%‘““‘“\N Ag Econ sxes
/‘ RESEARCH IN AGRICUITURAL & APPLIED ECONOMICS

The World’s Largest Open Access Agricultural & Applied Economics Digital Library

This document is discoverable and free to researchers across the
globe due to the work of AgEcon Search.

Help ensure our sustainability.

Give to AgEcon Search

AgEcon Search
http://ageconsearch.umn.edu

aesearch@umn.edu

Papers downloaded from AgEcon Search may be used for non-commercial purposes and personal study only.
No other use, including posting to another Internet site, is permitted without permission from the copyright
owner (not AgEcon Search), or as allowed under the provisions of Fair Use, U.S. Copyright Act, Title 17 U.S.C.

No endorsement of AgEcon Search or its fundraising activities by the author(s) of the following work or their
employer(s) is intended or implied.


https://shorturl.at/nIvhR
mailto:aesearch@umn.edu
http://ageconsearch.umn.edu/

WORKING PAPER
2012-04

Economics of Forest Carbon Sequestration

G. Cornelis van Kooten, Craig Johnston and Zhen Xu

August 2012

Copyright 2012 by G.C. van Kooten, C. Johnston and Z. Xu All rights reserved. Readers may
make verbatim copies of this document for non-commercial purposes by any means, provided
that this copyright notice appears on all such copies.



REPA Working Papers:

2003-01 — Compensation for Wildlife Damage: Habitat Conversion, Species Preservation and Local
Welfare (Rondeau and Bulte)

2003-02 — Demand for Wildlife Hunting in British Columbia (Sun, van Kooten and Voss)

2003-03 — Does Inclusion of Landowners’ Non-Market Values Lower Costs of Creating Carbon
Forest Sinks? (Shaikh, Suchanek, Sun and van Kooten)

2003-04 — Smoke and Mirrors: The Kyoto Protocol and Beyond (van Kooten)

2003-05 — Creating Carbon Offsets in Agriculture through No-Till Cultivation: A Meta-Analysis of
Costs and Carbon Benefits (Manley, van Kooten, Moeltne, and Johnson)

2003-06 — Climate Change and Forest Ecosystem Sinks: Economic Analysis (van Kooten and Eagle)

2003-07 — Resolving Range Conflict in Nevada? The Potential for Compensation via Monetary
Payouts and Grazing Alternatives (Hobby and van Kooten)

2003-08 — Social Dilemmas and Public Range Management: Results from the Nevada Ranch Survey
(van Kooten, Thomsen, Hobby and Eagle)

2004-01 — How Costly are Carbon Offsets? A Meta-Analysis of Forest Carbon Sinks (van Kooten,
Eagle, Manley and Smolak)

2004-02 — Managing Forests for Multiple Tradeoffs: Compromising on Timber, Carbon and
Biodiversity Objectives (Krcmar, van Kooten and Vertinsky)

2004-03 — Tests of the EKC Hypothesis using CO2 Panel Data (Shi)

2004-04 — Are Log Markets Competitive? Empirical Evidence and Implications for Canada-U.S.
Trade in Softwood Lumber (Niquidet and van Kooten)

2004-05 — Conservation Payments under Risk: A Stochastic Dominance Approach (Benitez,
Kuosmanen, Olschewski and van Kooten)

2004-06 — Modeling Alternative Zoning Strategies in Forest Management (Krcmar, Vertinsky and
van Kooten)

2004-07 — Another Look at the Income Elasticity of Non-Point Source Air Pollutants: A
Semiparametric Approach (Roy and van Kooten)

2004-08 — Anthropogenic and Natural Determinants of the Population of a Sensitive Species: Sage
Grouse in Nevada (van Kooten, Eagle and Eiswerth)

2004-09 — Demand for Wildlife Hunting in British Columbia (Sun, van Kooten and Voss)

2004-10 - Viability of Carbon Offset Generating Projects in Boreal Ontario (Biggs and Laaksonen-
Craig)

2004-11 — Economics of Forest and Agricultural Carbon Sinks (van Kooten)

2004-12 — Economic Dynamics of Tree Planting for Carbon Uptake on Marginal Agricultural Lands
(van Kooten) (Copy of paper published in the Canadian Journal of Agricultural
Economics 48(March): 51-65.)

2004-13 — Decoupling Farm Payments: Experience in the US, Canada, and Europe (Ogg and van
Kooten)

2004-14- Afforestation Generated Kyoto Compliant Carbon Offsets: A Case Study in Northeastern
Ontario (Biggs)

2005-01- Utility-scale Wind Power: Impacts of Increased Penetration (Pitt, van Kooten, Love and
Djilali)

2005-02 —Integrating Wind Power in Electricity Grids: An Economic Analysis (Liu, van Kooten and
Pitt)

2005-03 —Resolving Canada-U.S. Trade Disputes in Agriculture and Forestry: Lessons from Lumber
(Biggs, Laaksonen-Craig, Niquidet and van Kooten)



2005-04—-Can Forest Management Strategies Sustain the Development Needs of the Little Red River
Cree First Nation? (Krcmar, Nelson, van Kooten, Vertinsky and Webb)

2005-05—Economics of Forest and Agricultural Carbon Sinks (van Kooten)

2005-06- Divergence Between WTA & WTP Revisited: Livestock Grazing on Public Range (Sun,
van Kooten and Voss)

2005-07 —Dynamic Programming and Learning Models for Management of a Nonnative Species
(Eiswerth, van Kooten, Lines and Eagle)

2005-08 —Canada-US Softwood Lumber Trade Revisited: Examining the Role of Substitution Bias
in the Context of a Spatial Price Equilibrium Framework (Mogus, Stennes and van
Kooten)

2005-09 —Are Agricultural Values a Reliable Guide in Determining Landowners’ Decisions to
Create Carbon Forest Sinks?* (Shaikh, Sun and van Kooten) *Updated version of
Working Paper 2003-03

2005-10 —Carbon Sinks and Reservoirs: The Value of Permanence and Role of Discounting (Benitez
and van Kooten)

2005-11 —Fuzzy Logic and Preference Uncertainty in Non-Market Valuation (Sun and van Kooten)

