industries. These tend to be countries with considerable harvesting of natural 
and semi-natural forests and with expanding industrial forest plantations (Indufor 2006).  
 
FDI may be more directly related to REDD in supporting sustainable forest management 
(SFM). There are few reliable figures on the volume of FDI supporting SFM, though it is 
thought to be increasing, especially for export markets (World Bank 2008). All forms of 
REDD could increase the impetus for FDI in SFM and certification and presumably for a 
slight shift in interest towards traditionally less profitable natural forest management practices 
(such as reduced impact logging) in addition to plantation investment. 
                                                
8 Source: http://economics.about.com/cs/economicsglossary/g/fdi.htm  
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A more general attribute of FDI, which is also reflected in the CDM, is that investors are 
likely to seek low-risk environments. This means that countries with high political risks (such 
as corruption) and risky areas within countries (those with disputed land tenure) could be left 
behind. Thus behaviour of FDI also raises equity issues, as these challenges are common in 
many of the least developed countries with high levels of poverty. 
 
Finally, South-South FDI (e.g. Chinese investments in Indonesia) is increasing as a source of 
finance in some cases. This introduces the possibility that some non-Annex I countries could 
benefit from REDD systems on two fronts – in terms of external investments in REDD 
projects and the sale of credits to Annex I countries, and in terms of the potential sale of 
domestic credits by companies investing in REDD projects in other countries.  
 
3.2.3 Non-profit funding 
Large conservation NGOs and philanthropic sources make up a growing proportion of 
international private finance (Gutman and Davidson 2007), and there are signs of considerable 
interest in financing REDD projects and programmes.  Conservation International, The Nature 
Conservancy and Birdlife International have all indicated their intention to develop REDD 
projects. Funding typically covers three main areas (World Bank 2008): 

• Education, training and public awareness; 
• Conservation; 
• Research and development. 

 
All three areas can support REDD initiatives either directly or indirectly. The most direct 
form of support is through financing conservation, for example through protected areas set 
aside from development or conservation concessions (similar to logging concessions, these set 
land aside for conservation purposes instead of logging). Some NGOs are also establishing 
their own market-based REDD systems. They sell credits on voluntary markets from their 
projects (e.g. Rainforest Concern), establish themselves as validators of projects (e.g. the 
Rainforest Alliance) or create new funds, such as Conservation International’s Conservation 
and Community Carbon Facility. 
 
Some conservation NGOs, including The Nature Conservancy and Conservation 
International, have large funds and own large tracts of land in a wide range of developing 
countries. However, the majority of non-profit investment tends to be in the form of small 
grants, often targeted at specific geographic areas or specific types of conservation activity. 
This limits their wide applicability to REDD. Nevertheless, such funds could be influential in 
guiding larger investments, and unlike private finance, they can cope with higher levels of 
risk. This may increase the diversity of countries and sites attracting REDD finance (World 
Bank 2008). 
 
In addition to non-profit finance, structures such as established NGO networks also provide a 
potential mechanism for delivery of funds. Partnerships between international and local 
NGOs and the private sector appear to have played an important role in many existing carbon 
forestry projects. One example is the Noel Kempff Mercado climate action project in Bolivia.  
 
3.2.4 Private funding by international carbon markets 
Private investments for carbon forestry projects in developing countries are dominated by 
international private finance, mainly from carbon markets. The market can be divided into the 
compliance or regulated market on the one hand, and the voluntary carbon market on the 
other (Table 8). While the regulated market dwarfs the voluntary market in other sectors, the 
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forest sector is anomalous. As of this writing, only one forestry project is registered under the 
CDM and a few more are in the pipeline. In the voluntary carbon market, though, forestry 
carbon projects (afforestation/reforestation and REDD projects) appear to be more popular, 
making up 18% of all projects globally in 2007 (though their share has dropped from 37% in 
2006 [Hamilton et al. 2008]).  
 
