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BACKGROUND

This progress review aims to brief BERSMP about the development of the REDD struc-
turing, marketing and development preparation work and serves as an explanatory
note to the project market prospectus, including the carbon and finance spreadsheets
and the implementation plan. Furthermore, it serves to propose the next steps that
need to be agreed with BERSMP and the Oromia Regional State Forest and Wildlife
Enterprise (OFWE).

The Bale Mt REDD project development was initiated by BERSMP based on two stud-
ies investigating sustainable financing options for the Bale Mt Ecoregion. The results of
the pre-feasibility studies were presented in March 2008.! The studies concluded that
carbon finance is the most significant financing option for the Bale Ecoregion.

Based on these results UNIQUE and TerraCarbon investigated the market appetite for
emission reductions from the project with two Investment Banks, two Investment
Funds with specific investment vehicles for climate change, and one large US based
energy utility and an institutional investor in New York in May 2008. Three organisa-
tions expressed their strong interest to invest into the project and have specified the
information needs to make an investment decision. A report of this marketing effort
was shared with BERSMP.2

Subsequently, the consortium of UNIQUE forestry consultants, TerraCarbon and Cli-
mate Focus were invited by BERSMP to structure, market and develop the Bale Moun-
tain REDD project with the main objective to secure an investor covering the project
development costs in return for a small proportion of the expected emission reductions
rights from this project. A principal agreement on this contract was reached in January
2009, a contract and the mobilisation payment was transferred on July 24th 2009. A fact
finding mission to Ethiopia was conducted by Scott Settelmyer (Terra Carbon), Timm
Tennigkeit and Christian Held (UNIQUE) between Jan. 27th and Jan. 30t 2009.

After consultations with development partners funding the BERSMP project, a contract
for structuring, marketing and developing the Bale Mountain REDD project was
signed in June 2009. A meeting between the BERSMP team, the Oromia Regional State
Forest and Wildlife Enterprise and Timm Tennigkeit (UNIQUE) took place in Addis on
June 16% 2009 where a detailed workplan was shared and tasks were assigned to
gather the required information. At the UN Climate Conference in Copenhagen a
meeting between Dr. Girma Amente, Scott Settelmyer and Timm Tennigkeit was ar-
ranged on December 12th to present the progress and to discuss the remaining tasks.

The draft progress report was discussed in Addis between Dr. Girma Amente, Ben
Irwin, Tsegaye Tadesse, Alemayehu Nigussie, Timm Tennigkeit on April 6th and 7th.

1 BERSMP 2008. Sustainable Financing Mechanisms for the BERSMP: Part I: Basic assessment of
payment schemes for environmental services;

Part II: Carbon Finance Opportunities

2 UNIQUE forestry consultants & TerraCarbon 2008. Market potential and design requirements
from an investor perspective for the Bale Mtn. Eco-Region REDD project in Ethiopia
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PROGRESS SUMMARY TABLE

In the summary table below the documents containing the tentative results of the con-
sultancy assignment, the status of the document are provided. The last column indi-
cates the corresponding deliverables from the TOR.

Document Status Corresponding  de-
liverable in the TOR
Progress report Revised version provided by 24
April 2010
Market Prospectus Revised version, including carbon | D2.1, D22, D23, D24.
. . . accounting and business plan pro- | D4.1, D4.2, D4.3, D4.4
(incl. tentative carbon accounting vided bv 24 April 2010
Excel sheet, VCS eligibility and y P
preliminary non-permanence/risk | Approaches for monitoring sys-
buffer analysis, summary imple- | tems pending
mentation plan)
Appendix D on carbon baseline
Implementation plan Provided by 24 April2010 D.3.1,D3.2,D3.3

Due diligence report

(incl. Request to DNA for Letter of
no-objection based)

Legal Recommendation letter sug-
gesting follow up activities

ERPA template

Provided by 24 April 2010
Draft letter for DNA shared with
OFWE on December 17. 2009

Deal specific ERPA modifications
will be provided in the framework
of Task 5

D1.1,D1.2,D1.3,D5.2

Inception report

(including workplan and documen-
tation of forest condition)

Provided on 3. August 2009

Dé6.1, D6.2, D6.3
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1 LEGAL ANDINSTITUTIONAL PROJECT DESIGN

Summary of Terms of Reference

Description of activities

Deliverables

Al.1 Conducting project due diligence to identify
how the legal carbon title can be transferred,
contracts can be enforced, project continues if
one of the partner organizations is dissolved

etc.

A1.2 Drafting request for letter of no objection
from DNA, including specific wording in PIN re:
early action project state ownership (and not
federal ownership) of the carbon credits

Al1.3 Developing detailed legal and institutional
framework and financial structuring

Al.4 Converting the legal and financial structure
developed above into an Emission Reductions
Purchase Agreement (ERPA). This will be con-
ducted in an iterative process together with the
project developer and the investor. The legal
team is representing the interest of the project
developer and it is expected that the investor
will involve their legal advisors. Accordingly, a
close communication with the project developer
and the other parties are required.

Estimated time input: 27 days

Resources: A lawyer from Climate Focus together
with the UNIQUE and TerraCarbon task team lead-
ers and local counsel will prepare the legal & insti-
tutional design

- D1.1 Request to DNA for Letter of
no-objection based on PIN

- D1.2 Due diligence report highlight-
ing carbon title transfer, contract en-
forcement options and trust fund
specification report

— D1.3 Draft ERPA term sheet

Summary of Results

A1.1 Conducting project due diligence

Issue and approach

Before transfer of title to credits could be identified, ownership of carbon credits
needed to be first determined under Ethiopian law. Project due diligence was con-
ducted to assess ownership and transfer of title to carbon credits and enforcement of
contracts focused on desk reviews of the following:

1. Constitution of the Federal Democratic Republic of Ethiopia

2. Federal Land Administration and Land Use Proclamations Proclamation Ne

456/2007

3. Federal Forest Development, Conservation and Utilization Proclamation Ne

542 /2007

4. 1960 Civil Code of the Empire of Ethiopia

5. Oromia Regional State Forest and Wildlife Enterprise Establishment Regulation

No. 122/2009
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6. Proclamation for the establishment of Oromia Bureau of Land and Environmen-
tal protection Proclamation No. 147/2009

7. Joint Forest Management agreement between Bale Forest Enterprize and Wabe-
ro Kebele Natural Resources Management Cooperative along with four other
Joint Forest Management agreements with other cooperatives

8. Registration certificates for seven cooperatives.

We also reviewed additional legislation including Public Ownership of Rural Lands
Proclamation Ne 31 of 1975; Council of Ministers Regulations of Mining Operations
Regulation No. 182/1994; Regulations to Amend the Mining Operations Regulations
Regulation No. 27/1998; Proclamation to Amend the Mining Proclamation Proclama-
tion No. 22/1996; Proclamation to Amend the Mining Proclamation Proclamation No.
118/1998; Proclamation to amend the proclamation No. 56/2002, 70/2003, 103 /2005 of
Oromia Rural Land Use and Administration Proclamation No. 130/2007.

