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he eighth session of the United Nations
Forum on Forests (UNFF) will consider

‘means of implementation (Mol) for sustain-

able forest management’. Given the critical impor-
tance of the funding issue for the effective imple-
mentation of the non-legally binding instrument
(NLBI) on all types of forests, the Collaborative
Partnership on Forests (CPF), through its Advisory
Group on Finance, decided to support substantive
preparations for the Ad Hoc Expert Group on
Finance and UNFF8 through an analytical mapping
of needs and available sources and mechanisms for
funding, taking into account the recent develop-
ments, including those in the climate change regime.
The study is intended to provide systematic and
objective analysis of the funding sources and gaps
vis-a-vis the NLBI. The study focuses on external
sources because adequate information on domestic
financing is not available. The study is based on
existing global- and regional-level sources and data-
bases, as well as a survey among bilateral and multi-
lateral sources of funding. Two concepts are used in
discussing the results: (i) forestry ODA, referring to
what has been classified by the Organisation for
Economic Co-operation and Development/Devel-
opment Assistance Committee (OECD/DAC) under
support to the forestry sector, and (ii) forest ODA,
which also includes support to forest conservation.

FINANCING OF NLBI IMPLEMENTATION
AND SUSTAINABLE FOREST
MANAGEMENT

The NLBI text provides a set of comprehensive
actions to be taken by governments to achieve the
Global Objectives on Forests (GOFs). NLBI nation-
al measures and international cooperation may be
considered as necessary elements for achieving the
GOFs, but they are not sufficient. The outcome will
depend on the action to be taken by all forest stake-
holders within the framework provided by the NLBI
implementation. Financing is a cross-cutting issue
in the NLBI. It is specifically addressed in the GOF4,
which calls for reversing the decline in official devel-
opment assistance (ODA) for sustainable forest
management (SFM) and mobilising significantly
increased new and additional financial resources for
its implementation.

Financing of SEM has proved to be a complex
issue because of the dual nature of forest manage-
ment because it can generate both global and
national/local public goods and private profit at the
same time (the former from forest-based services
such as biodiversity or climate change mitigation
and the latter from timber and non-timber forest
products). This duality is both a challenge and an
opportunity for financing of SFM.
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Forest financing sources are classified into public
and private, national and international. Domestic
public funding may come from general government
revenue and revenue from state-owned forests.
Private sources consist of forest owners, communi-
ties and forest industry, philanthropic funds and
donors, as well as non-governmental organisations
(NGOs) of various types. In the case of many NGOs,
funds are raised from external sources. International
public sources include bilateral aid agencies and
multilateral financing institutions. Private sources
are diversified, consisting of institutional and indi-
vidual investors, the forest industry, various NGOs,
etc. Foreign private financing can be direct or port-
folio investment and loans or credits.

DEMAND FOR FOREST ODA
IN RECIPIENT COUNTRIES

Country demand for forest ODA is found to be rel-
atively weak: only two-thirds of the surveyed 43
countries mention forests in their poverty reduction
strategies (PRSs), and only 28 percent include a
coherent national strategy for forests. Forest issues
are not yet satisfactorily integrated in PRSs, reflect-
ing weak understanding or low political priority
given to forests, or both. Being totally absent in a
third of the countries or being treated in either a
partial or an inadequate manner in a majority of
them suggests that effective demand for ODA to
forests appears to be limited. This situation reduces
opportunities for donor engagement in forests.

Demand for bilateral ODA is also strongly influ-
enced by suppliers’ policies. Supported actions are
typically strategic areas identified by the recipient
country within the donor’s own strategic priorities.
In the case of multilateral financing institutions, the
situation is somewhat different because they tend to
be more demand driven than bilateral donors.
However, multilateral institutions are also influ-
encing the demand by means of analytical work,
awareness raising among their clients, and develop-
ment of new services (e.g., financing of global pub-
lic goods).

ODA’s role has proved to be mainly catalytic, and
it will critically depend on to what extent national
forest programmes (nfps) and associated financing
strategies can be incorporated in the national devel-
opment plans and policies. This has become increas-
ingly important because bilateral donors are

presently channelling a significant part of their assis-
tance through budget support and domestic systems
and procedures. Stakeholders in the forest sector in
the recipient countries have to meet the challenge of
clarifying and raising awareness of the potential of
forests in the achievement of the national develop-
ment goals. Only a few countries have apparently
been able to do this.

A number of countries that have developed com-
prehensive forest financing strategies (e.g., Guyana,
Tanzania, and Vietnam) have strongly relied on
measures to increase revenue generation from the
forest sector as a central element to raise funding for
SEM. In national strategies in Latin America, the
emphasis is generally given to creation of enabling
conditions for private investment and developing
new innovative instruments, including payment for
environmental services (PES) and specialised funds
and credit instruments. Less attention has been paid
to smallholders, community forests, and small and
medium-size enterprises (SMEs).

EXISTING EXTERNAL SOURCES
OF FOREST FINANCING

The current annual bilateral and multilateral flows
to forests are estimated at about US$1.9 billion and
the foreign direct investment (FDI) to forest indus-
tries at about US$0.5 billion. Information on private
investment by institutional investors, commercial
banks, and export credit agencies is not available,
and neither is it known how much the NGO and
philanthropy sector contributes to forest financing.
The ODA to forests includes about US$700 million
for forest conservation. In addition, the conserva-
tion NGOs and philanthropy sector focuses on this
thematic area.

In 2000-2007, the combined bilateral and multi-
lateral financing flows have increased by almost 50
percent, which has partly been a result of increasing
engagement of the multilateral sources as their share
of the total external public financing to forests
increased from 26 percent to 42 percent during the
study period. The multilateral sources accounted for
three-quarters of the total absolute increase in the
total. However, bilateral ODA has also increased,
albeit at a slower rate (15 percent in 2000-2007).
(The figures cited should be used with care because
the data on external forest financing are incomplete
and partly inconsistent.)

FINANCING FLOWS AND NEEDS TO IMPLEMENT THE NLBI



Bilateral ODA

Bilateral ODA to forests has mainly come from rela-
tively few sources: 95 percent is provided by nine
donors (Germany, Japan, the Netherlands,
Switzerland, the United Kingdom, and the United
States). Japan’s share is overwhelming, accounting
for 48 percent of the total. Japan’s contribution
(including forest conservation) increased by 61 per-
cent in 2000-2007; without it, the total bilateral
ODA would have declined by about 9 percent. Five
other donors also recorded some increase in forest
ODA, but in all other donor countries, the funding
declined. The declines are largely explained by
reduced allocation to project and programme fund-
ing and the increasing role of budgetary support that
is not allocated by sector. There is also a general
trend to consider forests no more as a self-standing
priority, but as part of the climate change and other
environmental agenda.

Since 2000, two-thirds of the cumulative forestry
ODA has been allocated to Asia, and only 20 percent
to Africa and 11 percent to Latin America. Asia’s
share peaked in 2003, when it reached almost 80
percent of the total. In terms of income level, the
least developed countries received 18 percent of the
total, and the other low-income group received
another 39 percent. The rest (43 percent) was chan-
nelled to middle-income countries.

Bilateral ODA is also concentrated among recip-
ient countries. In 2006, India absorbed 22 percent of
the total forestry ODA, followed by China (13 per-
cent) and Vietnam (12 percent). Together with
Bolivia, Brazil, Cameroon, Colombia, Honduras,
Indonesia, and Tanzania, these 10 countries received
two-thirds of the total forestry ODA, which is there-
fore fairly highly concentrated.