The voluntary market is potentially a source of funding for forestry projects that do not meet 
the tight and sometimes obsolete eligibility criteria of the CDM or that cannot afford the high 
transaction costs. Voluntary buyers generally place a premium on projects with sustainable 
development benefits; as a result, they have demonstrated an initial preference for forestry 
projects (Hamilton et al. 2007). Very much in contrast to the Kyoto market, forestry credits 
yielded the highest prices within the voluntary market. Standards for voluntary carbon 
investments include the Voluntary Carbon Standard (VCS) or the standard of the Climate, 
Community and Biodiversity Alliance.9  
 
The voluntary market has enjoyed significant growth over the past couple of years and is 
likely to grow even further in the future, despite uncertainties regarding the impact of a post-
2012 REDD scheme (see Table 9). Nevertheless, voluntary offsets are a niche for corporate 
social responsibility and for environmentally aware consumers. Prices are generally lower 
than credits for Kyoto markets. Combined with lower amounts traded in the voluntary market, 
the amounts traded are not sufficient to stimulate any larger investments in the land-use 
sector. At least 65 million tons of carbon credits were transacted in the voluntary market in 
2007, a 165% increase over 2006, but still a tiny fraction of the 2,900 million tons traded in 
regulated markets (Hamilton et al. 2008). While voluntary carbon markets could be used as a 
testing field for ideas and methodologies, they cannot mobilise the funding needed to support 
REDD significantly. Furthermore, there is a balance between regulated and voluntary 
markets: As more sectors and companies become involved in compliance trading after 2012, 
much of the voluntary market may regress.   
 
Table 8: Carbon forestry markets 
 
 Regulated carbon market Voluntary carbon market 
Market 
description 

- Participation induced by the need to 
comply with government regulation on 
CO2 emissions; 

- Regulated carbon forestry market 
consists of CDM and Joint 
Implementation (JI) projects. Future 
viability of these will depend on post-2012 
agreement on REDD. 

- Voluntary participation for reasons of CSR, 
public relations strategy, preparation for 
future regulated markets; 

- Range of sub-markets such as legally 
binding exchanges (e.g. Chicago Climate 
Exchange), retailers (e.g. BioCarbon Fund) 
and NGO initiatives. 

Market 
size  

- Agro-forestry projects account for <1% of 
all asset classes (project areas) in both 
CDM and JI (USD 5 billion was traded 
through CDM in 2006); 

- New South Wales GHG Abatement 
Scheme: USD 558,558 in 2006; 

- USD 21 million in 2006; 
- 165% growth in 2006, 18% from 

forestry/land use projects (comprising 2% 
A/R plantations, 8% A/R native forest, 5% 
avoided deforestation and 3% soil carbon), 
though not exclusively in developing 

                                                
9 The VCS is a private standard developed by the International Emission Trading Organization, the Climate 
Group and the World Economic Forum Global Greenhouse Gas Register. It is a global benchmark standard for 
project-based voluntary emission reductions that provides a degree of standardization to the voluntary carbon 
market. The VCS is the only standard that accepts a wide range of forestry project categories, including REDD. 
It has been developed through a comprehensive consultative process led by international experts. The Climate, 
Community and Biodiversity Alliance has developed another design standard that certifies multi-benefit carbon 
projects, independently from whether they generate credits for formal or informal markets; it can be used in 
addition to the VCS. 
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- Although general carbon market grew 
rapidly, forest carbon market did not have 
significant growth 

countries. 

Activities 
funded  

- Mainly forestation (A/R) projects for 
carbon sequestration purposes. 

- Forest protection, forestation (A/R) and 
avoided deforestation.  

Emerging 
issues 

- Potential of post-2012 REDD scheme will 
greatly dictate degree of growth and 
flexibility of regulated carbon forestry 
markets. 

- The prospect of an international REDD 
scheme in the post-2012 agreement would 
have significant impact on demand and 
supply, thus causing uncertainty in the 
voluntary market. 