2005-12 —Forest Management Zone Design with a Tabu Search Algorithm (Krcmar, Mitrovic-Minic,
van Kooten and Vertinsky)

2005-13 —Resolving Range Conflict in Nevada? Buyouts and Other Compensation Alternatives (van
Kooten, Thomsen and Hobby) *Updated version of Working Paper 2003-07

2005-14 —Conservation Payments Under Risk: A Stochastic Dominance Approach (Benitez,
Kuosmanen, Olschewski and van Kooten) *Updated version of Working Paper 2004-05

2005-15 —The Effect of Uncertainty on Contingent Valuation Estimates: A Comparison (Shaikh, Sun
and van Kooten)

2005-16 —Land Degradation in Ethiopia: What do Stoves Have to do with it? (Gebreegziabher, van
Kooten and.van Soest)

2005-17 —The Optimal Length of an Agricultural Carbon Contract (Gulati and Vercammen)

2006-01 —Economic Impacts of Yellow Starthistle on California (Eagle, Eiswerth, Johnson,
Schoenig and van Kooten)

2006-02 -The Economics of Wind Power with Energy Storage (Benitez, Dragulescu and van
Kooten)

2006-03 —A Dynamic Bioeconomic Model of Ivory Trade: Details and Extended Results (van
Kooten)

2006-04 —The Potential for Wind Energy Meeting Electricity Needs on VVancouver Island (Prescott,
van Kooten and Zhu)

2006-05 —Network Constrained Wind Integration: An Optimal Cost Approach (Maddaloni, Rowe
and van Kooten)

2006-06 —Deforestation (Folmer and van Kooten)

2007-01 -Linking Forests and Economic Well-being: A Four-Quadrant Approach (Wang,
DesRoches, Sun, Stennes, Wilson and van Kooten)

2007-02 —Economics of Forest Ecosystem Forest Sinks: A Review (van Kooten and Sohngen)

2007-03 —Costs of Creating Carbon Offset Credits via Forestry Activities: A Meta-Regression
Analysis (van Kooten, Laaksonen-Craig and Wang)

2007-04 —The Economics of Wind Power: Destabilizing an Electricity Grid with Renewable Power
(Prescott and van Kooten)

2007-05 -Wind Integration into Various Generation Mixtures (Maddaloni, Rowe and van Kooten)

2007-06 —Farmland Conservation in The Netherlands and British Columbia, Canada: A Comparative
Analysis Using GIS-based Hedonic Pricing Models (Cotteleer, Stobbe and van Kooten)



2007-07 —Bayesian Model Averaging in the Context of Spatial Hedonic Pricing: An Application to
Farmland Values (Cotteleer, Stobbe and van Kooten)

2007-08 —Challenges for Less Developed Countries: Agricultural Policies in the EU and the US
(Schure, van Kooten and Wang)

2008-01 —Hobby Farms and Protection of Farmland in British Columbia (Stobbe, Eagle and van
Kooten)

2008-01A-Hobby Farm’s and British Columbia’s Agricultural Land Reserve
(Stobbe, Eagle, Cotteleer and van Kooten)

2008-02 —An Economic Analysis of Mountain Pine Beetle Impacts in a Global Context (Abbott,
Stennes and van Kooten)

2008-03 —Regional Log Market Integration in New Zealand (Niquidet and Manley)

2008-04 —Biological Carbon Sequestration and Carbon Trading Re-Visited (van Kooten)

2008-05 —On Optimal British Columbia Log Export Policy: An Application of Trade theory (Abbott)

2008-06 —Expert Opinion versus Transaction Evidence: Using the Reilly Index to Measure Open
Space premiums in the Urban-Rural Fringe (Cotteleer, Stobbe and van Kooten)

2008-07 —Forest-mill Integration: a Transaction Costs Perspective (Niquidet and O’Kelly)

2008-08 —The Economics of Endangered Species Poaching (Abbott)

2008-09 —The Ghost of Extinction: Preservation Values and Minimum Viable Population in Wildlife
Models (van Kooten and Eiswerth)

2008-10 —Corruption, Development and the Curse of Natural Resources (Pendergast, Clarke and van
Kooten)

2008-11 -Bio-energy from Mountain Pine Beetle Timber and Forest Residuals: The Economics
Story (Niquidet, Stennes and van Kooten)

2008-12 —Biological Carbon Sinks: Transaction Costs and Governance (van Kooten)

2008-13 —-Wind Power Development: Opportunities and Challenges (van Kooten and Timilsina)

2009-01 —Can Domestication of Wildlife Lead to Conservation? The Economics of Tiger Farming in
China (Abbott and van Kooten)

2009-02 — Implications of Expanding Bioenergy Production from Wood in British Columbia: An
Application of a Regional Wood Fibre Allocation Model (Stennes, Niquidet and van
Kooten)

2009-03 - Linking Matlab and GAMS: A Supplement (Wong)

2009-04 — Wind Power: The Economic Impact of Intermittency (van Kooten)

2009-05 — Economic Aspects of Wind Power Generation in Developing Countries (van Kooten and
Wong)

2009-06 — Niche and Direct Marketing in the Rural-Urban Fringe: A Study of the Agricultural
Economy in the Shadow of a Large City (Stobbe, Eagle and van Kooten)

2009-07 — The Economics and Policy of Global Warming (van Kooten, Beisner and Geddes)

2010-01 — The Resource Curse: A State and Provincial Analysis (Olayele)

2010-02 — Elephants and the Ivory Trade Ban: Summary of Research Results (van Kooten)

2010-03 — Managing Water Shortages in the Western Electricity Grids (Scorah, Sopinka and van
Kooten)

2010-04 - Bioeconomic modeling of wetlands and waterfowl in Western Canada: Accounting for
amenity values (van Kooten, Withey and Wong)

2010-05 — Waterfowl Harvest Benefits in Northern Aboriginal Communities and Potential Climate
Change Impacts (Krcmar, van Kooten and Chan-McLeod)

2011-01 — The Impact of Agriculture on Waterfowl Abundance: Evidence from Panel Data (Wong,
van Kooten and Clarke)