Although the traditional forestry ODA in the
future might not significantly increase or could even
decline in some donor countries, funding through
new instruments and various international and
regional initiatives is likely to increase, probably sig-
nificantly. A higher proportion of the ODA may also
be channelled through multilateral institutions in
line with the recent trend. The increased funding
will most likely be linked to the broader climate
change and conservation agenda. Funding flows
through new instruments and approaches are likely
to benefit middle-income countries more than low-
income countries. Maintenance of the focus on the
least developed countries will therefore be a challenge

because many of them are lacking preconditions for
effective aid and other external financial flows.

Multilateral Sources

Multilateral financing to forests is estimated at
US$0.8 billion per year in 2005-2007. The main
source is the World Bank (WB) Group, and its share
in the total has increased from 51 percent to 73 per-
cent in 2000-2007. More than a half (55 percent) of
the World Bank’s financing to forests has come from
the International Finance Corporation (IFC) in the
form of equity and credit to private sector enterpris-
es. The Global Environment Facility’s (GEF’s) share
has been declining from 31 percent to 14 percent
during the last six years. Among the regional devel-
opment banks, the African Development Bank
(AfDB) has been the largest source of forest funding
(9 percent of the total multilateral flows). The Asian
Development Bank (AsDB) and the Inter-American
Development Bank (IADB) have been marginal
sources during this decade, although their role was
more substantial in the 1990s. The International
Tropical Timber Organization’s (ITTO’s) contribu-
tion was 5 percent in 2001, but it has dropped to 2
percent.

The other multilateral sources have a volume-
wise limited—but strategically important—role for
contributing to financing of SFM. The Food and
Agriculture Organization’s (FAO’s) programmes
amount to about US$48 million per year, including
the National Forest Programme Facility. Since its
inception in 2002, the Facility has supported stake-
holders in 42 countries, with grants totalling US$6
million. The Global Mechanism (GM) of the United
Nations Convention to Combat Desertification
(UNCCD) attempts to mobilise funding for sustain-
able land management in which forest interventions
can be important.

Private Sector Investments

There is no systematic information available on the
domestic or private foreign direct investment in the
forestry sector in developing countries. There is,
however, a common view that the bulk of forestry
investment is from domestic sources by the formal
private sector and by communities, landowners, and
farmers.

The total foreign-induced investment is substan-
tially higher than the recorded foreign direct investi-
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ment (FDI) flows (US$0.5 billion per year in
2003-2005) because local financing of foreign-
owned investment projects is common. The FDI
stocks in the wood and paper industries in develop-
ing countries have increased rapidly, reaching
US$17.8 billion in 2005. Another recent important
trend is FDI made by developing-country investors
in other developing countries. A significant increase
in foreign private financing in developing countries
is foreseen in planted forests and downstream
industrial processing. Plantation investments are
partly made by timberland investment management
organisations (TIMOs) as their risk-averse institu-
tional investors have started to appreciate high
expected returns and improved country-level invest-
ment climates.

The key issue in private sector financing is to
ensure that investments are not made into illegal
and unsustainable operations. A growing share of
forest industry corporations exporting to environ-
mentally sensitive markets are engaged in corporate
social responsibility and have achieved SEM certifi-
cation or are committed to do it for demonstrating
sustainability of their wood supplies. To avoid
financing of unsustainable activities and to mitigate
the reputational, environmental, and social risks of
forest investments, more than 60 private Equator
Principles Financial Institutions (EPFIs) have
adopted sustainability safeguards in their project
finance.

Timberland and other private investors can make
a significant contribution to the NLBI national
measures in enhancing production of forest goods
and services and associated trade. They can also have
a positive impact on technology transfer and
research, governance, and development of human
resources. However, only relatively few countries
can offer attractive timber-growing conditions, suit-
able land availability, and adequate investment cli-
mate to enable foreign investment to take place.
Appropriate regulation and voluntary measures
such as forest certification are needed to mitigate
possible negative impacts and to integrate these new
actors into the national and local socio-economic
framework to maximise mutual benefits.

Other Sources

There are a huge number of other sources of fund-
ing on which no consolidated quantitative informa-
tion is available. Although NGOs may often be well

equipped to raise funds from these sources, forest
communities and smallholders have difficulties in
accessing most of them. Albeit being perhaps limit-
ed in volume, the non-conventional forest-related
financing provides a valuable complement to con-
ventional sources, particularly in the focal areas of
education, conservation, and research. These
sources also address caveats that may not be covered
by others, such as innovative and higher-risk proj-
ects. Philanthropic sources are already important for
financing of forest conservation, and their role could
be expanded to address reduction of deforestation
and SFM.

EMERGING INSTRUMENTS AND
MECHANISMS FOR FOREST FINANCING

Great expectations have been put forward concern-
ing the development of payments for environmental
services as a possible complementary source of
funding for SFM. However, these expectations have
not yet materialised because the experience in devel-
oping countries continues to be limited (mainly in
Latin America). From the international perspective,
the PES schemes of global public goods from forests
(e.g., climate change mitigation and biodiversity)
have been seen as the most promising way to raise
additional financial flows to SFM in developing
countries.

Carbon Offset Markets

The main mandatory market for carbon offsets, the
Kyoto Protocol’s Clean Development Mechanism
(CDM), has endorsed only one forest project for the
time being. The current forest carbon portfolio
under CDM includes a total of 27 projects with a
total amount of credits of about 2 million tons of
carbon dioxide (CO,), suggesting substantial poten-
tial demand and supply that has not yet been
realised. The voluntary market for carbon credits
was US$331 million in 2007, or more than three-
fold the 2006 level. One-sixth of this market was
generated by reforestation and forest conservation
projects. In spite of small volumes, there is a signifi-
cant forest carbon offset demand that cannot be
channelled through the regulated market. In the
short run, this unregulated market is likely to play a
critical role in developing new ways of implementa-
tion for forest carbon trading.

FINANCING FLOWS AND NEEDS TO IMPLEMENT THE NLBI



Reduced Emissions from Deforestation
and Forest Degradation (REDD)

Avoiding deforestation would be among the lowest
cost mitigation options to avoid increasing CO,
emissions and possibly also increasing carbon sinks.
At the same time, other benefits like biodiversity
conservation, poverty reduction, and climate change
adaptation could also be enhanced. Through carbon
revenue, prospects for the economic viability of SFM
in developing countries are expected to substantially
improve because at least part of the ecosystem serv-
ices that forests provide could be remunerated.
Reduced emissions from deforestation and forest
degradation (REDD) compensation as a win-win
instrument is being increasingly supported by prac-
tically all stakeholders for a variety of reasons. For
tropical country governments, REDD can represent
an opening of a new source of financing for nation-
al priorities; for donor countries, it can be a low-cost
option for carbon offsets; for environmental NGOs,
REDD can generate additional resources for biodi-
versity conservation; for the rural poor, it can mean
badly needed income and financial support to com-
munity development, as well as a means to improve
their forest tenure rights; for the private sector,
REDD can be an additional source of funding to
make SFM financially viable; for political elites, it’s
yet another opportunity of income; for multilateral
development banks, REDD can open up new ways
of doing business in the context of maintenance of
global public goods; and for intergovernmental
organisations, it offers a new area of intervention in
technical assistance and a new funding source.
Meeting such a broad range of varied interests in
REDD schemes will be difficult, and several issues
need clarification: (i) uncertainty about co-benefits,
(ii) risk for violating the rights of indigenous and
other local populations, (iii) possible impact on land
prices, (iv) equity in distribution of REDD pay-
ments, (v) governance arrangements of REDD
schemes, (vi) slowness of necessary national-level
policy and legal reform processes, (vii) stakeholder
participation, (viii) limited access to REDD financ-
ing by only forest-rich countries, (ix) possible exclu-
sion of countries that have already addressed defor-
estation, (x) possible exclusion of drylands and
other low-carbon-intensity forest lands, (xi) defini-
tions and methodologies for treatment of land
degradation and restoration of deforested areas,
(xii) measures to address underlying causes for

deforestation and forest degradation, (xiii) lack of
proper understanding on the role of timber harvest-
ing in carbon stock management, (xiv) the level of
REDD application (national, sub-national, or proj-
ect), (xv) use of a market mechanism or a fund
mechanism, (xvi) possible flooding of the carbon
offset markets with REDD credits, (xvii) transaction
costs, etc.