Finally, time was also spent on detailed reviews and analysis of Regulation No.
84/2007. A Regulation to Provide for the Establishment of the Oromia Regional State
Forest Enterprise Agency; Regulation No. 88/2007 Regulation to provide for the estab-
lishment of the Bale Forest Enterprise; and Regulation No. 86/2007 Regulation to pro-
vide for the establishment of the Arsi Forest Enterprise. These regulations were subse-
quently repealed and replaced in late 2009 by Oromia Regional State Forest and Wild-
life Enterprise Establishment Regulation No. 122/2009.

Local counsel was retained in October 2009 to assist with Ethiopian legal issues includ-
ing title to credits, transfer of title, and enforcement of contracts.

Findings to date

The legal due diligence report was provided as a separate document including a rec-
ommendation letter suggesting follow-up activities. Key findings are as follows.

Project Structure and Management

Oromia Regional State Forest and Wildlife Enterprise (OFWE), an autonomous public
enterprise, is planning to implement a project to reduce emissions from deforestation
and forest degradation in the Bale Mountain Eco-region of Ethiopia that will protect
and rehabilitate the natural forests in the region.

Additional project management and implementation will be carried out by (i) two en-
terprise branches within OFWE, namely, Bale Mt. Enterprise Branch (BEB) and Arsi
Forest Enterprise Branch (AEB); (ii) a series of local cooperatives currently being estab-
lished (CBOs); and (iii) FARM Africa and SOS Sahel, who will provide technical sup-
port to the enterprise branches and local cooperatives through the Bale Eco-Region
Sustainable Management Program (BERSMP).

OFWE has approximately 2,100 staff, 20% of which have degrees in forestry and
possess substantial experience in community forest management. BEB has 44 staff, 20
of which have a degree in forestry. AEB has 670 staff, of which approximately 50 have
a degree in forestry. Both enterprises have experience in participatory forest
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management. SOS Sahel UK has a total of 110 staff, 40 of which are located in Ethiopia.
FARM Africa has a total of 100 staff, 20 of which are located in Ethiopia.

Joint Forestry Management Agreements (JFMA) have been entered into with a number
of CBOs. Additional CBOs are being established and JFMAs continue to be executed.
The JEMAs will be supplemented with benefits sharing agreements that will set out the
distribution of benefits generated from the sale of carbon credits. The benefit sharing
agreements have not been concluded to date. Income from the sale of carbon credits
will be channelled through the Forest Fund - an independent bank account managed
by OFWE.

Figure 1: Organization of the Bale Mt. Eco-Region REDD Project
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Figure 2: Carbon credits and credit payments in the Bale Mt. Eco-Region REDD Project
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Ownership of Project Land, Forests, and Carbon Credits

In Ethiopia the ownership of land and other natural resources is vested in the people
and the State. This is based on the 1995 Constitution of the Federal Democratic
Republic of Ethiopia. Land is the joint property of the people and the State, but the
State administers land on behalf of the people. The right to use land can be transferred
by the State to individual users, communities, and others. The right to use land and
other natural resources can also be separated. Forests (trees) are considered natural
resources which can be sold independently from the land. All natural forests are
considered to be government owned, but they can also be owned by communities
when the government transfers a forest to them.

The project land and forests fall into three categories; (i) land and forest owned and adminis-
tered by a federal government agency; (ii) land and forest owned and/or administered by a re-
gional government agency; (iii) land and forest managed and used by local communities.

The Bale Mt. National Park is currently administered by the federal government via the Ethio-
pian Wildlife Conservation and Development Authority — a federal agency. All of the remaining
forest within the project area is under the authority of OFWE. Management and user rights of
some of the forest under OFWE’s control has been transferred to CBOs under the JFMAs. The
rights transferred to CBOs under the JFMAs falls short of the right to carbon credits. These
rights are retained by OFWE, which is the appropriate authority to sell carbon credits generated
by the project under Ethiopian law.

A1.2 Drafting request for letter of no objection from DNA

A letter requesting the Environmental Protection Authority (the DNA for Ethiopia)
write a Letter of No Objection for the project was prepared in December 2009.

This letter requested the DNA issue a Letter of No Objection that includes the follow-
ing:

* A statement that indicates the Government of Ethiopia, through the Environ-
mental Protection Authority, endorses the project.

* A statement that indicates OFWE is entitled to sell any carbon credits the Pro-
ject may generate.

* A statement that indicates the Government of Ethiopia will recognize OFWE's
right to any credits or other benefits the Project generates; (i) if Ethiopia estab-
lishes a national monitoring, reporting, and verification system for REDD; and
(ii) if possible under any future international rules around REDD.

* A statement that the Project meets Ethiopia’s sustainable development criteria.

This last statement was based on the following assessment that project meeting Ethi-
opia’s sustainable development criteria:

* The project contributes to Ethiopia’s economic development. The Project will bring
foreign investment into Ethiopia and support hundreds of communities within
the project area with training and implementation of sustainable forest man-
agement practices which will ensure these communities receive long-term eco-
nomic benefits from the forest. The OFWE will also gain access to the latest re-
mote sensing technology and carbon inventory skills. This will improve the
skills and capacity of OFWE staff and local communities involved in the Project.
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* The project contributes to the social development of Ethiopia. The Project is being
sponsored by OFWE. It is in line with the objectives of the Oromia government
and Oromia forest policy. The Project will also provide support the develop-
ment of community based organizations that will have greater ability to man-
age the forest in a sustainable and economically rewarding manner.

»  The project contributes to sustainable development. The Project will reduce biodi-
versity loss through reducing deforestation and degradation. This will have fol-
low on effects of preserving soil structure and local hydrological systems, and
providing critical habitat for endangered species in the area such as the Ethio-
pian wolf and mountain nyala. The Project will not generate significant
amounts of waste or have any other negative effect on the environment.

We have subsequently received informal notice that the Environmental Protection Au-
thority intends to issue the Letter of No Objection once final approval has been ob-
tained.

A1.3 Developing detailed legal and institutional framework and financial structur-
ing

An initial project structure was prepared based on Regulation No. 84/2007 A Regula-
tion to Provide for the Establishment of the Oromia Regional State Forest Enterprise Agency,
Regulation No. 88/2007 Regulation to provide for the establishment of the Bale Forest Enter-
prise, and Regulation No. 86/2007 Regulation to provide for the establishment of the Arsi
Forest Enterprise. As noted above these regulations were subsequently repealed and
replaced in late 2009 by Oromia Regional State Forest and Wildlife Enterprise Estab-
lishment Regulation No. 122/2009.

The new regulation has simplified the legal organization of the project, though addi-
tional project documentation may still be needed between OWFE and the Branch
Agency’s to set out the roles and responsibilities of the various bodies involved in the
project. The existing Joint Forest Management contracts entered into by the now dis-
solved Bale Forest Enterprise and Arsi Forest Enterprise are expected to automatically
transfer over to OWFE pursuant to article 15.2 of Oromia Regional State Forest and
Wildlife Enterprise Establishment Regulation No. 122/2009, though this is still to be
confirmed.

Al.4 Converting the Emission Reductions Purchase Agreement (ERPA) template
into a legal and financial structure considering the outcome of the negotiations be-
tween investors and OWFE.

This activity will be completed in the framework of task 5 when an investor in the
project has been secured.
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2 TECHNICAL PROJECT DESIGN: REDD METHODOLOGY

Summary of Terms of Reference

Description of activities Deliverables

— A2.1 Analysis of project design against VCS — D2.1 Report highlighting VCS eligibil-
standards and respective additionality, leakage ity, key technical issues and esti-
and non-permanence project design require- mates of carbon credits technical
ments development costs.