2011-02 — Economic Analysis of Feed-in Tariffs for Generating Electricity from Renewable Energy
Sources (van Kooten)

2011-03 — Climate Change Impacts on Waterfowl Habitat in Western Canada (van Kooten, Withey
and Wong)

2011-04 — The Effect of Climate Change on Land Use and Wetlands Conservation in Western
Canada: An Application of Positive Mathematical Programming (Withey and van Kooten)

2011-05 - Biotechnology in Agriculture and Forestry: Economic Perspectives (van Kooten)

2011-06 — The Effect of Climate Change on Wetlands and Waterfow!l in Western Canada:
Incorporating Cropping Decisions into a Bioeconomic Model (Withey and van Kooten)

2011-07 — What Makes Mountain Pine Beetle a Tricky Pest? Difficult Decisions when Facing Beetle
Attack in a Mixed Species Forest (Bogle and van Kooten)

2012-01 — Natural Gas, Wind and Nuclear Options for Generating Electricity in a Carbon
Constrained World (van Kooten)

2012-02 — Climate Impacts on Chinese Corn Yields: A Fractional Polynomial Regression Model
(Sun and van Kooten)

2012-03 — Estimation of Forest Fire-fighting Budgets Using Climate Indexes (Xu and van Kooten)

2012-04 — Economics of Forest Carbon Sequestration (van Kooten, Johnston and Xu)

For copies of this or other REPA working papers contact:
REPA Research Group
Department of Economics
University of Victoria PO Box 1700 STN CSC Victoria, BC V8W 2Y2 CANADA
Ph: 250.472.4415
Fax: 250.721.6214
http://web.uvic.ca/~repa/

This working paper is made available by the Resource Economics and Policy Analysis (REPA) Research
Group at the University of Victoria. REPA working papers have not been peer reviewed and contain
preliminary research findings. They shall not be cited without the expressed written consent of the
author(s).



Economics of Forest Carbon Sequestration

G. Cornelis van Kooten, Craig Johnston and Zhen Xu

Department of Economics, University of Victoria, Canada

1. Introduction

In order to mitigate projected climate change, leaders of the G8 countries meeting in
L'Aquila, Italy, agreed on July 8, 2009 to limit the increase in global average temperature to
no more than 2°C above pre-industrial levels. To do this, the leaders set an ambitious target —
to reduce global greenhouse gas (GHG) emissions by 50% from 1990 levels by 2050, with
rich countries to reduce their aggregate emissions by 80% or more. The European Union’s
target is to reduce GHG emissions by 20% from the 1990 level by 2020, while the United
Kingdom’s Climate Change Act (2008) is even more ambitious, requiring GHG emissions to
be cut by 34% from 1990 levels by 2018-2022, and by 80% by 2050 (see Lea 2012). Given
the draconian and unrealistic nature of the emission reduction targets, countries need to find
ways around these targets. This has been done by permitting emission offsets, or simply
carbon offsets. These are defined as reductions in GHG emissions (principally carbon dioxide or
equivalent emissions), or an equivalent removal of CO, from the atmosphere, that are realized outside
a compliance market and can be used in lieu of emissions reductions required under an official target
(van Kooten and de Vries 2012).* Thus, reductions in CO,.e emissions in other countries and
activities in other sectors that reduce concentrations of CO,.¢ in the atmosphere can substitute
for domestic reductions in CO,.. emissions, thereby providing countries with escape valves

that protect their industries and economy.

The motivation for the current paper is the 1997 Kyoto process that permitted developed

1 CO, is the most important greenhouse gas, with other GHGs equated to CO, using an index of
global warming potential (see http://unfccc.int/ghg_datalitems/3825.php).
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countries to meet a portion of their CO,.. emission-reduction targets through the purchase of
carbon offsets in developing countries. In essence, rich countries could pay poor countries to
reduce their emissions by investing in processes that improve energy efficiency in the
developing country (e.g., upgrading power plants, investments in wind turbines or solar
panels). Alternatively, rich countries could sponsor activities in developing countries that
remove carbon dioxide from the atmosphere and store it in terrestrial ecosystems (e.g.,
afforestation, conversion of cropland to pasture). Projects that create offsets in developing
countries are certified under the United Nations' Clean Development Mechanism (CDM).
These are referred to as certified emission reductions (CERs), whether they come from actual
emissions reduction or from activities that destroy trifluromethane (HFC-23) or increase
sequestration of carbon in forest ecosystems (Wara 2007).? Developed countries, on the other
hand, would be responsible for certifying emission reductions or offset schemes in their own

countries, including certifying activities that sequester carbon in forest ecosystems.

The focus of the current study is on carbon dioxide emissions and, in particular, the potential
for forestry activities to contribute to major reductions in aimospheric CO,. Under Kyoto's
rules, activities that affect land use, land-use change and forestry (LULUCF) can generate
carbon offset credits, both in developed and developing nations. The only difference relates
to certification: LULUCF projects in developing countries are certified under the CDM,
while those in developed countries are certified by the relevant national government. Along
with limits on the overal use of LULUCF generated carbon offsets, the certification
requirement presumes that the problems associated with such offsets, including additionality,

leakages and governance (which are discussed below), are thereby minimized.

The overarching question that we address in this chapter is whether it is worthwhile including

2 Wara (2007) found that 28% of 1534 CER projects involved destroying HFC-23, primarily in China,
because HFC-23 has a global warming potential 9100 times greater than that of CO..
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forestry-generated carbon offset credits in a cap-and-trade scheme that sets a target on CO»
emissions. Do carbon offsets enable a country to attain its emission reduction targets more
efficiently than in the absence of terrestrial sequestration? What are the costs and benefits?

What are the challenges and limits to forestry activities?