Some of the above issues can be addressed
through international regulation, and some through
appropriate measures in national REDD strategies.
Many concerns are cross-cutting and need to be
considered holistically (e.g., in the context of
national forest programmes or similar broader
strategies). Independently from which approach is
applied, there are additional needs for co-financing
of complementary activities to ensure that REDD
benefits are created in practice, particularly building
up country capacity to implement necessary meas-
ures to reduce deforestation.

International Climate-Related
Forest Initiatives

Several initiatives have been taken to advance the
implementation of REDD-related activities:

B The Forest Carbon Partnership Facility (FCPF)
of the World Bank will assist developing coun-
tries in their efforts to reduce emissions from
deforestation and degradation and building
capacity for REDD activities. FCPF’s two ele-
ments are (1) the Readiness Fund to build up
specific implementation capacity in participating
countries and (2) the Carbon Fund to finance
performance-based payments for REDD offsets.
FCPF’s target capitalisation is at least US$300
million, of which about US$155 million has
already been pledged.

B Multilateral development banks are in the
process of establishing special climate investment
funds to assist their members in the implementa-
tion of the United Nations Framework
Convention on Climate Change (UNFCCC). The
Strategic Climate Fund (SCF) will promote inter-
national cooperation through new and addition-
al financing for addressing climate change
through targeted programmes. SCF will provide
incentives to maintain, restore, and enhance car-
bon-rich natural ecosystems through piloting
and scaling up of new development approaches.
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SCF has a holistic approach to climate change
mitigation and adaptation that is particularly rel-
evant in the forestry sector because of its diverse
opportunities to contribute to the climate objec-
tives. As a measure to start implementing SCF
within a broad approach to mitigation of forest-
based emissions, enhancement of forest carbon
sequestration, and adaptive capacity, the World
Bank is currently developing a Forest Investment
Program (FIP), which could address the key gaps
of SFM financing in the existing and emerging
instruments such as REDD schemes.

B The Clean Technology Fund (CTF) is targeted at
promoting scaled-up deployment, diffusion, and
transfer of clean technologies. In regard to the
forestry sector, investments in bioenergy and
improvement of the forest industry’s energy effi-
ciency and management fall under the CTF.

B FAO, the United Nations Development
Programme (UNDP), and the United Nations

(UNEP) have

launched a joint UN REDD Programme as a col-

Environment Programme
laborative effort to provide coordinated technical
assistance in REDD capacity building to develop-
ing countries.

B The Collaborative Partnership on Forests (CPF)
initiative will elaborate a strategic framework for
engaging all the key CPF members for improved
cooperation and coordination.

B The International Tropical Timber Organization
(ITTO) is planning to develop a thematic pro-
gramme on tropical forests and climate change.

B Many other international organisations are also
developing their own responses to climate
change mitigation and adaptation through forest
measures (e.g., the Center for International
Forestry Research [CIFOR] and the International
Union of Forest Research Organizations
[IUFRO]).

Climate-Related Regional and Country
Initiatives

The progress made in recognition of the role of
avoided deforestation and forest degradation under
the UNFCCC has given rise to several donor initia-
tives and some developing-country governments to
provide funding for tropical forest conservation,
such as the Congo Basin Forest Fund (CBFF) and
the Amazon Fund in Brazil. In the developed coun-
tries, Australia and Norway (for example) have

launched new financing initiatives targeted at REDD
and forest conservation.

There appears to be readiness for action and will-
ingness for financing in climate change mitigation
through forest interventions. Many recent decisions
by donors will mobilise significant new resources for
forest financing, even though their total magnitude
is still difficult to estimate. Nevertheless, these initia-
tives, together with various market-based or fund-
based financing schemes, have potential to at least
double the current financial flows from the interna-
tional community to forests in developing countries.
However, many of them are targeted at the same for-
est-rich countries that have also been identified as
priorities for REDD schemes.

On the other hand, the multitude of initiatives
raises the issue of coordination among various par-
ties and funding mechanisms. There is a risk that
funding will be driven by the sources and not by
demand. Overlapping mandates between initiatives
are likely to emerge. There is a need for harnessing
synergies between new and emerging financing
mechanisms addressing forest-related global con-
cerns, particularly those related to climate change.
Although harmonisation between independent ini-
tiatives as an objective may not be realistic and not
even appropriate, improved cooperation and coor-
dination are needed, based on comparative advan-
tages and available financial and human resources.

Payments for Forest Environmental
Services Other than Carbon

Various regulatory, market-based, and other volun-
tary payment mechanisms for forest environmental
services have been introduced over the last decade.
They are already a major source of funding in many
developed countries for conservation of watershed
conservation and biodiversity, but their greatest
potential is in developing countries—particularly in
climate change mitigation and adaptation. The actu-
al development of market-based PES mechanisms in
developing countries has, however, been slow for
several reasons; also the short- and medium-term
potential appears to be limited because of con-
straints related to the policy and regulatory frame-
work, market creation and promotion, engagement
of suppliers, lack of technical and business manage-
ment capacities among forest communities and
landowners, etc. Payment schemes may therefore
have to rely on domestic public sector funding and
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international support, but in the long run, the
prospects for market-based solutions appear bright
if policy and legal issues can be addressed.

Support is needed to generate (i) realistic under-
standing of the possibilities of PES schemes; (ii) neces-
sary preconditions for their effective implementation;
and (iii) needs for financing of upfront investments
in capacity building, information systems, and set-
ting up of appropriate voluntary and regulatory pay-
ment mechanisms with intended equity impacts.
There are also sovereignty issues to be addressed.

Other Emerging Instruments
of Forest Financing

A range of new instruments is being developed to
complement the menu of traditional lending and
equity investment in the forest sector. These include
(i) eco-securitisation and forest-backed bonds, (ii)
forest insurance and re-insurance, (iii) application
of sustainability safeguards, and (iv) corporate-
These
address some constraints such as upfront financing

smallholder/community  partnerships.
of long-term forest investments (particularly planta-
tions) and risk management against natural disas-
ters. Eco-securitisation and insurance are important
strategic instruments that would greatly facilitate
private sector investment in forestry, but with a few
exceptions, they are still at the development stage
and often need external support.

FINANCING NEEDS AND GAP ANALYSIS

Because of great variation in local conditions, esti-
mating financing needs for implementing sustain-
able forest management is difficult. The most com-
prehensive effort to assess financing needs for the
forestry sector has probably been carried out by
UNFCCC (2007), which concluded with the following
indicative estimates for developing countries (Table 1):

TABLE |
Financing Needs

US$billions/year

Opportunity costs for REDD 12.2
Sustainable forest management costs 8.2
Afforestation/reforestation costs 0.1-0.4
Total 21.0

The estimate for afforestation and reforestation
(A/R) in Table 1 does not reflect the entire potential
of this measure in developing countries because it
refers only to lands that are eligible for the CDM
(i.e., that were not forest in 1990). The total A/R
potential is significantly higher.