 Source: Forest Trends and Ecosystem Marketplace 2008, Hamilton et al. 2008) 
 
 
3.2.5 Potential to leverage funding from carbon markets 
The Eliasch Review estimates that halving emissions from the forest sector to 2030 could 
require USD 17-33 billion per year if included in global carbon trading. Traditional channels 
of ODA alone are insufficient to finance any meaningful worldwide forestry programmes 
(Balmford et al. 2003; Eliasch 2008). It is unlikely that public funds can provide the level and 
stability of finance required to halt deforestation. Only carbon markets can, in practice, attract 
and deploy sufficient capital flows to developing countries over the decades required. 
 
International carbon markets are an attractive source of funding for REDD because they can 
potentially mobilise large volumes of finance in the long run. The main options currently 
discussed in the REDD debate are:  

• Integrating REDD into a global carbon market;  
• Allocating auction proceeds to a REDD fund;  
• Allocating revenues from other fees, fines and taxes to a REDD fund. 

 
Integrating REDD into global carbon markets  
The largest potential for REDD finance is seen in carbon markets, through a mechanism that 
converts emissions reductions from REDD initiatives into carbon credits that can be used for 
compliance by industries or countries.  
 
The financial volume generated through tradable credits for REDD depends on several 
factors. These include the depth of emission reduction commitments, fungibility of REDD 
credits on carbon markets and other details of the REDD architecture.  
 
Fungibility refers to the type and degree of integration of REDD into existing carbon markets. 
There are fears that full fungibility would cause REDD credits to flood the carbon markets; 
this assumes that these credits will be less costly than those from other mitigation activities, 
which is not necessarily the case. An oversupply of cheap carbon credits could reduce carbon 
prices and remove incentives for further REDD activities. On the other hand, the acceptance 
of REDD credits as a compliance tool is essential to create demand. One study shows that 
REDD credits, even under the assumption of unrestricted market access, would not come 
close to swamping the carbon market. Allowing all forest credits into the market would likely 
bring carbon prices in 2020 down from USD 35 to USD 24 (Piris Cabezas and Keohane 
2008). The Eliasch Review (2008) also concludes that the fear of market flooding seems 
exaggerated. Full fungibility is supported by carbon traders, several Latin American countries 
and Indonesia.  
 
A number of proposals address the risk of market flooding and secure environmental integrity 
(Table 9). These include adoption of deeper emissions reduction commitments and controlled 
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fungibility of REDD credits in a ‘dual market’ (Ogonowski et al. 2007) and creation of a new 
trading unit specific for REDD (Hare and Macey 2007).  
 
Table 9: Main proposals for fungibility with carbon markets 
 
Proposal Description Type 
Full fungibility 
Country 
proposals 
incuding 
Paraguay, 
Argentina, 
Honduras, 
Panama, Peru, 
Colombia, Chile, 
Indonesia, 
Nested Approach 

REDD credits are sold as offsets to 
Annex I countries. Demand for REDD 
arises from the comparably cheaper 
REDD credits. The amount of credits 
allowed in systems can be capped. 

Fully fungible REDD coupled with 
deeper reduction targets by Annex B 
countries, resulting in higher credit 
demand. 

Dual markets 
Center for Clean 
Air Policy 

Creates a separate REDD trading 
scheme; demand generated by 
transferring a share of Annex I 
commitments to the new market 
(amount depends on overall Annex I 
targets). 

Separate but linked market; transfers 
some commitments from current 
market to REDD market. Fungibility 
may increase as REDD market 
matures. 

TDERM 
Greenpeace 

Introduction of a new trading ‘unit’ 
(Tropical Deforestation Emission 
Reduction Unit/TDERU) used by Annex 
I countries to fulfil part of their reduction 
targets. For predictability of revenue 
flows, purchase level of TDERUs would 
be set. A maximum would also be set to 
prevent large-scale offsets. 

Separate but linked market; transfers 
some commitments from current 
market to REDD market. 