We proceed in the next section by demonstrating that carbon offsets reduce the costs to large
emitters (countries) of meeting emission reduction targets. Because carbon offsets are meant
to substitute for emission reductions and be traded in markets, in section 3, we consider
carbon markets in more detail, with particular focus on the Europe’s Emissions Trading
System because it is the only such market in existence. Then, in section 4, we focus
gpecifically on carbon sequestration in forest ecosystems, examining in particular issues
related to the additionality of forestry projects, potentia for leakages, duration, transaction
costs and governance. Along with biological uncertainty, these problems make it extremely
difficult to determine the actual carbon flux associated with forestry activities and especially
so if avoided deforestation and forest degradation are taken into account. Finally, in section 5,
we illustrate what happens to the overall net carbon flux associated with forestry activities
when wood product carbon sinks and the substitution of wood products for steel and/or
concrete in construction are included. As indicated in the conclusions (section 6), the task of

creating valid forest carbon offsets may well exceed our capacity to do so.

2. Forest Carbon Sequestration: Theory

Carbon sequestration in forest ecosystems must yield economic benefits or there would be no
sense pursuing this option in lieu of CO, emissions reduction. In a perfect world with no
transaction costs, leakages, governance, duration or other issues, it is straightforward to
demonstrate the benefits of carbon sequestration. Consider Figure 1. The emissions reduction

and carbon sequestration sectors are shown as back-to-back panels. In the left panel, thereisa
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cap on emissions given by OE. In the absence of carbon offsets, the costs of reducing
emissions through a combination of emissions trading and abatement of emissions by
industrial emitters are given by the area under the marginal cost function, or area Oak. At the
level of the cap, the marginal cost of abatement is P, which is also the price of purchasing an

emission allowance.

$pert CO,
M CCOZ EmissionsAbatement
a P
M CCarbonSequeﬁraIion

CHN - e
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1 1
1 1
1 1
1 1
1 1
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tCO, E E 0 (o4 C t CO,

Emissions Abatement Sector Forest Carbon Sequestration Sector

Figure 1: The Benefits of Carbon Sequestration

Assuming no other means of purchasing offsets, the derived demand for carbon offsets in the
forest sector is denoted by DD. Such a carbon offset is referred to as a‘removal unit’ (RMU),
which is defined under Kyoto rules as an emission reduction unit generated by removing a
tonne of CO, (tCO,) from the atmosphere by sequestration. If the price a country or large
emitter is required to pay for an RMU is P, there is no benefit to purchasing carbon offsetsin
the forest carbon sequestration sector because firms will abate or buy allowances from firms
that exceed their abatement targets (known under Kyoto as Assigned Amount Units or
AAUSs). If, on the other hand, RMUs are costless, emitters will obtain their entire targeted
reduction OE in the forest sequestration sector; hence, OE = OC. At other prices for carbon

offsets, the derived demand is determined in asimilar way, so that the line CP is paralel Oa.
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Now introduce a marginal cost of carbon sequestration as shown in the right panel. The
forestry sector would provide OC" carbon offsets at price P". This would then be the marginal
cost of abatement, so that OE emissions are abated, with OE + 0C™ = OE. That is, carbon

offsets of amount 0C~ would be substituted for E"E of emissions abatement.

Given the relationship between the derived demand function DD and the marginal cost of
abatement, the area under DD provides an indication of the net benefit of carbon
sequestration in forest ecosystems. Without carbon offsets, the cost of achieving the targeted
emission reductions OE is given by area OaE. When carbon offsets are permitted, the cost of
attaining the target is given by area ObE + 0deC’. The cost saving is given by EE ba — 0deC’
> 0; because CP is paralel Oa the cost saving is identical to area deP under the derived

demand function.

Clearly, if activities to create carbon offsets in forest ecosystems are too costly (see van
Kooten et al. 2004, 2009), then the MC in the right panel might well intersect the vertical axis
at or above P (d > P), in which case there is no benefit for a country or large emitter to
purchase RMUs in the forest carbon sequestration market. What factors affect the marginal

costs of creating carbon offsets?

3. Carbon Markets

Economists prefer economic incentives over regulation because they incentivize firms to
adopt technical changes that lower the costs of reducing CO, emissions. In the case of a cap-
and-trade scheme, firms can sell permits or avoid buying them; in the case of carbon taxes,
they seek ways to avoid paying the tax. Further, market instruments provide incentives to
change products, processes and so on, as margina costs and benefits change over time.
Because firms are always trying to avoid the tax, or avoid paying for emission rights, they

tend to respond quickly to technological change.
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In the context of climate change, most economists generally favor carbon taxes over cap and
trade because the margina damage (margina benefit of mitigation) function is likely flatter
than the marginal cost of mitigation. In an uncertain world, atax is a more flexible instrument
than an emissions cap. While an emissions cap guarantees that a target is met (assuming the
cap is enforceable), if the cap is set too low, the costs of attaining that emissions level could
be unbearably high. With atax the marginal cost of abatement is known when the tax rate is
revealed as firms set the margina abatement cost equal to the tax. The tax could be increased
over time if insufficient abatement occurs and more becomes known about potential damages
from climate change. Of course, one could similarly adjust the cap over time in like fashion

to avoid unpalatable costs.

There are other drawbacks to emissions trading, of which two are particularly troublesome.
First, politicians and extant firms prefer to grandfather rights to emit CO,. Firms are given
permits to emit an amount of CO, that is below their current level depending on the domestic
or global target. Firms can present permits to enable them to release CO; into the atmosphere,
or they can reduce their own emissions (e.g., through improvements in energy efficiency,
switching to non-fossil fuels, or going out of business) and sell permits in carbon markets.
Whatever the case, the price that permits fetch in the carbon market is considered a cost of
production by all firms that are affected by the trading scheme. To avoid the adverse impacts
on the economy (e.g., firms going out of business, permit prices rising too high), carbon

offsets are allowed, which effectively negates a true cap-and-trade scheme.

To date few jurisdictions have imposed carbon taxes (one exception is British Columbia) and
there have been few carbon markets. The voluntary Chicago Climate Exchange disappeared
at the end of 2010 leaving the European Union’s Emissions Trading System (ETS) as the

only carbon market in operation. ETS is a mandatory market for large industrial emittersin
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Europe; these firms have been alocated allowances (EUAS) and they must present one EUA
for every tCO, that they emit. If they emit more CO, than their alocated permits allow, they
must purchase EUASs on the ETS. However, they could also purchase carbon offsets that are
sold on the ETS. Two carbon offsets are available: Emission Reduction Units (ERUS) that are
created in countries of the former Soviet Union through Kyoto's Joint Implementation
program and Certified Emission Reductions (CERS) that are created in developing countries

through Kyoto’ s Clean Development Mechanism (CDM).