- A2.2 Establish a preliminary baseline & elabo- — D2.2 Preliminary baseline is estab-
rate carbon stock projections; this includes the lished.
development of a basic approach to monitor the | — p2 .3 calculation of carbon credits
project. based on the available information

— A2.3 Estimates of potential carbon credits (from detailed in an Excel spreadsheet.
reducing emissions from deforestation and im- - D2.4 Basic ideas on approaches for
proved forest management, with and without the monitoring systems and preliminary
National Park). To do so technical input data is non-permanencefrisk buffer analysis.

required from the BERSMP (i.e. forest, area and
population information). The required data is de-
tailed in a technical document resulting from the
field visit to Bale Mts. (see Task 1)

Estimated time input: 8 days

Resources: An expert involved in the development
of the Voluntary Carbon Standard will fine-tune the
existing carbon accounting model to gain a more
informed view on the amount of carbon credits
generated and the risk buffer to be reserved.

Summary of Results
A.2.1 Analysis of Project Design

We have analyzed the technical design against the applicable guidelines of the Volun-
tary Carbon Standard (VCS). The VCS is the leading accounting and crediting stan-
dard amongst voluntary market buyers with respect carbon offset projects. It is also
the only one that permits registration of international REDD projects. Voluntary buy-
ers will seek to purchase the emission reductions from the Bale Mtn REDD project that
have been accounted and verified in accordance with the VCS.

In addition, many potential voluntary buyers may prefer/require that the Bale Mtn
REDD project is registered with the Climate, Community, and Biodiversity Association
(CCBA). The CCBA is currently a project design standard (not a carbon accounting
standard) that is meant to provide assurance that the project is designed to achieve not
only climate benefits, but also community and biodiversity benefits. Our technical
analysis that follows is also applicable to the climate section of the CCBA standard; and
it is envisioned that the technical effort for the VCS registration can also be used in
preparing the climate section of the CCBA application.

Based on our analysis of the VCS, the planned project activities would be most closely
considered Avoiding Unplanned Frontier Deforestation and Degradation (AUFDD)
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under the VCS AFOLU Guidelines and are eligible as a REDD project. Per the VCS,
AUFDD projects:

“reduce GHG emissions by stopping deforestation/degradation of degraded to ma-
ture forests at the forest frontier that have been expanding historically, or will ex-
pand in the future, as a result of improved forest access,
often through construction of roads.”

The reference area for the project is comprised of the project area and the leakage belt.
The project area will include all natural forests in the Bale Mountain region, now total-
ing more than 700,000 ha (including the National Park). The leakage belt will include
the woodlands that are adjacent to the project area, and which would be subject to loss
as a result of the project activities. In the next phase, the leakage belt will need to be
clearly demarcated using on-the-ground knowledge of access to these woodlands from
the project area. Any increases in emissions above a baseline for the leakage belt will
need to be deducted from the gross emission reductions generated from the project.

The project start date and crediting period will need to be selected in the next phase.
The project start date is the date on which the activities started, and may be as early as
2009 when the first joint forest management agreements were signed with CBOs. The
crediting period is between 20 and 100 years, and should be further evaluated during
the next phase (along with the schedule of projected net emission reductions) to ensure
that the crediting period (and monitoring obligations) does not extend beyond the time
when credits are no longer generated.

There are three REDD methodologies that are currently undergoing validation at the
VCS (none are approved yet) - one proposed by the BioCarbon Fund, one proposed by
TerraGlobal Capital, and one proposed by Avoided Deforestation Partners. This last
methodology, proposed by Avoided Deforestation Partners, is meant to address the
widest range of potential project scenarios, and as such, also includes the methodology
that was previously proposed by the BioCarbon Fund. The methodology has nearly
completed its first validation, and is expected to complete the second validation (and
be available for use by project developers) by mid 2010. Due to its advanced stage and
its applicability to the Bale Mtn REDD project, we have prepared our initial technical
analysis on the basis of the draft methodology proposed by Avoided Deforestation
Partners. We expect that this methodology will be final (or close to final) by the time
that the technical development of the Bale Mtn REDD project begins, and the risk of
additional, significant, unexpected changes at that point will be low.

Regarding additionality, VCS projects need to pass regulatory surplus, barrier, and
common practice tests. The planned REDD project activities are not required by law,
and therefore pass the regulatory surplus test. The barriers to the REDD project in-
clude investment and institutional (social, organizational) barriers that prevent the
project activities in the absence of carbon market incentives. The planned REDD
project is also not common practice in Ethiopia (and is not expected to be in the ab-
sence of carbon market incentives).

Lastly, it is important to note that the VCS will only approve projects where the non-
permanence risk of a project can be effectively managed through the VCS Buffer Pool.
The VCS Buffer Pool is established and managed by the VCS to ensure the permanence
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of credits issued to VCS AFOLU projects. Any reversals will be charged against the
VCS Buffer Pool, and will not affect the credits already issued to the project.

The VCS Buffer Pool is funded with contribution from each project based on a project
specific risk assessment. Projects rated “high risk” across three or more of the most
significant risk criteria are not considered acceptable from an overall risk perspective,
and are not eligible for VCS crediting. See Appendix in the marketing prospectus for
list of risk factors, and preliminary comments. The most significant risk factors for the
Bale REDD project relate to high incidence of crop failure in surrounding regions, and
increasing population (in some cases, where there is already high density).

A.2.2 Establish a preliminary baseline and elaborate carbon stocks

We developed a preliminary baseline rate of deforestation using historical data pro-
vided by Julien Dupuy, BERSMP based on Landsat TM images from 1986, 2002 and
2006. This data covers only six (6) woredas in the project area (Adaba, Berbere, Dodo-
la, Dolo Mena, Harenna Bulluk, Nensebo) that total approximately 400,000 ha. The
data from these woredas indicates an increasing rate of deforestation, averaging 3.44%
in the period from 2001-2006 vs. 1.3% from 1986-2001. Also note that from 2001 to
2006, the deforestation within these six woredas ranged widely from 1% to 6%, making
it more difficult to extrapolate these deforestation estimates to the remaining woredas.

Therefore, in the next phase, we suggest that a baseline model is developed which does
not rely solely on observed historical rates, but which also incorporates drivers, such as
projected population growth (using a statistical relationship between past deforestation
and population), and which covers the entire project area (and leakage belt). Note that
per the VCS guidelines, baselines must be re-assessed at least once every 10 years.

With respect to carbon stocks, we performed further research and analysis to better
estimate above and below ground carbon stocks in the project area. We used the classi-
fications and area data from the pre-feasibility study previously conducted by
UNIQUIE forestry consultants (revised data for the project area, including the National
Park, were not available). See Appendix A for complete analysis; a summary of the
analysis is presented below.

For montane dry forest, we estimated carbon stocks at 100 tons of C/ha, which is at the
low-end of the IPCC range for tropical Africa, reflecting widespread degradation in the
project area. For moist and montane forest, we re-analyzed field data collected by C.
Watson in the National Park and applied standard equations to estimate below ground
biomass from aboveground data. Based on this analysis, we estimated 270 tons of
C/ha for moist and montane forests, which was the mean minus one standard devia-
tion, again to reflect the degraded status of most forests in the project area that are out-
side the National Park. Using the previous area data, we estimated that the average
above and below ground carbon stocks across the project area was 185 tons/ha.