 
Such an approach is generally associated with market-based REDD finance. According to the 
Eliasch Review, the costs of halving global carbon emissions from 1990 levels could be 
reduced by 50% in 2030 and 40% in 2050 if the forest sector is included in a trading scheme 
(Eliasch 2008). Carbon markets and REDD credits attract investments both on the supply and 
demand side: 

• Private or public investors can engage in the development of REDD programmes and 
activities, relying on carbon credits for part of the profits; 

• Installations and operators covered under emission trading systems as well as banks 
and financial intermediaries can acquire, purchase and sell carbon credits. 

 
The ultimate financial volume generated through tradable credits for REDD is a function of 
inter alia the depth of emission reduction commitments by industrialised countries, the 
fungibility of REDD credits on the carbon markets and the details of REDD rules and 
governance.  
 
Since the ability of carbon markets to mobilise funding depends on the demand for carbon 
credits, a full integration of REDD into the future international or domestic emission trading 
schemes would require industrialised countries to commit to emission reductions substantially 
higher than the levels currently being discussed – 25% to 40% by 2020, compared to 1990 
levels (Scholz and Schmidt 2008). It is essential to keep prices within emission trading 
schemes high enough to facilitate priority of emission reductions. The integration of REDD 
into an international emissions trading scheme (full fungibility, i.e. a market-based approach) 
would integrate a relatively low-cost abatement option into the schemes.  
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Some analysts predict that this could create a huge offset mechanism, delaying fossil emission 
reductions in Annex I countries and crowding out credits from a sectoral CDM.10 (Scholz and 
Schmidt 2008). In order to avoid undesired outcomes, some Annex I countries may impose 
quantitative limits on the use of carbon credits from REDD within their respective emissions 
trading schemes. Engagement into REDD will be a favoured asset class for private investors – 
provided that the presumably cheap REDD credits are indeed more cost-efficient to achieve 
than alternative credits and the risk associated with the issuance of the carbon credits can be 
controlled.  
 
Allocating auction proceeds to a REDD fund 
 
Governments or international bodies are able to raise significant amounts of money by 
auctioning some or all of the allowances of the respective emission-trading scheme. 
Governments can decide to earmark some of the allocation proceeds to international forestry 
and REDD. The EU Climate and Energy Package foresees diversion of some of the 
auctioning proceeds to support REDD. The European Commission is considering earmarking 
5% of auctioning proceeds from the European Union Emissions Trading Scheme after 2012 
for global efforts to combat deforestation, generating an estimated USD 2.0-2.7 billion a year 
by 2020 (EC 2008). Germany has recently pledged to invest all its proceeds from auctioning 
EU allowances into domestic and international climate activities and policy interventions. The 
resources raised are significant, reaching more than EUR 1 billion annually (USD 1.27 
billion) in Germany. Auctioning allowances for international aviation and marine emissions is 
estimated to raise USD 10-40 billion (Eliasch 2008). Revenues for a full auction of 
industrialised countries’ emissions are even expected to raise at least EUR 100 billion (or 
USD 127 billion) annually (Dutschke 2008).  
 
However, it remains uncertain how much would be channelled to REDD, as there will be 
competing claims from other sectors and mechanisms. The Bali Action Plan (UNFCCC 2007) 
identifies a number of areas – mitigation, adaptation, enhanced action on technology 
development and transfer, and enhanced action on providing financial resources and 
investment to support climate action. All these areas need funding, and designation of all 
proceeds of auctioning revenues for REDD-based mitigation activities over and above these 
other worthy areas is less likely. In addition to international competition for funds, national 
constituencies will argue for the auctioning proceeds to remain within the country. 
Alternatively, and to ensure that funding is made available for REDD, a country could buy 
REDD credits and allocate those as fungible compliance credits.  
 