CERs are certified strictly under the United Nations Framework Convention on Climate
Change (UNFCCC) process, while ERUs are certified by developed countries that invest in
the creation of carbon offsets in ex-Soviet states, sharing these offset credits with the host
country, which is also has an emissions-reduction target under Kyoto. Likewise, EUAS are
certified by the EU, athough it has delegated this to the individual countries. This, in turn,
led to the collapse of the first stage of the ETS as countries permitted their large industrial

emittersto overstate their emissions and the number of permits for which they were eligible.

Finally, there has been remarkable growth in voluntary carbon markets, with a number of
private companies emerging as certifiers of voluntary emission reductions (VERS). In this
market, forestry activities and especially forest conservation play a large role, accounting for
more than 40% of VERs sold globally in 2010 (Peters-Stanley et a. 2011). Certification
standards include the ‘Gold Standard’ (GS), the Climate, Community and Biodiversity
Alliance's CCB certification, and the Verified Carbon Standard (VCS). Various (mainly
European) sponsors grant the certifying agencies their legitimacy. For example, core sponsors
of the Gold Standard include the German Federal Ministry for the Environment, Nature
Conservation and Nuclear Safety, WWF Internationa (headquartered in The Netherlands),

the European Climate Foundation, and Merrill Lynch Commaodities (Europe) Limited; the GS
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standard is endorsed by Renewable Energy and Energy Efficiency Partnership (Austria),
MyClimate (Switzerland), and ‘astmosfair’ (Germany), among others. The market for VERS
amounted to $424 million in 2010, with trades averaging $3.24 per tCO, in 2010, down from
a high of $5.81/tCO, in 2008; but the VER market is small compared to global trade in
emissions worth $142 billion in 2010 (van Kooten 2012). However, there is concern that
VERSs are being sold not only in the voluntary market but are also entering the ETS as carbon
offsets (see van Kooten et a. 2012). If that is truly the case, then the existence of a legal
carbon offset market facilitates the laundering of VER credits, aided and abetted by

environmental NGOs, governments and financial intermediaries.

Increasing reliance on carbon offsets, including illegitimate ones, might help explain the drop
in priceson the ETS, asindicated in Figure 2. Thisissueis discussed further in the section on
‘governance.” At this stage, we only point out that forestry activities that create carbon offset

credits, whether these are legitimate or not, play an important role in the marketplace.
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Figure 2: Prices of Emission Allowances (EUAs) and Carbon Offsets (CERs and ERUS),
European Trading System, 2008 to mid-2012

4. Forest Carbon Sequestration: Real World Challenges

Society wishes to mitigate climate change at the lowest possible cost, but any activities to
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achieve emission reduction targets must also be effective in reducing atmospheric
concentrations of carbon dioxide and equivalent greenhouse gases. When it comes to carbon
sequestration in forest ecosystems, the greatest challenges pertain to the compatibility of
carbon offsets (RMUs) and CO, emission reductions (AAUS). Issues relate to the
additionality of forestry projects, leakages, duration, transaction costs and governance.

Although these issues are inter-related, we address each in turn.

Additionality

In principle, carbon offset credits should be earned only for carbon sequestration above and
beyond what occurs in the absence of carbon-uptake incentives, a condition known as
additionality. Thus, carbon sequestered as a result of incremental forest management
activities (e.g., juvenile spacing, commercia thinning, fire control, fertilization) would be
eligible for carbon credits only if the activities would not otherwise have been undertaken
because it is profitable to do so. Similarly, afforestation projects are additional if they provide
environmental benefits (e.g., regulation of water flow and quality, wildlife habitat) not
captured by the landowner and would not be undertaken in the absence of economic
incentives, such as subsidy payments or the ability to sell carbon credits. Further, if it is
demonstrated that a forest would be harvested and converted to another use in the absence of
a specific policy (say, subsidies) to prevent this from happening, the additionality condition is
met. Demonstrating that the additionality criterion is met is not easy; the problem is that the

process is not readily transparent and open to political manipulation and, thus, corruption.

Consider for example the case of zero tillage. Schmitz et a. (2010, pp.18-19) argue that, as a
result of reduced tillage and conversion of cropland to perennial grasses, Saskatchewan
farmers sequester annually some 20 million tonnes of carbon, or more than 70 Mt CO,.

However, as Nagy and Gray (2012) point out, “the development and adoption of zero tillage
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cropping systems is perhaps the most important agricultural innovation of the past fifty
years,” with farmers gaining some $1.7 billion in terms of reduced fuel, labour, machinery
and other input costs. Although farmers often argue that they should be compensated for the
carbon uptake benefits associated with the adoption of such practices (e.g., Paustian et al.
1997), clearly compensation is unwarranted because zero tillage has been adopted (by over
90% of farmers in Saskatchewan) in the absence of carbon payments. Carbon sequestered as
aresult of zero tillage clearly fails the additionality test even though policy makers clamour

for the acceptance of carbon offsets related to the adoption of zero tillage.

Leakages

Another difficulty is that of assessing leakages — the extent to which carbon sequestration in
one place increases harvests and release of stored carbon as CO, in another. Estimates
indicate that, for forestry activities meant to sequester carbon, leakages range from 5% to
93%, depending on the type of project and its location (Murray et a. 2004; Sohngen and
Brown 2006; Wear and Murray 2004). The effect on the marginal cost function in the right-
hand panel of Figure 1 could be large, with Boyland (2006) finding that a failure to include a

25% leakage factor will underestimate costs by one-third.

Based on the result of a meta-regression analysis by van Kooten et a. (2009), and adding
25% to costs to account for leakage which none of the reported studies took into account, the
only forestry activities that might be able to provide carbon offsets at prices below what
emissions reduction allowances (EUAS) trade for on the European emissions trading system
(Figure 2) are tree planting projects in the tropics. In essence, if the margina cost function
found by the meta-regression analysis were adjusted upwards to account for leakages, it
would likely intersect the vertical axis in Figure 1 above point P. This would especialy be

true if duration was also properly taken into account. The 68 studies considered by van
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Kooten et al. (2009) ignored the problem of duration — the fundamental incompatibility
between emissions reduction and terrestrial carbon sequestration credits because of the

differing lengths of time that CO, is prevented from residing in the atmosphere.