In the next phase of the project, a field inventory will need to be designed and under-
taken to establish the carbon stocks in the project area (and in the leakage belt) at the
start of the project. The inventory results will need to meet the precision requirements
set out in the selected methodology (standard deviations that are within 10% of the
mean at the 90% confidence interval; methodology still in validation). Due to the size
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and accessibility of the project area, the field inventory will likely take several months
and require support from the OFWE.

Subsequent field inventories in the project area are not required at intervals <10 years,
but may be performed sooner if OFWE believes that carbon stocks (per hectare) have
increased significantly since the start of the project (e.g., due to successful natural rege-
neration).

The next phase of work will also involve full elaboration of the monitoring plan. The
approach will be based on the approved methodology and will generally consist of
obtaining classified forest cover data from satellite imagery for the project area, and
estimating emissions associated with any losses since the project start or since the date
of the last monitoring event (using the carbon stock data per the initial field inventory).
Emissions in the project area that are below the projected emissions in the baseline
(over the same time period) are considered as the project’s net emission reductions.

Similarly, the monitoring plan will involve monitoring of forest area in the leakage belt
as compared to the baseline to determine the impact of leakage. Emissions due to for-
est cover loss that are above the baseline emissions in the leakage belt are considered
“leakage”, and are subtracted from the net emission reductions attributable to the
project.
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A.2.3 Preliminary Estimates of Carbon Credits, including leakage and non-
permanence analysis

In the pre-feasibility study emission reductions of 96 MtCO2 over 20 years considering
the reduction of deforestation and carbon stock enhancement were estimated (see
BERSMP part II carbon finance opportunity report). For the pro-bono market survey
conducted in the US in May 2008, we highlighted that the emission reduction potential
from reduced deforestation is only 46 MtCO2 and because due to the remaining me-
thodological uncertainty regarding carbon stock enhancement accounting, we consi-
dered the carbon stock enhancement only as an upside option (see Market survey re-
port June 2008). Nearly two years later there is still not approved REDD methodology
and substantial uncertainty about the carbon accounting rules, in particular related to
the development of reference scenarios, remains. In this progress report, based on
slightly less uncertainty regarding the methodological requirements, an emission re-
duction potential of 18.5 MtCO2 over 20 years without considering leakage and non-
permanence and a transactable volume of 6.4 MtCO2 or 2.7 MtCO2 over 10 years (con-
sidering leakage and non-permanence) was estimated, see details below. The differ-
ence between the two estimates for the emission reduction potential from avoided de-
forestation (45 MtCO2 versus 18.5 MtCO2) based on the following distinct assump-
tions:

* In the pre-feasibility assessment we assumed that temporary credits can be
generated and renewed each CDM commitment period (5 years) for the cumu-
lative emission reductions from the inception of the project. In line with credit-
ing in the voluntary market, we now assume that permanent credits will be is-
sued for the incremental amount of emission reductions from the last monitor-
ing event. However, the VCS is using a non-permanence buffer pool across all
projects to address the risk that some projects may release the carbon stored
due to fire, illegal logging etc.

* In the pre-feasibility assessment we also assumed a step-change reduction of
the deforestation rate from e.g. 5% to 2.5 % in one year for heavily degraded Mt
dry forests, while in the progress report of the project development study we
assumed that deforestation rates are gradually sliding down based on the in-
formation received and the better understanding of the deforestation drivers.

This is of course a dramatic reduction from the initial revenue assumption, however
the remaining income generating opportunity is still substantial and there will be the
option to claim additional emission reductions from carbon stock enhancement. Fur-
thermore, if a project’s overall risk rating remains the same from one verification event
to the next, then an additional 15% of its total buffer reserve will be released every five
years upon verification, and made available for trading .3 Please note that for simplicity and
conservativeness, we have not modeled any release of the buffer reserve in years 5 or 10 in our
financia projections below.

3 http:/ /www.v-c-s.org/docs/ AFOLU %20Guidance % 20Document.pdf
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Below the stepwise procedure to determine the transactable carbon volume of 2.7
MtCO2 over 10 years is presented.

We have developed preliminary estimates of potential carbon credits based on a num-
ber of key assumptions:
— 4% annual deforestation rate in the baseline (based on analysis of 6 woredas
covering 400,000 hectares)
— 25% improvement in years 1-5, 50% improvement in years 6-10 in the with
project scenario (reflecting increasing effectiveness of REDD activities)
— Average carbon stocks of 185 tons of CO,/hectare (per above)
- 25% leakage rate (mid-point between typical ranges of 10% and 40%).
— 40% non-permanence buffer (high end of range based on preliminary analysis
and considering experiences with a recently approved VCS forestry project in
Tanzania#)

Based on these assumptions, we have estimated approximately 2.7 million mtCO2 of
credits could be generated over the initial 10 year baseline period.

Preliminary Estimates of Credits

in hectares in mtCo2e
Annual Awvoided Non Net Cum Net
Year Avoid Defor |Emissions Leakage Perman Credits Credits

0

1 4,892 714,163 -178,541 -285,665 249,957 249,957
2 4,549 664,172 -166,043 -265,669 232,460 482,417
3 4,225 616,823 -154,206 -246,729 215,888 698,305
4 3,918 571,991 -142,998 -228,797 200,197 898,502
5 3,627 529,558 -132,389 -211,823 185,345 | 1,083,848
6 7,553 1,102,684 -275,671 -441,074 385,940 | 1,469,787
7 7,083 1,034,046 -258,512 -413,618 361,916 | 1,831,703
8 6,635 968,644 -242,161 -387,458 339,025 | 2,170,729
9 6,208 906,338 -226,585 -362,535 317,218 | 2,487,947
10 5,801 846,996 -211,749 -338,799 296,449 | 2,784,396

Annual Credits over Baseline Period (10 years) 278,440

It must be emphasized that these estimates are sensitive to the underlying assump-
tions. We present the sensitivity analyses for different baseline and with project de-
forestation rates, as well as for varying leakage and non-permanence assumptions.

Sensitivity Tables - Cumulative Net Credits over 10 years
Baseline Rate

25% 3.0% 4.0% 5.0% 6.0%
/Proiect 25%| 1,280,407 1,475,813 1,814,476 2,089,976 2,309,385
RV;te (Jyr 6- 50%| 1,947,621 2,251,367 | 2,784,396 3,226,640 3,587,587
10) 75%| 2,631,942 3,050,906 | 3,794,722 4,423,114 4,947,346
100%]| 3,333,696 3,874,980 @ 4,846,705 5,681,727 6,392,504

Leakage

10% 20% 25% 30% 40%
20%| 5,568,792 4,773,250 4,375,479 3,977,708 3,182,167
Non- 30%| 4,773,250 3,977,708 3,679,937 3,182,167 2,386,625
Permanence 40%| 3,977,708 3,182,167 2,784,396 2,386,625 1,591,083
50%| 3,182,167 2,386,625 1,988,854 1,591,083 795,542

4 https:/ /vcsprojectdatabasel.apx.com/mymodule/ProjectDoc/EditProjectDoc.asp?id1=142
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3 OPERATIONAL REDD IMPLEMENTATION DESIGN