Some UNFCCC proposals (such as CAN-International, Norway) promote the auction of 
emissions allowances at international level (i.e. assigned amount units [AAU] of the Kyoto 
protocol system) as an additional way to leverage funds for REDD.11 By decoupling REDD 
from overall reduction targets, these proposals reduce the risk of market flooding. However, a 
critical question refers to the guarantee that these auction proceeds will effectively be 
earmarked for REDD purposes.    
                                                
10 However, Boucher (2008) notes that, given the likely delays caused by political and institutional constraints, 
REDD is unlikely to be at scale immediately following 2012, and the system is not likely to include three fourths 
or more of deforestation emissions until 2020 or later. This indicates that there is less danger of the carbon 
market being ‘flooded’ with cheap REDD credits in the near future. 
11 While emission allowances in the EU carbon market are already auctioned in part, allocation of AAUs to the 
countries under the Kyoto Protocol is free of charge. According to CAN International, selling AAUs at a price of 
USD 30-40 each would raise USD 3.75 billion for every 1 percent of AAUs sold. Selling a fraction of AAUs, 
e.g. 20%-30 %, would result in a total of USD 75-112.5 billion a year for adaptation, REDD and technology 
transfer (Scholz and Schmidt 2008). 
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Allocating revenues from fees, fines and taxes to a REDD fund 
A third option proposes to use taxes and levies that could replenish a REDD funding 
mechanism. These could be linked to carbon markets or come from other markets. Current 
options include:  

• Imposing a fee on the transfer of AAUs for parties to the Kyoto Protocol or other 
activities or sectors; 

• Establishing a compliance fund from fines of non-compliant countries. 
 
Levying a fee on CDM or other carbon projects at the international level is similar to the 2% 
levied on CDM transactions to support the Adaptation Fund under the UNFCCC. This is 
magnitudes less than the financial needs of REDD. However, such a system could also be 
applied domestically. China, for example, established a system of tiered taxation for CDM 
projects to redirect finance from larger industrial CDM projects towards initiatives that have 
higher impacts on sustainable development (Muller 2007). However, given the competition 
between CDM countries, few host countries can afford to tax carbon credits. Other options 
include a levy on international air travel, which may generate revenues of USD 10 billion to 
15 billion, or a tax on wholesale currency transactions (Tobin tax), which could raise USD 15 
billion to 20 billion (Eliasch 2008). 
 
Some of these options could raise substantial volumes of funding, but they all have their 
drawbacks from an efficiency, effectiveness or equity perspective – notably as regards 
allocating revenues equitably among countries and sectors. This might particularly be the case 
between spending on REDD versus spending on adaptation. Some argue this is more urgent 
for developing countries than the mitigation agenda, and less easily linked to high-volume 
market-based financial mechanisms. Taxes and fees can also affect the supply and demand of 
emissions reductions activities. On the demand side, imposing fees on Annex I countries to 
purchase AAUs, for example, may divert funds from other areas in national budgets.  
 
Additionally, some of these options can be difficult in political and equity terms. For example, 
applying fines to countries that have not delivered pre-agreed emissions reduction targets will 
not be politically acceptable to developing countries. Instead most REDD proposals promote 
systems that reward good performance and do not penalize poor performance. However, at 
smaller scales (e.g. within agreements between buyers and project developers or governments 
and sub-national actors implementing REDD) penalties may be applied in cases where 
delivery of emissions reductions is guaranteed in advance, depending on the nature of the 
contractual agreement between parties. 
 
In sum, an array of finance is already available or has the potential to be mobilised for REDD 
needs. The main sources of finance that will matter for REDD are international public funds 
and private carbon finance. Public funds are especially useful to fund readiness and PAMs, 
which require high upfront costs and are normally short term. To a certain extent private 
funds can also contribute to financing readiness or PAMs, notably from the non-profit sector. 
But the bulk of private finance will have specific requirements, such as secure land tenure or 
consequent law enforcement. 
 