Notwithstanding the problems related to estima-
tion of financing needs for REDD and SFM, a com-
parison with the existing financial flows reveals a
vast gap in all areas. In addition, the estimates in
Table 1 do not consider investments in capacity
building of governments, smallholders, communi-
ties, and other stakeholders and other upfront
investment costs that would be needed to make for-
est carbon payments work in practice. Furthermore,
climate change adaptation in forests would also
require additional financing.

Geographic Gap Analysis

Most developing countries have some ODA flows to
forests, but there are 30 countries where no source
has been reported. The highest donor presence is
found in South and Southeast Asia. Also Central and
South America are relatively well covered by donor
participation. Africa as a whole and Western and
Central Asia have low levels of country presence by
external financing sources.

Many low-forest-cover countries do not receive
substantial external support in managing and con-
serving their forests or tree resources. Many small or
medium-size countries with still relatively large
forests have only limited external support. A num-
ber of developing countries with high deforestation
rates (above 1 percent per year) have significant
donor presence, but there are a number of them
where external support is absent or limited (e.g., the
Comoros, El Salvador, Mauritania, and Myanmar).
Many countries with high or medium forest cover
(above 40 percent) have only limited presence of
external financing agencies (e.g., Angola, Republic
of Congo, Equatorial Guinea, The Gambia, Guinea-
Bissau, the Democratic People’s Republic of Korea,
Timor-Leste, and Trinidad and Tobago). With a few
exceptions, small island countries do not receive any
support to forests, although their importance in
maintenance of biodiversity, watershed protection,
and adaptation to climate change are often critical.

Some of these gaps are presumably partly
explained by political reasons and partly by weak
governance that does not allow effective participa-
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tion of external bilateral and multilateral funding
agencies in a complex natural resource sector like
forestry, often characterised by strong vested inter-
ests resisting any pressures for policy and institu-
tional reforms.

On the other hand, there are a number of coun-
tries where external funding sources have a particu-
larly strong presence, such as Indonesia, Brazil,
Ethiopia, Kenya, and Vietnam.

Private foreign financing through plantation
investments has gone to a small number of countries
in Latin America and Asia. Foreign investments in
natural forest management are concentrated in for-
est-rich areas in the Congo Basin, the Amazon
Basin, and Southeast Asia. Foreign-owned industri-
al capacity is more broadly invested across countries
in Asia and Latin America, but Africa is clearly lag-
ging behind.

Thematic Areas

A considerable share of forest ODA is allocated to
forest conservation that is compatible with the prin-
ciple of supporting enhancement of global public
goods. In relative terms, SEM outside protected
areas appears to be substantially less supported by
external funding. However, these forests also gener-
ate important public goods, but their maintenance is
not compensated to forest managers. New PES
mechanisms, particularly REDD, have a major
potential in providing financing for SFM, particu-
larly forest conservation.

Financing of forest restoration is likely to remain
a major gap, particularly in arid and semi-arid
regions because of their low competitiveness for
production of wood and non-timber forest products
(NTFPs) and for PES schemes because of low carbon
intensity, but their potential contribution to co-ben-
efits (other aspects of SEM) is often substantial.

The upstream investment in policy reforms,
capacity building, and other national measures of
the NLBI appears grossly insufficient. PES schemes
will not remove this constraint because their focus is
on payment upon performance of the environmen-
tal service.

Private sector financing will be able to take care
of most of the investment needs of productive fast-
growing plantation development in those countries
that have a comparative advantage and adequate
investment climate. Trade-related initiatives like
forest certification and the EU Forest Law

Enforcement, Governance, and Trade (FLEGT) will
assist producers to internalise SEM costs in product
prices, but this process will take time as long as low-
cost competition continues from illegally and
unsustainably produced products and the market
share of certified products remains limited.

A whole range of activities are needed to achieve
sustained financing of forest management for envi-
ronmental services and various forest products and
services. The long-term scenario should be that
these two main income-earning sources could be
able to ensure that SFM becomes gradually self-
financing. To achieve this goal, new instruments
require substantial initial upfront investment to
develop and pilot suitable modalities in specific
country conditions.

Required investments in areas that are central to
SFM implementation, including new instruments like
REDD and other PES schemes, include (for example):

B Implementation of measures to shift agribusiness
companies and landowners away from clearing
of rain forests toward planting on non-forest
lands, including improvement of agricultural
productivity

B SFM-based production of timber and non-tim-
ber forest products

B Establishment and effective implementation of
adequate forest ownership/use rights for com-
munities, smallholders, and forest dwellers

B Land-use zoning and planning in forest areas

B Complementary investments in non-forest-sector
programmes (agriculture, transportation, mining,
energy, etc.) to ensure adequate forest protection

B Building institutional, legal, and technical capac-
ities of governments and private and communal
forest stakeholders

B Improving forest governance and forest sector
transparency and control

B Restoration of degraded forest ecosystems and
plantations

B Improvement and restructuring of forest-based
industries

B Rural development, social services, infrastruc-
ture, and administration and management skills
of forest communities

B Development of innovations and research

B Implementation of market-based and other vol-
untary mechanisms

B Protection of forests against fires, pests, diseases,
and other external threats
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TABLE 2

Investment Potential in Developing Countries

Deforestation rate/
relative forest cover

Low-forest-cover countries

High-forest-cover countries

Countries with high
deforestation rate

REDD: high/medium potential
SFM: low/no potential

A/R: high potential
Restoration: high potential

REDD: high potential
SFM: high potential

A/R: high potential
Restoration: high potential

Countries with low
deforestation rate

REDD: low/no potential

SFM: low/no potential

A/R: high potential
Restoration: medium potential

REDD: medium potential
SFM: high potential

A/R: low/medium potential
Restoration: low potential

Countries with zero
deforestation/increasing
forest area

REDD: no potential
SFM: low potential

A/R: medium potential
Restoration: low/medium potential

REDD: no potential

SFM: high potential

A/R: low potential
Restoration: low/no potential

Source: Author.

Investment Potential

A qualitative attempt to characterise investment
potential in developing countries is given in Table 2.
It illustrates where future investment in SFM,
REDD, afforestation and reforestation (A/R), and
forest restoration could be directed.

GOVERNANCE ASPECTS OF
INTERNATIONAL PROGRAMMES AND
FINANCING ARRANGEMENTS

There are two basic partnership models: sharehold-
er and stakeholder. Both theory and practice sup-
port the view that a shareholder model of corporate
governance may promote efficiency at some cost to
legitimacy and that a stakeholder model, while
increasing legitimacy, may face collective action
problems when the number of participants is large
and the cost of organising diverse interests to pursue
a common goal is high relative to the expected ben-
efit. There appears to be an on-going shift in more
recent international forest programmes towards the
stakeholder model to improve relevance, ownership,
fairness, and accountability, but it is often difficult
to balance legitimacy and efficiency.

MAIN FINDINGS

There is a need for substantial new and additional
funding from all sources to support SFM and make
the NLBI implementation effective on the ground.
Although many new promising mechanisms and
sources are emerging, so far there is no serious delib-
eration to define and develop a SEM-specific fund-
ing mechanism or instrument.