Summary of Terms of Reference

Description of activities Deliverables

— A3.1 Analysis of proposed PFM approaches - D3.1 PFM strategy indicating essen-
regarding available human resources and tech- tial technical and social provisions
nical capacities necessary to achieve the targeted

- A3.2 Analysis of proposed PFM approaches carbon enhancement / deforestation
regarding its potential to reduced deforestation / reduction goals.
enhance carbon stocks - D3.2 Leakage and permanence risk

- A3.3 Elaboration of a workplan and resource are sufficiently addressed in the pro-
plan for rolling out PFM over up to 50 Kabeles posed PFM approach

- Addressing leakage in the proposed PFM ap- ~ D3.3 Woodlot planting is operationa-
proaches lised; a related monitoring system is

outlined

— A3.4 Quantification of PFM impact for prelimi-
nary GHG accounting

— AS3.5 Elaborating an operational plan for woodlot
planting to address major leakage effects. To do
so input data is required from the BERSMP,
such as fuelwood consumption, experiences
from former woodlot plantings etc. The required
data is detailed in a technical document result-
ing from Task 1.

— A3.6 Estimating and locating leakage, resulting
in the elaboration of approaches towards per-
manence / risk buffers for the project and devel-
oping leakage mitigation measures are outlined
and integrated in PFM strategy, namely energy
efficiency “cooking stove component) and a
grazing scheme component.

Estimated time input: 8 days

One UNIQUE Carbon forest finance expert with
substantial experiences in the existing PFM ap-
proaches will be involved in this task

3.1 PFM strategy to achieve REDD goals

The main approach in order to achieve the envisaged reduction of deforestation in the
project region is the adoption of participatory forest management (PFM). PFM is cur-
rently being rolled out under the BERSM programme. The scope of the PFM approach
covers a wide range of targets and activities. Originally PFM was not designed as a
REDD implement approach, rather it aimed at improvement of livelihoods and state of
forest management. Therefore, in the framework of this assignment we have assessed
the suitability of the ongoing PFM implementation activities against the planning and
implementation requirements of REDD.

The current practice of PFM comprises three stages subdivided into nine steps. In the
following, these steps are briefly described and the main strengths and weaknesses
with regard to REDD implementation are highlighted.
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The following table is based on the FARM Africa / SOS Sahel PFM field guide and on
the PFRA report for Kumbi Kebelle in Harena Buluk Woreda.

Ongoing PFM activities

REDD related strengths

REDD related
information gaps

Proposed adjustments

Stage I: Invest

igation stage

Step 1: Stakeholder analy-
sis and forest use / user
information

Identifies actors and drivers
of forest use.

Identifies interrelations and
addresses social struc-
tures.

Provides information of

forest uses (products and
practices)

Does not quantify the forest
uses and the revenues.

Integrate quantitative as-
sessment of forest user
consumption and reve-
nues, i.e. whenever extrac-
tion of wood or conversion
of forest to other land uses
is concerned

Step 2: Setting up forest
management institutions

Creates the institutional
setting for future agree-
ments with the project
developer and for benefit
sharing.

Creates legally formalized
entities.

None

None

Step 3: Participatory forest
resources assessment and
mapping (PFRA)

Assesses the basic state of
forest resources and driv-
ers of deforestation.
Proposes management
measures to improve forest
management.

Inventory technique is not
considering calculation of
biomass and carbon
stocks.

Deforestation degradation
is not quantified.

Include height and diame-
ter measurements in sam-
ple plot design.

Include quantitative as-
sessment of deforestation
and degradation (e.g. area
burned, area converted,
no. of trees felled, etc.)

Stage II: Negotiation stage

Step 4: Forest manage-
ment planning

Addresses improvement of
forest condition and reduc-
tion of deforestation based
on PFRA.

Management plan is devel-
oped by the community
with support from experts.

Does not consider potential
leakage (see also delivera-
ble 3.2).

Does not detail a timeline
for the duration of a REDD
project.

Management activities
must anticipate leakage
and propose leakage miti-
gation activities.

A long term time table
should be developed for
implementation and moni-
toring.

Step 5: Forest manage-
ment agreement formula-
tion

Describes benefit sharing.
Describes the roles of the
agreeing parties.
Describes decision making
processes and sanctioning
mechanisms.

Carbon finance revenues
incur from external sources
and involve third parties. A
level, which is not yet
considered in the agree-
ments.

A carbon finance section
should be integrated in the
model agreement with
support from specialized
lawyers.

Stage Ill: Implementation stage

Step 6+7: Developing the
roles of community and
foresters

Prepares and capacitates
the communities to and
professional foresters to
adopt technical innovations
in forest management.
Provides the human re-
sources with the respective
technical skills to imple-
ment REDD related activi-
ties.

None (consider issues
addressed in steps 1 to 5)

None (see steps 1 to 5)

Step 8: Developing skills
for community forest man-
agement

Implements improved
silvicultural activities based
on PFRA.

Communities implement
the activities advised by
experts.

Ensures implementation of

None (consider issues
addressed in steps 1 to 5)

None (consider steps 1 to
5)
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Ongoing PFM activities

REDD related strengths

REDD related
information gaps

Proposed adjustments

REDD activities.

Step 9: Participatory moni-
toring and management

Prepares human and tech-
nical resources for REDD
monitoring

Ensures regular monitoring
of activities, leakage and
carbon stock.

Monitoring is not yet consi-
dering carbon accounting
and has to be adjusted to
the inventors techniques
proposed in step 3 and to a
REDD project related time

None (consider step 3 and
4)

line as proposed in step 4

The future PFM approach and proposed management activities may draw on the activ-
ities proposed in the Implementation Plan, which has been developed as output of the
REDD project preparation. The Implementation Plan outlines activities (incl. estimated
quantities and costs) and proposes a timeline for their implementation. Costs for run-
ning the REDD purposed PFM program amount to approx. USD 800,000 per year.

IMPORTANT NOTE: During the development of the Bale Mountains REDD project it
has become obvious that one major driver for deforestation is agricultural land use and
planned and unplanned migration into the project region. These factors are not directly
addressed within the framework of the currently applied PFM approach. In depth
analysis of these factors and close cooperation with the Bureau of Agricultural is rec-
ommended in order to develop an integrated PFM - Agriculture approach.

3.2 Leakage and non permanence risk management

In Chapter A2.3 we presented the key results of the preliminary analysis of the leakage
and non-permanence risk. The respective risks should be reduced in the project design
and during project implementation. Leakage in this context is defined as a deforesta-
tion and forest degradation increase outside the project area due to the management
activities within the project area. The main leakage risk will be agricultural expansion.
However, communities based on the experiences with Participatory Forest Manage-
ment in the Adaba-Dodola area, highly appreciate the concept of exclusive forest user
rights and therefore will agree not to expand agriculture, and instead will intensify
agricultural production. The newly Oromia Environmental Protection Agency will also
contribute to reduce agricultural expansion

A more detailed on-the ground verification and quantification of the agricultural driv-
ers and options to intensify agricultural production has to be conducted during the
baseline survey. Based on our current understanding it is necessary to establish ap-
proximately 4,000 ha of compensatory woodlots in the framework of the project (see
also assumptions in the Excel business model). More fuel-wood efficient cooking (in-
cluding the introduction of wood saving stoves) and awareness raising about alterna-
tive fuel-wood sources (e.g. establishing fuel-wood hedges outside the forest) can re-
duce the required amount. Leakage will be directly monitored in the project leakage
belt.