Duration

If carbon offsets can be created via forest carbon sequestration, one must deal with the
problem of duration (van Kooten 2009). Duration refersto the fact that carbon offsets created
by sequestering carbon in terrestrial sinks remove CO, from the atmosphere over some time
period, but eventually release it back to the atmosphere. Since the timing of removal and
release are not known with certainty, and varies across projects, it isimpossible to determine
how many RMUs any project creates. If one assumes that an emissions reduction is
permanent — one tCO, not released to the atmosphere as a result of taking the bus instead of
driving on€e’s car is permanent — but the CO, sequestered in a forest ecosystem is temporary,
then there needs to be some means to compare the permanent and temporary credits. There
needs to be a mechanism for equating an assigned amount unit (AAU) and a remova unit
(RMU) — there must be some way to compare a permanent emissions reduction with a

temporary carbon offset.

It is no wonder that, while LULUCF activities are igible as CERs under the CDM, strict
conditions apply to have RMUs certified. For one thing, only carbon offsets earned through
afforestation or reforestation projects are considered eligible as certified emission reductions.
Afforestation refers to tree planting on sites that had not previously been forested, while
reforestation refers to tree planting on sites that are considered forestland but where no trees

are currently growing, perhaps because land has recently been converted to another use.

The certification process dealt with the duration issue by creating a temporary certified

emission reduction (tCER) and long-term certified emission reduction (ICER). The tCER
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operates like an annual rental of a permanent CER, while the ICER is something between an
annual rental and a permanent reduction. Both instruments are a response to the duration
problem, but are also designed to reduce transaction costs. For example, a tCER facilitates
the sale of carbon offsets from forestry activities, because it allows a firm to purchase tCERs
to cover emissions while it makes the necessary investments to reduce emissions

permanently.

To understand how tCERs and ICERSs have been implemented, consider Figure 3, where a
landowner plants trees to create carbon offset credits.® The landowner chooses the initial time
to enrol tCERSs for sale, say time T;. At that time, the number of eligible tCERs for sde is
given by tCER;, which is equal to the total carbon sequestered from time O to T; as aresult of
tree planting. The owner can sell an amount tCER; each year for five years, despite the fact
that the site will continue sequestering carbon beyond T,. After five years, the carbon
available on the site is re-evaluated, with the landowner now €ligible to sell whatever carbon
is available on the site at time T, = T1+5; the eligible amount is now tCER; > tCER3, which
can then be sold for the next five-year period. Ten years after the initial sale of carbon offset
credits, at T3 = T1+10, the tCERs available for sale has falen dramaticaly to tCER; as a
result of an intervening harvest. The sequestered carbon subsequently lost to the atmosphere

asaresult of harvestsis completely ignored.

The landowner could aso sell more permanent ICERs, which equal the change in carbon over
the project life. In the context of Figure 3, for example, an ICER might equal tCER, —tCER;.
The purchaser would be able to claim the CO, equivalent of the carbon that is sequestered
against any emissions, but would then be responsible for buying further carbon offset credits

after T,, or purchase permanent emissions reduction credits (AAUS) to cover the ICERs.

% This example is adapted from van K ooten (2012, Chapter 9).
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Figure 3: Defining tCERs and ICERs from Forestry Activities

If the landowner wants to participate in LULUCF activities that are eligible for CER offsets,
she can choose to sell either tCERSs or ICERs to address the impermanence problem. From the
point of view of the purchaser, a tCER can be applied against emissions each year for afive-
year period, while an ICER enables the buyer to apply a much larger amount against
emissions but only in a given year (or presumably the ICER can be spread across years). The
ICER is paid for only once, while a rental payment for a tCER is required each year;
however, the price of the former will be greater than that of the latter and an emitter can buy
several ICERs. Once an approach is chosen, however, it has to remain fixed for the entire
crediting period (UNFCCC 2006), although it still needs to can be replaced by permanent

credits at afuturetime.

How does one choose between tCERs and ICERs at the beginning of a project? Unlike
permanent CERS, there is no universally applicable pricing mechanism for both kinds of

expiring CERs (Singh 2009). Dutschke et al. (2006) and Bird et al. (2005) argue that the
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value of tCERs and ICERs greatly depends on buyers expectations about a future market or,
more specifically, the prices in the subsequent commitment period. Based on that, Lecocq
and Couture (2008) indicate the feasible range of prices of tCERs and ICERs in the current
commitment period should be less than or equal to the difference between the price of
permanent credits in the current period and its discounted expected value in the next period.
Whether expiring CERs are preferable, in that case, depends on the expected change in the
future discount rate and the expected price of permanent credits. The choice of tCERSs or
ICERs then becomes speculative due to risk preferences toward unexpected expiry of a

project and financial needs of landowners.

A landowner who sells ICERs should be held responsible for the potential loss of carbon that
might occur as a result of a planned harvest or a natural disturbance. Suppose a landowner
sells ICERs for the period T, to Ts. If the drop in sequestered carbon just prior to T3 in Figure
3 is due to a planned harvest, the landowner is acting dishonestly by selling credits. Thisisa
governance problem that is discussed in more detail below, although it is worth mentioning
here that carbon sequestration in forest ecosystems is susceptible possible bogus carbon

uptake claims.

The problem with forest carbon offsets is that, while facilitating trade and enabling large
emitters to keep costs down, they are not truly equal to emissions reduction credits. Both are
clearly artificia constructs that have little to do with real emissions reduction. In the case of

tCERs, harvests are clearly ignored; with ICERs, the time path of carbon uptake isignored.