Although ODA for forests appears to have a
modestly increasing trend in the past few years, the
gap between the needs and funding is still very wide.
ODA to forests has increased only in the case of a
few bilateral donors and some multilateral financing
institutions. The sustainability of increased ODA is
therefore not assured. To make progress to achieve
GOF4 in mobilising more resources, concerted
efforts are needed from both donor and recipient
countries. ODA should play a substantially stronger
role in future forest financing. Increased contribu-
tions, including to sectoral aid programmes and pol-
icy development lending, would be needed in future
forest financing to ensure that the financing gap is
not expanding further. Because of other pressing
priorities in national development, the forest sector
in many developing countries will continue to face
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challenges in mobilising new public funding for
forests. Without explicit linkage with forests in
poverty reduction strategies and broader national
development plans, there is unlikely to be an
increase in explicit demand for, and thereby supply
of, ODA to forests. Contribution of forests to pover-
ty reduction and dependency of the poor on forests
need further clarification to justify allocation of
ODA to forests (including budgetary support).

The Principles of the Paris Declaration on Aid
Effectiveness are not yet adequately applied to align
and harmonise ODA to forests, resulting in high
transaction costs for both donor agencies and recip-
ient countries. Only national leadership to coordi-
nate various financing sources and external initia-
tives can ensure adequate coordination and
effectiveness of external public funding to forests.

National forest programmes provide a useful
framework for donor harmonisation and in-country
coordination of external financial support to
forestry, but only in a small number of countries do
they appear to be integrated with broader national
development and poverty reduction strategies.
There is probably a need to improve implementa-
tion of the nfp concept, based on the accumulated
experience, to strengthen the quality of analytical
work in the elaboration of nfps and their financing
strategies. This would clarify where the gaps are to
meet the country-level priorities of SFM and imple-
mentation of the NLBI national measures for facili-
tating mobilisation of additional funding.

There are indications that more financing is like-
ly to be available for those countries where there is
effective demand for forest financing and where the
national legal and policy framework and governance
conditions enable investments by both the public
and the private sectors. It is indeed the national-level
conditions that will largely define how much exter-
nal financing will be provided to SEM and associat-
ed downstream activities.

Success in raising necessary funding for SEM from
private sources will largely depend on (i) the markets
for forest goods and services and how forest owners
and communities and the other actors in the private
sector can be made to invest in sustainable operations
and (ii) whether the competitiveness of forests as a
land use can be ensured against alternative uses. To
achieve this on a country level, there should be a con-
ducive policy environment for SEM, and private sec-
tor actors (including smallholders and communities)
should have access to adequate funding resources.

Without establishing secure land-tenure and
forest-use rights, it is unrealistic to assume that the
private sector, local communities, and smallholders
will invest in SFM. Reform processes are politically
sensitive, technically complex, and resource
demanding. Implementation tends to be slow, even
within an adequate legislation, if the relevant
administration cannot be effectively mobilised to
implement the will of legislators. This has been fre-
quently underestimated in externally funded pro-
grammes and projects to improve land tenure.

Changing the investment climate to provide
enabling conditions for both private and public
investment as a means to fill part of the SEM financ-
ing gap requires addressing both extra-sectoral and
forest sector constraints. Addressing the former can
rarely be driven by forest sector interests and needs
a high-level political commitment. The key sectoral
issue in many countries is weak forest governance,
which acts as a barrier for both private and public
financing. There is a need to assess and monitor
national forest sector investment climate to ensure
systematic efforts for necessary improvements.

Market-based mechanisms have significant
potential to generate financing through payments
for forest environmental services, but these mecha-
nisms cannot work effectively without a regulatory
framework and the government’s promotional role.
They also need significant upstream investment
because their payments are made upon perform-
ance. This constraint should be addressed when PES
schemes are developed.

Appropriate integration of forests into the future
climate change regime and its financing instruments
will be critical for substantial increase in funding
volumes to forests. However, for forest-carbon-
financing instruments to become prevalent, a num-
ber of conceptual, policy, and administrative com-
plexities (e.g., additionality, incrementality, and
governance) will need to be resolved first.

Furthermore, although it is encouraging to note
that some forest services—in particular, climate
change mitigation—have potential to mobilise
increased funding for forestry, it is important to
ensure that the holistic approach of SEM, including
its social, environmental, and economic objectives,
are not compromised by a narrow focus on a single
commodity or service of forests, such as (for exam-
ple) carbon sequestration.

The recent experience on biofuels shows that lack
of adequate consideration of impacts on society and
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the environment plus equity issues in the design of
new financing instruments may backfire. This
should be avoided in the case of REDD schemes
through adequate analytical work, planning, piloting,
and awareness raising to create realistic expectations.

In the design of new financing instruments for
filling the existing funding gaps for SFM, there is a
need to strive for simple practical solutions that can
be improved over time with accumulating experi-
ence. Piloting is therefore crucial to allow adequate
testing of alternative modalities. Perfection in the
initial design of new instruments is often the worst
enemy of success.

The main thematic bottleneck is financing of
mainstream upfront investment on all aspects of
SEM, while conservation and capacity building are
already covered from a variety of sources, albeit not
to a required extent. Access to funding of such
mainstreamed upfront investment will be critical in
developing countries so that they can make progress
towards a higher degree of self-financing of SFM.
This self-financing as an objective would be based
on revenue generated for forest owners and man-
agers from forest goods and services, including pay-
ments for global public goods generated by forests,
as appropriate in local conditions.

In view of the existing and emerging financing
flows, major geographic gaps appear to be in low-
forest-cover countries and least developed coun-
tries. These gaps are strategically important because
significant opportunities for maintenance and
enhancement of global and local public goods from
forests remain untapped while the ecosystems of
these countries are being degraded. Development of
new financing instruments should consider address-
ing these gaps.

Building up the necessary country capacity
would also require additional investment that the
current and emerging instruments are not yet suffi-
ciently addressing. For forest actors and other stake-
holders as recipients, access to funding sources and
transaction costs are crucial. The currently available
funding sources have not adequately considered this
because their design is usually driven by internal pri-
orities and procedures.

There is an urgent need to improve transparency
of external forest (and related) financing from all
sources to developing countries. This has been long
overdue and has contributed to the slow progress in
reaching a consensus on options to mobilise ‘new
and additional’ financial resources for SEM.

Strengthening of International
Financing for SFM

There exists a rapidly evolving forest-related financ-
ing architecture at the international level that is
partly targeted specifically at sustainable forest man-
agement and partly at enhancing the contribution of
forests to climate change mitigation and conserva-
tion of biological diversity. The ‘portfolio approach’
for forest financing therefore exists because various
funding needs of developing countries for SFM are
already being financed from a variety of sources.
However, the currently available funding sources are
inadequate for SFM because of limitations in focus,
availability, accessibility, and volume of finance.
Further efforts are required to better utilise the exist-
ing funding sources and mechanisms and to expand
them by creating new financial instruments to fill
the existing gaps.

The international-level policy environment relat-
ed to new funding sources that are targeted at
forests, or can support SEM, is constantly evolving.
In spite of all existing and emerging financial instru-
ments and sources, with their potentials and limita-
tions, the feasibility of a new ‘voluntary global finan-
cial mechanism’ for SFM (as called for by the
Economic and Social Council [ECOSOC] resolution
2007/40) will continue to be a critical political and
policy question. Because the currently available
funding sources can address only part of the funding
needs of SFM and NLBI implementation, the inter-
national community should consider whether a spe-
cific new SEM/NLBI-targeted instrument or mecha-
nism can be set up to increase financial resources in
a systematic and predictable manner.

There are several options for new SFM-targeted
funding, including those under development. One
example is a broad-based Forest Investment
Program along the lines being planned under the
Strategic Climate Fund. It could embrace the key
multilateral financing institutions and draw on suf-
ficiently large funding flows to be channelled to SFM
in developing countries through a variety of instru-
ments, including grants, credits, guarantees, etc.;
however, it is noted that it is unlikely that one single
funding instrument would be sufficient to fully meet
the needs of SFM and NLBI implementation.