4 Matching needs and funds across varying national circumstances 
 
This section links existing and potential finance source to country needs. In most cases 
successful REDD finance will combine public and private funds.  
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4.1 Public funds 
 
In developing countries, climate change mitigation is seldom financed by domestic taxpayers. 
For the majority of countries, ODA or ODA-like funds will be needed to build up country 
readiness (Eliasch 2008). Start-up costs will need to fund basic participation requirements like 
developing REDD institutions and capacities for land-use monitoring and verification. Public 
finance is needed upfront to create policies that enable the delivery of effective REDD 
outcomes, especially where governance is weak. However, donors are likely to prefer 
countries with a minimum level of governance to ensure effectiveness of the funds invested. 
ODA will also be the main source of finance for operational activities, like governance 
improvement, tenure reform and management of logging concessions, as well as sectoral and 
cross-sectoral policies. To a minor degree, ODA will contribute to the kick-off costs of sub-
national demonstration activities, such as to establish PES systems or develop methodologies. 
There is no foreseeable interest for ODA agencies themselves to receive free carbon credits in 
return, but donor-country funds and investors may be interested in favourable conditions for 
buying them. 
 
Generally, ODA adheres to the principles of the Paris Declaration, which commits countries 
to harmonise and align their ODA spending with national systems. As outlined in section 
3.1.3, more programmatic or donor budget support is likely to play a role in strengthening 
government institutions and increasing ownership over REDD systems. This is likely to be 
important in market-based REDD, which emphasises performance-based systems. Investors 
focus more on low-risk delivery of the carbon ‘commodity’ rather than on financing the wider 
enabling environment. This approach could also help promote coordination between 
initiatives, reducing the burden of multiple financing initiatives on already overstretched 
ministries. 
 
4.2 Private funds 
 
The private sector will come in once basic readiness requirements are fulfilled. Robust tenure 
systems and a minimum level of enforcement are needed for private investors to become 
active. Successful PAMs, such as consequent forest law enforcement or policies, will become 
self-sustaining because they have the chance to leverage important capital inflow in forestry, 
whether domestic or international. 
 
PAMs can be supported by non-profit organisations, which have long managed protected 
areas for socio-economic and biodiversity purposes. Voluntary emission reductions can be an 
additional incentive for undertaking conservation. To add credibility to their activities, non-
profit organisations will support national NGOs and establish certification schemes. For PES 
demonstration activities, they act as intermediaries in the contracts between government and 
participants. 
 
Profit-oriented investors, especially low-risk investors, will only come in at a later stage, 
when demonstration activities are being implemented and credits – voluntary or for 
compliance – can be earned. International consultancies, certification agencies and brokers 
will open their subsidiaries. Over the long run, this will also lead to the development of 
domestic capacities.  
 
Private-sector finance is risk averse and therefore starts late. The benefit is that once profit 
opportunities are identified and first returns are realised, private finance will remain the most 
reliable source over the long run. New and emerging financial sources, such as Forest Backed 
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Bonds (tradable financial instruments backed by forest-related assets) may also provide new 
forms of capital that are suitable for more risky and long cycle REDD initiatives (Petley, 
2007).   
 
Rewarding early action will be crucial for attracting private investment. This model has been 
successful for the CDM that allowed crediting for activities carried out between 2000 and the 
start of the Kyoto commitment period.  
 
Private investment mechanisms can run in parallel to government activities. Ideally, 
governments would use public funds to complement and steer private finance. Carbon 
markets foster effective project finance mechanisms, a strength that could be harnessed. When 
it comes to issuing credits, governments would subtract them from their carbon balance. 
Private investment and mechanisms can also make a difference where the government is not 
(yet) able or ready to engage on the international level. Still, equity concerns may arise 
regarding the fact that private investors may be attracted more by large-scale projects where 
transaction costs are lower, resulting in comparably fewer opportunities for communities to 
benefit from REDD finance (Cosbey et al. 2006). Private engagement also depends on how 
the interdependent issues of liability and permanence are regulated, although liability costs 
arise regardless of the solution for tackling the permanence risk.  
 