However, for the latter approach no model is currently available, therefore tentatively
we have considered to monitor the leakage in the reference area.
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For both approaches a leakage belt has to be defined as the area that might be affected
by the project. Our current understanding is that people do expand agricultural pro-
duction and gather fuelwood within a radius of about 10 km and that we only have to
monitor the surrounding areas that are woodlands. We had estimated that this area in
the south-western part of the Bale Ecoregion covers about 140,000 ha.

Non-permanence risk is referred to as the risk that carbon sequestered and credited
from forests can be released back to the atmosphere in case of a fire or unexpected de-
forestation. In the VCS each project therefore has to assess the respective risk and a
certain proportion of the credits are placed in the VCS risk buffer and can not be trans-
acted. Assuming that there will be no substantial non-permanence the amount of cre-
dits in this buffer can be reduced and traded by the project developer. A sustainable
management system and fire prevention activities as indicated in the implementation
plan have to be adopted to reduce the related risk. We have anticipated a gradual re-
duction of deforestation and no forest carbon stock enhancements, to be very conserva-
tive. However, the related emission reductions can be only be claimed ex-post based on
the results from the carbon monitoring and transacted.

3.3 Compensatory Woodlots

The marketing prospectus assumes that about 4,000 ha of woodlot should be planted in
order to compensate fuelwood supply from the natural forests in the project area. The
figure has been calculated based on available secondary information from BERSMP,
the “Strategic plan for the sustainable development, conservation and management of
the woody biomass resources in the regional state of Oromia”, and information pro-
vided by the Oromia State Forest Agency.

BERSMP is planning on planting 2,000 ha of woodlots by 2011. OFWE will fund addi-
tional woodlots in future years, on the order of 200 ha/year over the next ten (10)
years. Farmers themselves will also establish small woodlots. In total, based on high-
level estimates of consumption and sustainable wood supply, approximately 4,000 ha
will be needed. Establishment of woodlots will be completed within ten years from
project start. Details on timeline and responsibility for the establishment of the wood-
lots are outlined in the Implementation Plan.

3.4 Sustainable intensification of agricultural pro duction

BERSMP has a holistic approach to support income generation activities in the Bale Mt
Ecoregion , ranging from bee keeping, to forest coffee production and marketing. With-
in the PFM approach a farm enterprise planning process will help farmers to identify
the most suitable income generating activities and subsequent implementation support
training will be required, on the intensification of agricultural production by means of
adopting new crop varieties, sustainable utilization of non-timber-forest products in-
cluding processing and value adding, agroforestry and sustainable land management
practices.
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4 FINANCIAL PROJECT DESIGN

Summary of Terms of Reference

Description of activities Deliverables

— A4.1 Analyzing detailed project costs, benefits — D4.1 Excel sheet with detailed
and cash flow and presentation in Excel work- project implementation costs (i.e.
sheets CBO development, woodlot planting,

- A4.2 Develop cost projections for project im- grazing management, energy effi-
plementation and leakage mitigation (over first ciency) and carbon related costs (i.e.
20 years of project crediting period) validation costs and monitoring

costs) and expected carbon reve-
nues based on carbon accounting
model

- DA4.2 Summary of funding sources
and funding caveats attached

- DA4.3 Proposed carbon financing
transactions (include timing, amount,
and terms of the credit sales to
finance the project)

- DA4.4 Advance payments expected
from the carbon fund will be linked to
workplan and milestones.

— A4.3 Clarifying different funding sources and in
kind contributions (carbon and non-carbon fi-
nancing)

Estimated time input: 9 days

Resources: Financial analysts from TerraCarbon
and UNIQUE

Summary of Results
A4.1 Project Costs, Benefits, Cash Flow

We have developed a long-term financial plan for the Bale REDD project, in an Excel
format which can be easily updated.

Revenues have been estimated based on the preliminary credit schedule (see section 2).
We have assumed that the first 75,000 credits are sold and paid for upfront (in advance
of delivery) by an investor at an undiscounted price of $5.00/credit (to be determined
during the marketing) for a total of $375,000 of upfront proceeds. We feel that this
amount is at the high end of funding that most investors will consider; in general, in-
vestors prefer to pay for credits upon delivery given past experience with other
projects that have not delivered, and given the risks of project implementation. See
section 5 below for further discussion re: pricing.

We have assumed all other credits are sold and paid for upon delivery, and have con-
servatively assumed an initial carbon price of $5/ton (in line with current voluntary
market prices and price that will be paid by Norway to Guyana under a recent REDD
agreement) with annual increases of 5% per year. Note that the floor price for carbon
allowances in the draft U.S. legislation is $10/ton which also increases at 5% per year.

Cost projections and funding position are further discussed below.

A4.2 Cost projections

We have developed detailed cost projection for both carbon-cycle and implementation
costs.
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Carbon cycle costs have been estimated based on industry averages, and include ap-
prox. $225,000 in upfront costs related to preparing the baseline study and the Project
Document (including carbon stock inventory), and third-party validation (for both VCS
and CCBA registrations). We have also included estimates of ongoing costs related to
monitoring and verification which are required for issuance of credits (approx. $50,000
per issuance, assumed annual issuance). We have also assumed 5% annual price in-
creases, for a total of $550,000.

Implementation costs have been estimated based on discussions and data provided by
BERMSP and OFWE. Capacity building costs related to the establishment REDD pro-
gram offices at the OFWE and in each woreda are estimated at $262,500 (15 offices @
$14,500/ office). Ongoing costs to operate the REDD program offices are estimated at
$700,000 per year ($40,000 per office x 15 offices) and consist mainly of staff salaries
and overheads. We have also factored in a 5% annual increase in these operating costs
to account for price inflation. Total operating costs over the initial 10 year baseline
period are estimated at $8 million.

We have not included the estimated implementation costs for establishing woodlots,
based on the assumption that funding for such woodlots would be contributed from
BERSMP and OFWE, a not from the REDD project itself. See section 3, Operational
and PFM Implementation Design, for further discussion on woodlot estimates.

Ongoing costs related to community payments have been estimated at $375,000 per
year ($10/ha per year for forest saved (actual compared to baseline), or $3.8 million
over the initial 10 year baseline period. The actual benefit sharing formula and distri-
bution mechanism need to be developed in the next phase of the project. A more de-
tailed framework agreement how to share the benefits between OSFWE and CBOs
should be discussed and stipulated in the JEM contracts. The benefit sharing agreement
should consider incentive mechanisms to perform, the expected services provided by
OSFWE in the framework of the REDD project (monitoring, managing transactions etc)
and the public goods protected by the CBOs through the adoption of sustainable man-
agement practices. However, detailed discussions with communities how to distribute
revenues should not start until the project is validated to prevent wrong expectations
that carbon credits arrive shortly. Payments should strengthen community structures
based on the international recognition that strong communities will protect their natu-
ral resources (see e.g. the work of Elenor Ostrom, which was awarded with the Nobel
Prize of Economics in 2009).