Various recent funding initiatives related to
forests suggest that the tendency is towards more
fragmentation, rather than consolidation. This is a
cause of concern for donors, recipient countries,
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and their beneficiaries, as well as existing interna-
tional organisations working in the financing area.
There is a risk for overlapping mandates, lack of
recognition of competitive advantages, confusion
among potential providers of funding to new initia-
tives, and unhealthy competition for ‘good’ projects.
There is a need to harness synergies between various
financing mechanisms and instruments in climate
change, biodiversity, land degradation, and sustain-
able forest management. In view of the independent
nature of various financing bodies and sources and
the fact that forests are often just one of the financ-
ing windows in many cases, it is unrealistic to
assume that the various components of the forest
financing ‘portfolio’ could be forged under a single
management structure. However, the current coop-
erative arrangements should be strengthened.

On a country level, enhanced coordination
would require integrating instruments such as
national forest financing strategies and exchange of

information that could be arranged through appro-
priate arrangements led by governments. In addition,
adequate country capacity should be built up to make
full use of the increasingly diversified and complex
external and internal funding instruments for forests.

The world’s forests are a multi-functional natural
resource that, when managed sustainably, can meet
the various needs of society in spatial and temporal
terms (i.e., local, national, and global, as well as
present and future generations). To maintain and
enhance the goods and services provided by forests,
international-, national-, and local-level action to
implement the global commitment to SEM (as
expressed in the NLBI) is paramount. It is equally
important that appropriate means of implementa-
tion, especially financial resources, for sustainable
forest management—and thus for the NLBI imple-
mentation—are made available. Further clarity on
how this can be achieved is urgently needed to make
progress on the ground.
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CHAPTER ONE

1.1 BACKGROUND

The Economic and Social Council (ECOSOC),
through its resolution 2007/40, recommended that
the General Assembly adopt the non-legally binding
instrument (NLBI) on all types of forests; the
General Assembly did adopt the NLBI on 17
December 2007 (Resolution 62/198). As a part of the
ECOSOC resolution on the NLBI, it has also decid-
ed the following:

B To develop and consider, with a view to adopting
at the eighth session of the UN Forum on Forests
(UNFF), a voluntary global financial mechanism/
portfolio approach/forest financing framework
(GFM/PA/FFF) for all types of forests, aiming at
mobilising significantly increased new and addi-
tional resources from all sources, based on exist-
ing and emerging innovative approaches, also
taking into account assessments and reviews of
current financial mechanisms, to support the
implementation of sustainable forest manage-
ment, the achievement of the Global Objectives
on Forests (GOFs), and the implementation of
the non-legally binding instrument on all types
of forests

B That the Forum
resources, convene before its eighth session an

should, within existing

open-ended ad hoc expert group (AHEG) meet-
ing to develop proposals for the development of
a voluntary GFM/PA/FFF and invite the

Collaborative Partnership on Forests (CPF) to
assist in the development of these proposals

The eighth session of the Forum (20 April
through 1 May 2009) will consider ‘Means of
Implementation (Mol) for sustainable forest man-
agement’ as a separate agenda item and consider,
inter alia, a decision on a voluntary GFM/PA/FFF
for sustainable forest management (SFM).

Given the critical importance of the funding issue
for the effective implementation of NLBI, in
response to the request from the UNFF Secretariat
(UNFES), the CPF members formed an Advisory
Group on Finance (AGF), comprising the represen-
tatives from the Food and Agriculture Organization
(FAO), the Global Environment Facility (GEF)
Secretariat, the International Tropical Timber
(ITTO), the United Nations
Framework Convention on Climate Change
(UNFCCC) Secretariat, the UNFFS, and the World
Bank (WB) to support the substantive preparations
for the AHEG and the eighth session of the UNFF.
At its second meeting, held in Bonn on 13 February
2008, the AGF concluded that the NLBI should serve
as an umbrella framework under which to consider

Organization

financial issues. For this, an analytical mapping of
needs and available sources and mechanisms for
funding should be conducted, based on the provi-
sions of the NLBI, including national measures,
international cooperation, and the Global

Objectives on Forests (GOFs).




1.2 OBJECTIVES

The study is intended to provide a systematic and
objective analysis of the funding sources and gaps
vis-a-vis the NLBI, including GOFs, national meas-
ures, and international cooperation. The purpose is
to provide an overall picture of forest finance in the
context of the NLBI, focusing primarily on external
sources. In addition to clarifying the contribution of
the existing sources, the study attempts to review
existing, potential, and evolving sources/mecha-
nisms of funding (in particular, new developments
in the climate change regime relating to forest
finance).

As a mapping exercise, the study is aimed at iden-
tifying thematic areas and geographic regions or
country groups that are already covered by existing
financing sources and mechanisms, and those where
there are gaps.

As ancillary objectives, the study also explores
lessons learned and briefly reviews governance
arrangements in the existing financial mechanisms
to provide background information for considera-
tion of a voluntary GEM/PA/FFF for sustainable for-
est management.

Based on the conclusions of the study, some sug-
gested options for action are presented. Those
actions are targeted at the members of the UNFF
and stakeholder groups focusing on how the identi-
fied gaps could be covered and how the existing and
emerging financial flows and mechanisms could be
improved to implement the NLBI in the achieve-
ment of the GOFs.

1.3 DATA AND METHODOLOGY

The study approach is summarised in Figure 1.1.

1.3.1 Data

Sources of Data

The study is based on existing global- and regional-
level data sources, as well as various donors, interna-
tional financial institutions, and other databases on
funding sources related to, or with potential to,
finance SFM activities in countries. FAO has recent-
ly updated the CPF Sourcebook on Funding for

FIGURE 1.1
Study Approach
Objectives
v v
Analysis Country grouping
of NLBI elements indicators
! ¥
Supply of external financing Demand for financing
Survey of ODA flows and Analysis of PRSPs and
other existing sources assistance strategies
Emerging instruments National financing strategies
- Climate related
- Other
Gap analysis
- NLBI thematic areas
- Countries and country groups
| Lessons learned and governance aspects |
| Conclusions and options for action |

Source: Author.
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Sustainable Forest Management, which was a useful
source of information, as well as the data provided
by the Organisation for Economic Co-operation and
Development/Development Assistance Committee
(OECD/DAC). The study also relied on the earlier
work carried out on the subject (e.g., El Lakany,
Jenkins, and Richards 2007; Savcor Indufor 2006)
and the outputs of the various expert meetings and
workshops,! the European Tropical Forest Resource
Network’s (ETFRN’s) publication on forest financ-
ing (Holopainen and Wit 2008), reviews and evalu-
ations of the existing financing mechanisms (WB,
GEF, the Critical Ecosystem Partnership Fund
[CEPF], etc.), and various other sources (including
recent work carried out on financing and reduced
emissions from deforestation and forest degrada-
tion [REDD] under the UNFCCC and the
Convention on Biological Diversity [CBD]) were
also drawn on.

There is limited information on the needs of
financing for SEM among developing countries. A
stock-taking effort was made to collect information
on the poverty reduction strategies (PRSs), country
assistance strategies (CASs), and national forest
financing strategies to gauge demand for official
development assistance (ODA) for forests.