Governance

Another magjor problem with forest carbon sequestration is governance. Measurement,
monitoring and enforcement of forest carbon projects are especially problematic, mainly

because tree growth is variable and ecosystem carbon fluxes are difficult (and expensive) to
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measure. Transaction costs are high and there is opportunity to misrepresent the size of the
carbon offsets that are generated — projects are particularly vulnerable to corruption (Helm
2010; van Kooten and de Vries 2012). The link between an LULUCF project and the creation
of carbon offset credits is not aways clear. Those who certify CDM forestry projects must
rely on computer models and analyses by forest management specialists to forecast future
carbon uptake and release, and to identify the counterfactua (business-as-usua alternative).
Significant leeway remains for speculation, error and corruption. Further, developing
countries may well sell carbon offset credits to developed countries, but, since they are not
bound by international targets, still credit the activities to their own emissions reduction,

resulting in ‘double-dipping’ (Woodward 2011).

The principles involved in creating CERs from carbon offsets through LULUCF activities
also apply to industrial countries, except certification falls to the government of the rich
country. Further, as noted earlier, voluntary markets have circumvented government enabling
forest landowners to earn (voluntary) carbon offsets for potential sale. There aready exists a
market for voluntary emissions reductions in developed countries (Peters-Stanley et a. 2011),
with some voluntary forest carbon offsets potentially even making their way onto legitimate
markets, perhaps because the project certifiers take charge of some of the carbon offsets. This
appears to have been the case for a forest conservation project in south-eastern British
Columbia (van Kooten et al. 2012), even though forest conservation is not a permitted
activity for generating carbon offsets under Kyoto (see below). The interaction between the
voluntary market and the compliance market, which currently exists only as the EU’s ETS
(Figure 2), is troublesome. The problem is that there is too much room for rent seeking (Helm

2010).

Governance may become an even bigger problem as a result of other recent initiatives.
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Although forest conservation activities are currently not eligible as carbon offsets, concerns
about tropical deforestation and related CO, emissions (which account for perhaps some 20%
of total annual GHG emissions) have led many commentators to commend the use of forest
conservation in developing countries as atool for addressing global warming. In international
negotiations, activities that Reduce Emissions from Deforestation and forest Degradation
(REDD) are touted as an alternative means for earning certified emission reduction credits.
Indeed, as aresult of negotiations at Cancun in December 2010, the narrow role of REDD has
been expanded to include sustainable management of forests, forest conservation and the
enhancement of forest carbon stocks, collectively known as REDD+. In this way, it is
possible to link the UNFCCC and the Convention on Biological Diversity (CBD) — the other
agreement signed at the 1992 Earth Summit in Rio de Janeiro. Increasingly, therefore, climate
negotiators appear willing to accept REDD+ activities as potential carbon offsets to the extent
that these activities aso enhance biodiversity. Since deforestation and biodiversity are a
greater problem in developing countries and because industrial nations are also interested in
providing indirect development aid through the CDM, only REDD+ projects in developing

countries merit attention, although these still need to be approved under the CDM.

It is this complexity that fundamentally impacts the carbon price mechanism. That is, by
supplying the market with REDD+ carbon offsets, the price mechanism that ensures demand
for credits equals supply becomes distorted because sales of credits from other than emissions
reduction take place. Instead of dealing only with the sale and purchase of permits to emit
CO,, the market mechanism has to deal with emission reduction credits from sources that
have nothing to do with CO, emissions from fossil fuel burning. REDD+ credits derive from
protection of biodiversity on private forestland and do not contribute explicitly to reductions
in CO, emissions. By alowing these offsets into the carbon market, the corresponding carbon

price does not reflect its true value, i.e,, it is distorted, with the price of carbon below what it
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would otherwise be. This results in inefficiency and reduces the incentive to invest in R&D
that conserves energy, results in greater efficiency in the use of fossil fuels or spurs
aternative energy sources. Thus, credits created by activities that enhance preservation of
biodiversity enter the global carbon market without actually contributing to a net carbon

reduction.

While carbon sequestration in terrestrial ecosystems was only meant to be a bridge to provide
time for an economy or firm to develop and invest in emission-reducing technologies, the
sale of such credits has turned out to be an impediment to the implementation of new
technology (as carbon prices are lower than necessary), while creating a larger gap between
actual emissions and emission targets in the future (van Kooten 2009) and doing little if
anything to mitigate climate change. One can only conclude that any carbon offset program is

a second-best solution that induces rent-seeking.

5. Carbon Sequestration: Forest Products

Currently, the Framework Convention on Climate Change and Kyoto Protocol do not include
carbon stored in Harvested Wood Products (HWPs) in their carbon accounting guidelines.
The current protocol assumption is that additions to the forest product carbon pool are equal

to emissions from decomposition.*

There are many reasons why we may want to include HWPs in forest carbon accounting. The
amount of carbon stored in forest products may remain sequestered for a considerable time.
In addition, carbon comprises about one half the mass of dry wood in structures, furniture and
other finished wood products (Sjostrom 1993). Carbon that is transferred from the living
timber into wood products can be considered an addition to the carbon that is stored as a

result of forestry activities. The carbon stored in wood products increases with each harvest.

* This is equivalent to assuming that such carbon is discounted at zero percent — that the timing or
duration of uptake and release of CO, does not matter.
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Carbon in wood products decreases when the product reaches the end of its life, although it
might be recycled (prolonging the carbon storage), used for energy (displacing emissions
from fossil fuel energy production), or left to decompose in a landfill (resulting in slow
release of CO, over time). Thus, accounting for the forest product pool may result in better
management of the forest and the various carbon pools, encouraging recycling and energy
production through incineration. Accounting for HWPs could assist timber producing
countries such as Canada meet carbon emission targets, particularly if the carbon sink
benefits of forest products can be enhanced by including the abatement of CO, emissions
resulting from the substitution of lumber for steel and/or concrete in construction (Hennigar

et al. 2008).

There are reasons for discouraging the consideration of forest products, however, because
doing so would increase carbon accounting complexity and introduce greater uncertainty into
estimates of carbon flux. There are also concerns that it may incentivize enhanced forest
management and harvests, while eroding concerns for forest conservation and protection
(e.g., see van Kooten et a. 2012). It might also result in trade disputes related to the
responsibility for carbon stored in HWPs. Forest product exporting countries would like to
claim the carbon contained in products but consumer countries, such as the U.S., China and
some EU countries, would not be willing to accept responsibility for CO, emissions from

imported wood products as these decompose.