In total, based on the above assumptions, we estimate that the carbon cycle and im-
plementation costs for the Bale REDD Project at approximately $14.9 million over the
initial 10 year baseline period, or approximately $5.50/ton.  Carbon cycle costs
represent less than 10% of carbon revenues; implementation costs, which are invested
in local capacity, woodlots, and community payments, represent the remaining 90%.
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A4.3 Funding Sources
A summary of the net revenues and costs are presented below.
See in the Appendix the Excel spreadsheet.
Project | Calendar Net Cash | Cumulative
Year Year Revenues Expenses Flow Cash Flow Funding
0 2010 $375,000 $450,500 $24,500 $124,500 $100,000
1 2011 $874,786 $695,456 $179,330 $303,830
2 2012 | $1,162,301 $934,029 $228,271 $532,101
3 2013 | $1,133,412 $946,486 $186,926 $719,028
4 2014 | $1,103,586 | $1,032,014 $71,571 $790,599
5 2015 | $1,072,801 | $1,142,186 ($69,385) $721,214
6 2016 | $2,345,560 | $1,319,335 | $1,026,225 | $1,747,439
7 2017 | $2,309,534 | $1,469,782 $839,752 | $2,587,191
8 2018 | $2,271,632 | $1,626,416 $645,216 | $3,232,407
9 2019 | $2,231,791 | $1,789,456 $442,335 | $3,674,742
10 2020 | $2,189,949 | $2,209,903 | ($19,954) | $3,654,788
Total $17,070,352 | $13,615,563 | $3,554,788

As shown above, based on the above assumptions (including $375,000 of upfront
proceeds from the forward sale of credits to an investor), the financial model shows a
net cash deficit in the first two year, despite producing a positive net cash flow of $ 3.5
million over the initial 10 year baseline period. The Expenses already include proposed
land-user payments of US$3.7 million over ten years, see details in the Excel sheet. A
benefit sharing agreement needs to be discussed after the project is validated. The fig-
ures presented are just an indication of potential payment streams. The main reason for
the slight negative cash flow in year 5 and 10 is the relatively sliding income from
emission reductions at the end of the 5 year intervals, before deforestation rates will be
reduced by 25% relative to the baseline in the previous 5 year period.

To fill this gap on the early years, approximately $100,000 of supplemental funding
will be needed. BERMSP has assigned tasks and budget to OFWE to provide in kind
contributions to cover some of the financing gap. Details have to be discussed during
the negotiations between potential investors and BERSMP.

A viable, long-term financial model will be important to investors. They will make up-
front investments only if they are comfortable that the project will be fully imple-
mented and able to generate credits. The viability of long-term financial plans are also
evaluated and considered in the buffer (non-permanence analysis) that will be used to
evaluate VCS eligibility and buffer contributions from the project.
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5 SECURING INITIAL INVESTOR

Summary of Terms of Reference

Description of activities Deliverables

— Ab5.1 Develop marketing documents (technical — DA5.1 Marketing documents as power
summary, term sheet, and presentation) in a point presentations and technical
format that is appealing to carbon investors and summary
donors - D5.2 Target: Preliminary term sheet

— Ab.2 Continuous updating of marketing docu- containing a commitment to nego-
ments based on the feedback received from the tiate a binding agreement related to
market and the project developer the carbon financing of the project

— Ab.3 Communication and meetings with poten- — D5.3 Minimum of 4 personal meet-
tial carbon investors incl. preparation & follow- ings with potential investors to identi-
up fy the most promising investors and

- Ab5.4 Facilitating and assisting negotiations be- to prepare and follow with after per-
tween carbon investors and the project devel- sonal visits
oper

Estimated time input: 26-50 days

Resources: The 3 firms involved will present the
project in the form requested by the investor.

Based on previous transactions it is expected that
investor want the information in their specific format
to present it to their board.

Limit of the proposed service:

There are a number of carbon funds that might be
interested to buy emission reductions from this
REDD project. From the potential carbon buyers,
four will be approached & two additional if re-
guested by the client or identified as promising by
the service provider

Summary of Results and Planned Work
A5.1 and A5.2 Marketing Documents

We have developed a draft marketing prospectus for potential investors which we
would like to finalize (with feedback from OFWE and BERSMP) asap. Appendix for
draft marketing prospectus.

The policy risk related to REDD remains a significant concern for many pre-
compliance investors. While a REDD+ mechanism within the UNFCCC framework is
widely supported, the exact details of how this will be implemented are not yet fina-
lized, and are likely tied to the overall climate change agreement which countries failed
to agree on in Copenhagen last December. These negotiations are planned to continue
in 2010, although the schedule and process for negotiations is still unclear. With re-
spect to REDD, a significant unresolved issue in the negotiations is the role of sub-
national projects, and specifically, whether (and how) sub-national projects would be
credited within a UNFCCC REDD+ mechanism. The U.S., which supports sub-national
crediting within the UNFCC process, has drafted legislation that would also permit
sub-national crediting within a U.S. cap and trade system. This draft legislation can be
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expected to create significant demand for REDD credits if it is passed in to law. By
April 2010 the politically reality in the US Senate is that the Democrats require support
from the Republicans to pass this law, but many Republican Senators are strongly op-
posing a climate bill in general and provisions for developing countries to meaningful
contribute to emission reductions in particular. The position of the EU is in general
more supportive to REDD projects in developing countries, but there is resistance to
engage in market mechanisms from the start. Therefore, until 2020 it is unlikely that
the EU will accept compliance credits from REDD projects in the European Emission
Trading system (ETS) or provide public funds to invest in sub-national REDD credits.
The World Bank Forest Carbon Partnership Facility and UN REDD are currently only
investing in REDD capacity building and planning. However, we have been already in
touch with the World Bank BioCarbon Fund that are interested to invest in two REDD
pilot projects (see separate communication).

In summary, since the project started mid of 2009 the market interest in REDD credits
slowed down and it is unlikely that a CDM or UNFCCC system will be open for re-
spective credits within the next few years. There is also less appetite for large transac-
tions in the voluntary carbon market. Respective buyers mainly use offset to reduce
their carbon footprints, but are not speculating on a rapid evolvement of a large com-
pliance market for REDD credits anymore.

In the public sector there is strong interest to support national level REDD+ activities
(see latest financial commitment below). However, most of the funds are earmarked for
capacity building and planning and to our knowledge there are very few public in-
vestments in REDD credits generated at sub-national level.

Fig. Total financial commitment for REDD plus, Source: IWG-IFR, press search,
McKinsey (2010), see also the “Little climate finance book for more background infor-
mation on the subject”>.

$bn, total 2010-12
100% = 3.5

Japan

Australia £ Y

us

Obvious from the figure above is the large planed REDD investment from Norway.
However, it is not yet known if any of this money will be invested to buy emission re-

5 http:/ /www.globalcanopy.org/main.php?m=117&sm=224&t=1
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ductions from sub-national REDD projects, without a national REDD framework and a
national monitoring system in place.

A5.3 Communications and meetings with investors

We would like to circulate the documents to a number of potential investors in the
coming months. The potential investors will include some of those we contacted in
2008, as well as potential new investors that have emerged since then. These investors
will include voluntary market buyers, pre-compliance investors, and multi-lateral or-
ganizations.