The available information on domestic forest
financing flows is even more limited than that on
external sources. There is, however, a general view
that domestic sources (including in-kind contribu-
tions of forest owners, farmers, and forest commu-
nities) provide the bulk of funding for SFM in devel-
oping countries (e.g., El Lakany, Jenkins, and
Richards 2007; Savcor Indufor 2006; Tomaselli
2006; UNFCCC 2007; etc.). Assessment of domestic
sources was not conducted in this study because of
time constraints. Further work based on country

1. The Proceedings of the Oslo (2001) Workshop on
Financing Sustainable Forest Management; the UNFF Ad Hoc
Expert Group on Finance and Transfer of Environmentally
Sound Technologies, 15-19 December 2003, Geneva; the
International Expert Meeting on Innovative Financial
Mechanisms: Searching for Viable Alternatives to Secure Basis
for the Financial Sustainability of Forests; the Country-Led
Initiative in support of UNFFS5, held in Costa Rica in 2005; the
Regional Workshop on Financing Strategies and Mechanisms
for Sustainable Use and Conservation of Forests in Latin
America, held in Brazil in November 2005; and the Country-
Led Initiative on Financing for Sustainable Forest
Management, in support of the UNFF, held in Suriname in
September 2008.

case studies could be an appropriate approach to
tackle this issue through a separate effort. However,
it is recognised that the lack of information on
domestic financing sources is a major weakness of
this study, and therefore an overall picture of the
financing situation of SFM still remains to be
established.

Survey on ODA Flows

One of the key pieces of information that is current-
ly missing is the volume and trends in the existing
ODA to forests/forestry. In an earlier survey (Joshi
1999; Madhvani 1999), only seven donor countries
and a few multilateral organisations were able to
provide such data. For this reason, a survey among
bilateral agencies and multilateral institutions was
carried out to obtain up-to-date information on the
ODA flows into forests. This proved to be a highly
complex exercise because (i) there are differences in
the thematic coverage of national data (e.g., whether
forest conservation is included or not); (ii) at least
one country included concessional bilateral credits
and loans in its data, which were generally excluded;
(iii) forest components are often piggybacked into
broader programmes and projects, and they are not
easily separable; (iv) there are data gaps and also a
risk of double-counting of ODA flows going through
the multilateral organisations; (v) in many donor
databases, forestry is not coded as a specific sector of
intervention; and (vi) data have not always been
consolidated and need to be compiled from project-
level information, which is difficult to interpret.

In view of the very short period programmed for
the study, only the following information was
requested from about 30 involved agencies: (i) total
volume of financial flows to forests; (ii) trends in
the volume of forest financing since 2000 and
expected future trends; (iii) forest financing by the-
matic area; and (iv) forest financing by recipient
country. The information received was not always
consistent and comparable, and there were several
important gaps. However, the results may be con-
sidered a reasonable basis for mapping an estimated
supply of forest ODA.

It is important to note the two concepts used in
discussing the results: (i) forestry ODA, referring to
what has been classified by OECD/DAC under sup-
port to the forestry sector, and (ii) forest ODA,
which includes both forestry ODA and support to
forest conservation.
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1.3.2 Methodological Aspects

Regional and Country Grouping

A set of indicators were tentatively identified to be
used in grouping countries, sub-regions, or regions.
They covered (i) climatic factors (tropical/non-trop-
ical; humid/semi-arid/dry), (ii) characteristics of
forest resource (natural/planted, extent of produc-
tion forest cover, rate of change of forest cover), (iii)
social indicators (e.g., population density, poverty,
gross domestic product [GDP] per capita, non-state
forest ownership), (iv) economic aspects (e.g., total
GDP, net exporters/importers in forest products,
degree of national indebtedness), and (v) environ-
mental indicators (protected areas, threatened
species, forest carbon stock). For each indicator, cat-
egories were established for grouping of countries.
Time did not allow carrying out a proper cluster
analysis; therefore, only six indicators were used: (i)
income level, (ii) degree of national indebtedness,
(iii) net trade in forest products, (iv) forest share of
the total land area, (v) change in forest cover, and
(vi) protected area share of the total forest area.
These indicators tried to capture key elements of the
external support needs for SEM in developing coun-
tries. Because it was not possible to elaborate con-
solidated quantitative data on forest funding flows
by recipients, the analysis was based on the presence
of bilateral and multilateral funding sources in indi-
vidual countries.

Gap Analysis

Ideally, the gap analysis for the NLBI implementa-
tion should be based on the following elements:

B Assessment on the availability and scope of cur-
rent funding sources/mechanisms in relation to
specific elements of the NLBI and their thematic
grouping.

B Review of the
sources/mechanisms of funding (in particular,

existing and evolving
new developments in the climate change regime
relating to forest finance and assessment of their
potential to contribute to the financing of the
NLBI implementation and SEM).

B Geographically aggregated existing and anticipat-
ed sources of funding for the various countries
according to multiple criteria on forests, as well
as economiic, social, and environmental factors.

B Identification of the needs of financing for the
NLBI implementation and SFM by domestic and
external and by public and private sources.

B Opverlaying the above information on financing
sources, coverage of financial flows by thematic
area and country group, as well as in-country
specific financing needs for individual measures.
This would reveal funding gaps by thematic areas
(e.g., NLBI element), by type of activity, and by
regional/country group (e.g., Africa, low-forest-
cover countries [LFCCs]).

It proved to be impossible to obtain adequate
information on the above elements to carry out a
comprehensive quantitative assessment. Therefore,
the study’s gap analysis is qualitative and indicative
by nature. The results also draw on some recent gap
analyses (e.g., UNFCCC 20070;, World Bank 2008a;
Blaser and Robledo 2007; GEF/Global Mechanism
[GM] [undated], etc.).

FINANCING OF NLBI IMPLEMENTATION
AND SUSTAINABLE FOREST
MANAGEMENT

1.4 IMPLEMENTATION MEASURES

The NLBI text provides a set of comprehensive
actions to be taken by governments to achieve the
Global Objectives on Forests (GOFs). Because the
text is an outcome of several years of intergovern-
mental negotiation, reaching a consensus has some-
times influenced the clarity of the text. There is also
some element of repetition, which is not necessarily
helpful for the clarity of the text.

Financing is a cross-cutting issue in the NLBI. It
is specifically addressed in the GOF4, which calls for
reversing the decline in ODA for SFM and mobilis-
ing significantly increased new and additional finan-
cial resources for the implementation of SFM. This
implies more ODA to forests than is presently pro-
vided. ‘New and additional’ resources can be inter-
preted as funds that are not part of the existing total
ODA flows (i.e., not reallocation of more funds to
forests from the existing ODA flows). This raises the
issue of how (for example) carbon financing and
other newly emerging instruments receiving fund-
ing from the public sector in the donor countries
will be classified and whether these instruments may
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crowd out existing ODA flows and may not there-
fore be ‘additional’. (These questions are outside the
scope of this study because they need interpretation
at a political level.)

The NLBI calls on countries and the internation-
al community to undertake a range of finance-relat-
ed tasks:

B Create enabling environments to encourage
investment by multiple stakeholders, including
the private sector and local and indigenous com-
munities (NLBI item 6(h)).

B Develop strategies to outline short-, medium-,
and long-term financial planning for achieving
SEM (6(i)).

B Establish and strengthen partnerships and joint
programmes for implementing SFM (6(m)).

B Mobilise and provide significantly increased new
and additional financial resources from all
sources (7(b)).

B Raise the priority of sustainable forest manage-
ment in national development plans and other
plans, including poverty reduction strategies, to
facilitate increased allocation of official develop-
ment assistance and financial resources from
other sources (7(c)).

B Develop and establish positive incentives to
reduce the loss of forests; to promote reforesta-
tion, afforestation, and rehabilitation; to imple-
ment SFM; and to increase the area of protected
forests and other areas of SFM (7(d)).