The impact of including wood products in forest sector carbon budgets can be analyzed by
expanding forest management models to include products. Indeed, forest management models
have been used to demonstrate how the inclusion of HWPs and CO, emission reductions
caused by substituting wood products for steel and/or concrete can affect optimal forest

management strategies and how these can significantly increase the forest sector's
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contributions towards reducing atmospheric carbon dioxide (Hennigar et a. 2008; van

Kooten et al. 2012).

In Figure 4, we compare levels of carbon abatement when HWPs substitute for more fossil-
fuel demanding products in construction. The results provide an indication of the impact on
optimal harvest volumes when carbon storage in forest and product pools is considered in
conjunction with different levels to which HWPs substitute for steel and concrete. Harvest
levels are presented for a carbon price of $5/tCO, and a 200-year time horizon. As the
substitution value rises, the optimal forest management strategy is to harvest trees as quickly
as possible subject to sustainability and growth constraints; an increase in the ‘pickling
factor’ (proportion of carbon in harvested biomass that remains sequestered in wood products
for along period) has a similar impact. Conversely, a scenario with alow substitution benefit
encourages a more even pattern of harvests over the time horizon so that more harvesting
occurs later in the horizon and less early on. Overall, the substitution benefit of removing 1
tC/m® (3.67 tCO,/m®) from the atmosphere results in an overal increased harvest of
approximately 4.8 million m* over the 200-year time horizon as compared to the scenario

with a substitution benefit of O tC.
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Figure 4: Volume harvested over 200 years for five lumber substitution benefit levels ranging
from0to 1t C abated from the atmosphere per m®of lumber used relative to more fossil-fuel
demanding products such as steel or concrete.

By recognizing carbon stored in wood products, optimal forest management strategies change
considerably for positive carbon prices. Not only do harvest patterns change with the degree
of benefit of substitution, but also the magnitude of the overall harvest. With positive (non-
zero) carbon prices, higher substitution benefits make it more profitable to harvest a greater
amount of timber to be used in the production of wood products, particularly lumber. The
next logical question is to ask: Does this increase or decrease the amount of carbon

sequestered?

In Figure 5, we present the amounts of carbon stored in the forest and wood product pools
over the 200-year time horizon; the product pool includes CO, savings from reduced fossil
fuel emissions associated with the substitution of wood for steel and/or concrete. Different
degrees of product substitution are assumed in the figure. Similar to the harvest volumes
indicated in Figure 4, when account is not taken of the reduced fossil fuel emissions by
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substituting wood for other material in construction, the optimal forest management scheme
leads to a small abeit consistent level of carbon storage in the forest and wood products over
time (Figure 5(a)). As the degree of substitution increases, forest management strategies
change (Figure 4) so that greater amounts of carbon are sequestered in both the forest
ecosystem and product pools, although the latter simply swamps the former. This is clear

from panels (b) through (e) in Figure 5.
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Figure 5: Carbon stored in forest and product pools over 200 years, five levels of substitution
of lumber for steel and/or concrete, measured as per m® of commercial timber harvest.

If the issue of including the carbon stored in HWP were only technical, then it would likely
have been included in the global protocols for carbon accounting long ago. In fact, there are
limited technical questions left unanswered. International political obstacles to their
acceptance remain because different issues need to be resolved. What nation should get credit

for carbon stored in internationally traded wood products? Will acknowledging carbon
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storage in wood lead to more forest harvesting? Will recognizing the longevity of stored
carbon in discarded products within landfills encourage waste and discourage durability and
recycling? These are a few of the political questions which keep HWPs out of the global

protocols.

6. Conclusions

There is no denying that forestry activities impact the Earth’s carbon balance, with harvest
activities contributing to human emissions of CO, and activities such as reforestation,
afforestation and silvicultural activities that enhance tree growth removing CO, from the
atmosphere and storing it in wood biomass. By taking into account the carbon that gets stored
in wood product pools and potential substitution of wood for steel and/or concrete in
construction, even harvest activities could enhance carbon uptake and storage. Further, forest
activities that reduce CO, emissions, primarily conservation activities that prevent
deforestation, benefit biodiversity and other services provided by forests. None of this can be
denied. Nonetheless, none of this is sufficient to make the case that forest activities should be
allowed to generate carbon offsets that can be sold in lieu of CO, emission reductions. As
demonstrated in this chapter, the problems associated with the creation of carbon offsets

through forestry activities are simply too complicated.

As one simple example, consider the issue of forest conservation and the creation of REDD
or REDD+ credits. The idea is interesting, but, if harvested timber is used to produce wood
products that then substitute for concrete in construction, say, the carbon offset benefits
would swamp the carbon sink benefits of leaving the forest in its undisturbed state (Figure 5).
There are other problems. Uncertainty and duration (impermanence) alone prevent the
comparison of one forestry activity to sequester carbon with another, and neither can be

compared with an emissions reduction. Transaction costs related to the striking of contracts,
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monitoring, verification and enforcement (how are those who act dishonestly in promoting
projects to be punished?), and issues of governance, additionality and leakage ssimply militate
against carbon offsets. Further, while we could demonstrate that carbon offsets lower the
costs of meeting emission reduction targets, they also reduce incentives for investing in

conservation, R& D and substation of renewable energy source for fossil fuels.

The road that enabled the inclusion of carbon offsets from forestry activities in nations
carbon mitigation arsenal has been a rocky one, and for good reason. Along with the
biophysical uncertainty associated with the carbon fluxes associated with forestry activities
(e.0., uncertain growth, natural disturbance), measurement, governance and transaction costs
make it difficult to achieve any sort of policy consensus (e.g., agreement on REDD+,
agreeing on which country to credit carbon offsets stored in traded wood products). Finally,
even if nations managed to achieve consensus about how forest carbon offsets are to be
treated, there remains uncertainty regarding whether a forestry project actually reduces the
amount of carbon dioxide in the aimosphere. It is simply not possible to take into account all
of the economic and biological factors that enable one to make an affirmative statement one

way or another.
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