Uncertainties over the international process and with respect to U.S. legislation will
continue to represent significant risks to pre-compliance investors. That said, we will
target those pre-compliance buyers (corporations and investment funds) that have
shown an interest in REDD. It should also be noted that pre-compliance investors will
be targeted in the U.S., as the EU has said that forestry (and REDD) credits will not be
permitted in Phase III of the EU ETS which will run from 2013-2020.

Voluntary market investors will also be targeted, although this group of investors was
less active in 2009 primarily due to weak economic conditions. The majority of volun-
tary buyers, and in particular with respect to forestry credits, are based in the U.S. Our
focus will therefore be on corporations and carbon offset retailers in the U.S. market.

With respect to multi-lateral organizations, we will focus our effort in discussions with
the World Bank Bio-Carbon Fund (BioCF). The BioCF is targeting sub-national
projects, as pilot projects, and has made a previous investment in an afforesta-
tion/reforestation project in Ethiopia. Other multi-lateral efforts, such as the World
Bank’s Forest Carbon Partnership Facility (FCPF) and UN REDD are focused on capac-
ity building at the national level, and are not currently providing assistance to sub-
national projects.

A5.4 Negotiations with investors

In general, we suggest securing an investor to fund the upfront related costs of devel-
oping and registering the project with the VCS and CCBA, and if possible, a portion of
the costs associated with establishing PFM office. In the marketing prospectus, we
have estimated these costs at approximately $375,000.

The transaction with the investor would be structured as a forward purchase of credits.
A portion of the credits (the amount needed to fund upfront costs) would be paid in
advance by the buyer, while a portion would be paid in the future upon delivery of the
credits. While many pre-compliance investors will want to pay a lower prices for the
credit paid in advance (due to the risk that they will not receive such credits in the fu-
ture), it is our sense that the multi-laterals and voluntary market buyers will not de-
mand as steep a discount (and maybe no discount at all). It is also conceivable that
buyers will want to negotiate the option to purchase additional credits above and
beyond those in the forward purchase agreement, at a price agreed upon today.
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Our suggested strategy (reflected in the current draft of the marketing prospectus) is to
first present the transaction -- with no discounts for advance payments and with no
options - to the BioCarbon Fund, as an investor with a history of paying good prices
and one with experience who could proceed relatively quickly. If the BioCarbon Fund
is interested, further discussions regarding quantity, price, and terms should be pur-
sued. If the BioCarbon Fund is not interested, the transaction should be presented to
voluntary market buyers (corporates) and pre-compliance investors for consideration.
Even with a purchase commitment from the BioCarbon Fund, OFWE and BERSMP
may want to consider sales of additional future credits to other buyers in order to lock
in prices (and revenues) on some portion of the credits to be generated over the next
few years (with the trade-off that it would not benefit from rising prices on those cre-
dits).

In early April, after discussion with OFWE and BERSMP, we submitted the marketing
prospectus to BioCarbon Fund for consideration. We will provide OFWE and BERSMP
with their feedback as soon as it is received. Following this feedback, we will have
further discussion with OFWE and BERSMP regarding additional marketing to pre-
compliance investors and voluntary market buyers. To provide some idea on timing,
we expect that interested investors will prepare offers within 2 months of receiving the
initial marketing prospectus. If a term sheet is signed, we expect that investors will
make a purchase commitment which is conditional on due diligence; typically, requir-
ing 60-90 days, before they sign a definitive purchase agreement.
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6 PROJECT SITEVISIT & MANAGEMENT

Summary of Terms of Reference

Description of activities Deliverables

— AG6.1 Clarifying REDD project marketing strategy | — D6.1 Mission report outlining the
with BERSMP and Oromia State Forest Agency existing information gaps related to

- A6.2 Exploring options and a strategy to incor- the legal, technical, operational and
porate the National Park into the project from financial, design of the project to be
the start or at a later stage filled in phase I, with detailed

— A6.3 Guided flight over the project area, pic- workplan and task description and

tures linked to GPS coordinates to classify them timeline _ .
according to carbon stock types - D6.2 Documentation of forest condi-

- tions based on photos taken during
— A6.4 Outlining tasks for BERSMP & . . :
Oromia State Forestry Agency the GPS coordinate guided flight

o over the project area

- A6.5 Communication between BERSMP, Oro- . L
mia State Forest Agency and the service pro- - PG'S Skype/emallltel. communication
viders. BERSMP and UNIQUE will be in charge incl. minutes
to manage the project communication to ensure
that all project partners are well informed and
involved in decisions to be taken regarding the
project design and the communication with po-
tential investors.

Estimated time input: 12 days

Resources: 2 UNIQUE carbon forestry expert and
one TerraCarbon carbon business analyst will travel
to Addis to conduct the tasks mentioned above

Summary of Results and Planned Work

6.1 REDD project marketing strategy

Based on a feedback from BERSMP and OFWE regarding the market prospectus and
this progress report, tentatively we expect that the project marketing will start in Feb-
ruary 2010, see also chapter A5.4.

6.2 Exploring options to incorporate the National P ark into the project

The National Park in the future might be under the authority of the Federal Govern-
ment. However, in this case OFWE will explore options to incorporate the National
Park into the REDD project, based on a contract between the OFWE and the responsi-
ble federal agency. Therefore, we have considered the National Park in the project de-

sign.
6.3 Guided flight over the project area

The guided flight over the project area was conducted on January 2009. The route was
tracked with a GPS and pictures taken from the different forest types. Respective in-
formation was shared with BERSMP, was used for the forest type stratification by car-
bon stocks and will be also used for the project marketing.
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6.4 Workplan for phase | and information sharing

At the initial meeting in January 2009 a checklist was shared with BERSMP and dis-
cussed to clarify the information demand and responsibility to provide the respective
information. In June 2009 a fine-tuned and more detailed workplan was jointly elabo-
rated and discussed in Addis with BERSMP. Between the two meetings and after the
meeting in Addis, on June 16t 2009, information was shared. On November 26t 2009
this information gathering phase was finalized, except for the legal due diligence. A
visit to Ethiopia in December to collect outstanding legal documentation was post-
poned as key contacts in Ethiopia were unavailable. Local counsel that was retained to
assist with the legal due diligence will also assist with the document collection so that
the legal due diligence can be completed without additional delay.

In December 2009 a first draft of the Market Prospectus was shared with Dr. Girma
Amente and a critical feedback was provided. In this context also the new regulation
No. 122/2009 regarding the establishment of the Oromia Regional State Forest and
Wildlife Enterprise was shared with the consultants.

For the consultants the information provided was extremely useful to improve the
quality of the prepared documents. However, some crucial information like deforesta-
tion rates from all the 14 Woredas was not available (information was only analysed
for 5 Woredas), which results in a higher uncertainty regarding the expected emission
reductions from the project. However, it was agreed that this information can be only
gathered during the baseline survey and PDD preparation in the next phase.

7 NEXT STEPS

Based on the completion of tasks 1,2,3,4,6, including the feedback received from
BERSMP and OFWE regarding the Market Prospectus and the related financing plan
(incl. on-going in-kind support from BERSMP) and the progress report, we will now
follow up with the BioCarbon Fund and with other potential investors. The target date
to complete Task 5 is the end of June 2010, see also revised contract. A strategy whom
and how to approach potential investors was laid out in chapter 5 and discussed in
Addis during the last meeting on April 6th and 7th,