Part of these financing gaps can be addressed through scheme design. For example, allowing 
for rewarding early action will be crucial to attract early private investment. This may also 
help reduce perverse incentives, which might encourage countries to increase deforestation 
rates before 2012 in order to start REDD from a higher reference level. Specifically, national 
historical reference levels could be allowed to be based on pre-2008 emissions. In this way, 
activities prior to 2012 could be counted towards compliance with future REDD targets. 
Another means for addressing the financing gap is allowing for crediting policies and 
measures in the form of ‘policy-based commitments’ as explored in the wider climate change 
framework (Lewis and Diringer 2007) or ‘compensated successful effort’ as proposed by 
Combes Motel et al. (2008) where PAMs are credited using ex-post reference levels based on 
structural deforestation.  
 
5 Conclusions 
 
Public and private sources cooperate best in countries with stronger governance and a sizeable 
proportion of forest. If there are long-term prospects for private finance, middle-income 
countries may finance readiness domestically, because they are usually not targeted by ODA. 
Countries with lower carbon density in forests or with lower deforestation rates may fall 
through the grid of any type of REDD finance (notably of market-based finance) unless 
carbon stock conservation is included. The same applies to countries whose general 
governance structure raises doubts over the effectiveness of REDD investment.  
 
The risk that some countries may not be able to participate in REDD is likely to jeopardise the 
political viability of the mechanism and therefore the likelihood of effectiveness. This may 
result in perverse effects – namely, countries with high forest cover chopping down trees to 
become eligible for participation.  
 
Fortunately, the picture is dynamic. REDD incentives have the potential to stimulate 
governance reform and create public awareness about the value of forest resources. However, 
there is a risk that REDD may trigger the opposite effect, exacerbating corruption and 
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increasing rent-seeking behaviour in low governance situations due to the potential for 
financial windfalls (Peskett et al. 2008).  
 
Still, there is a prevailing need for substantial public funding of REDD readiness and PAMs 
to attract private funds. Even in cases where REDD becomes integrated into the global carbon 
market, background research for the Eliasch Review estimates that USD 11-19 billion would 
be needed from other sources in order to halve deforestation. Most of this would need to come 
from international public funding. Recognition of the need for further public funds has led 
several donor countries to provide additional funds for REDD. In addition to the risk of 
duplication of efforts, a further question arises with regard to the adequacy of channeling 
these new funds as ODA (Bird and Peskett 2008). If channeled through ODA, there is a risk 
of diverting funds from the core objectives of ODA to primarily environmental objectives. 
This can be of concern, especially for least developed countries.  
 
ODA could support countries with restricted access to the REDD market, which can increase 
international equity. However, the financial volume, despite the increase in recent years, 
remains far too small to meet these needs. In addition to seeking new funds through ODA (as 
sought by the FCPF, for example), new funding sources need to be mobilised. Two options 
are available: (1) raise funds through levies, allowance auction receipts etc., or (2) establish 
market regulation, probably at host country level, to ensure that wider reform processes are 
tied to investments. 
 
Hence, exploiting the full potential of REDD requires funding at unprecedented levels and is 
among the main challenges in the REDD debate. Financing shortfalls are likely to arise in two 
areas: (1) the demonstration period for the international REDD mechanism prior to 2012 and 
(2) financing in countries with weak forest governance and, thus, higher-risk investment 
environments, as is the case in the majority of African tropical forestlands.  
 
Financing gaps may also be addressed through mechanism design, such as rewarding early 
action, which will be crucial for attracting early and high-risk private investment or crediting 
PAMs. The CDM set a precedent for how to retroactively account for early activities: 
Activities started as of 2000 or later can be credited as if they had taken place during the first 
commitment period. Such measures can reduce perverse incentives that may encourage 
countries to increase deforestation rates before 2012, in order to benefit from a higher 
reference level. Market-linked mechanisms, such as including REDD credits in the carbon 
market and auctioning emission allowances and/or fees and taxes on carbon transactions, are 
the most promising avenues for addressing financing shortfalls.   
 
Whatever the scenario, it is crucial to find ways to compensate for a potential shortfall in 
financing from both public and private sources. Above all, a future REDD mechanism should 
be open to flexible and creative financing approaches, so it can adapt to the different and 
changing needs and experiences of countries. 
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