B Support countries to develop and implement
economically, socially, and environmentally
sound measures that act as incentives for SFM

(7(e)).

Analysis of the NLBI text reveals that some
national measures contain several distinguishable
topics while others are expressed in fairly generic
terms. The action targeted at the parties of the NLBI
is frequently characterised by expressions like ‘pro-
mote’, ‘encourage’, ‘improve’, ‘strengthen’,
‘enhance’, ‘integrate’, and ‘support’. There are fewer
elements that are more explicit in terms of action
required (e.g., ‘develop’, ‘implement’). There are no
specific references for actual financing or invest-
ment to be undertaken by the government, and the
emphasis is given to creating enabling conditions
through adequate policy/legal framework. On one
hand, this can be taken as an expression of the ‘new’

role of the government in the forest sector, which

emphasises action and investment to be undertaken
by other stakeholders such as the private sector. On
the other hand, under the national measures, gov-
ernments are called upon to develop national
financing strategies that should address the needs
for funding to achieve SFM and cover all the possi-
ble sources of financing.

Examples of possible activities subject to funding
were identified under each NLBI national measure
(Appendix 1.1). These activities often include ana-
Iytical work (for policy development and planning);
elaboration of plans; organisation of participatory
processes; design, testing, and implementation of
specific new instruments (C&I, voluntary certifica-
tion standards, incentive schemes, etc.); education;
training; research; etc.

NLBI’s provision for national measures and
international cooperation cover to a large extent the
same topics in a complementary manner (e.g., poli-
cy development, forest governance, capacity build-
ing, and financing), but the latter contain several
additional elements (e.g., international trade, col-
laborative partnerships, technology transfer, and
information and communication technology).

Many national measures are cutting across the
first three GOFs, but a few elements refer to a spe-
cific Global Objective. The GOF4 (reversing the
ODA flows) is different in character, being specific
to a tool and emphasising one source of external
financing. It is the only GOF that is defined in terms
of an instrument and not as a broader outcome of
the NLBI (like the other three GOFs).

It is also noted that the NLBI national measures
and international cooperation may be considered as
necessary elements for achieving the GOFs, but they
are not sufficient. The outcome will depend on the
action to be taken by all forest stakeholders within
the framework provided by the NLBI implementa-
tion.

1.5 SUSTAINABLE FOREST MANAGEMENT
AS A FINANCING OBJECT AND
CLASSIFICATION OF SOURCES

The dual nature of SFM derives from the fact that
both public goods (at global and national/local lev-
els) and private profit can be generated by forest
management; the former from forest-based services
such as biodiversity or climate mitigation and the
latter from timber and non-timber forest products.
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This is both a challenge and an opportunity for
financing of SFM. Sharing of benefits and costs
between the public sector and the owner in a pri-
vately owned forest management unit varies, inter
alia, according to the type of forest resource and the
chosen combination of management objectives (del
Castillo Cueva 1999). In the traditional situation,
the private sector pays the costs of its own benefits,
and subsidies can be used to compensate for the
public goods that are produced in their lands. These
costs are therefore borne by the entire society. This
can be changed if non-market benefits are compen-
sated by beneficiaries who can be local, national, or
international. In this situation, a payment for envi-
ronmental services (PES) can be market based or
funded through other arrangements.

PES schemes constitute a new market-based
source for forest financing that is captured from the
revenue of services sold or compensated by national
or international sources that may be private or pub-
lic and domestic or international. PES is based on
performance of the forest owners and managers in
generating the agreed public goods, and their costs
may be additional expenditure or forgone lost rev-
enue. In an ideal situation, two main advantages can
be achieved through PES: (i) more equitable sharing
of costs of public goods and (ii) more predictable
financing flow than through budgetary payments,

which are always subject to change in political prior-
ities. Additional revenue for forest owners and man-
agers should be sufficient to justify investments in
the maintenance or enhancement of forest-based
public goods. There is no general optimum financ-
ing strategy for financing of SFM, which needs
always to be worked out in specific country/local sit-
uations. There are great expectations for market-
based PESs to become a substantial source of financ-
ing for SFM because they can internalise costs and
benefits of maintenance of global and local public
goods provided by forests.

Forest financing sources have been typically clas-
sified into public or private and national or interna-
tional (Table 1.1). Domestic public funding may
come from general government revenue and revenue
from state-owned forests. Private sources consist of
forest owners, communities, the forest industry,
philanthropic funds, and donors, as well as non-gov-
ernmental organisations (NGOs) of various types
(environmental, social, religious, etc.). In the case of
many NGOs, funds are raised from external sources.

International public sources include bilateral aid
agencies and multilateral financing institutions.
Private sources are diversified, consisting of institu-
tional and individual investors, the forest industry,
and various NGOs and civil society organisations
(CSOs).
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TABLE 1.1

Overview of Forest Financing Sources

Financing sources

Domestic

International

Public Governments

Investments by national and local
governments through subsidies,
soft loans, non-monetary
incentives, and direct investment

m Bilateral ODA (grants, recoverable
grants, concessional loans, etc.)

m Multilateral ODA institutions: IDA, GEF,
ITTO, FAO, UNEP, UNDP, GM, and
regional development banks (grants,
investment lending, investment
guarantees)

m Multilateral targeted programmes:
PROFOR, FLEG, CGIAR, BPF, and NFP
(grants, co-financing)

m Multilateral financial institutions: IFC,
IBRD, and regional development banks

Private Forest industry

Direct investments (including
small and medium-size enterprises
[SMEs])

m Foreign direct investment (FDI)

Financial
institutions and
institutional
investors

Short- and long-term credit
Portfolio investment
Targeted credits

Insurance and re-insurance

® Short- and long-term credit
m Portfolio investment

m Export credits

m Guarantee instruments

m Insurance and re-insurance

Philanthropic

Financial support to national
NGOs and targeted beneficiary
groups

m Financial support to international NGOs
and targeted beneficiary groups

Conservation
NGOs (self-
financing)

Financial support to national
NGOs and targeted beneficiaries
(project funding)

® Financial support to international NGOs
(programme/project funding)
m Twinning arrangements

Other NGOs and
CSOs (self-
financing)

Financial support to national
CSOs and targeted beneficiaries
(project funding)

® Financial support to international CSOs
(programme/project funding)
m Twinning arrangements

Payments for environmental
services (PESs)

Watershed protection payments
Carbon payments

Fresh water supply payments
Nature-based/eco-tourism
Landscape, recreation, and other
payments for forest services

m Carbon payments (regulatory and
voluntary market)

m Biodiversity

m Nature-based/eco-tourism

m Bioprospecting

Sources: Moura Costa et al. (1999); Sander, pers. comm., author’s elaboration.
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CHAPTER TWO

t is difficult to gauge the potential demand for

ODA to forests because it is influenced by the

developing countries’ development priorities at
macro and sectoral levels and by the available sup-
ply. This study tried to explore three avenues to
obtain some information on factors influencing
ODA demand to forests: (i) inclusion of forests in
poverty reduction strategy papers, which the coun-
tries prepare for their own strategic purposes and
also for the basis of their negotiations on future
ODA with donor agencies; (ii) inclusion of forests in
donors’ CASs and donor aid policies to explore
whether there is an element of supply push in the
demand; and (iii) analysis of national forest financ-
ing strategies, national forest action plans, and sim-
ilar instruments that provide information on how
the recipient countries perceive the role of ODA and
external resources in their overall financial planning.

2.1 FORESTS IN POVERTY
REDUCTION STRATEGIES

Poverty reduction strategy papers (PRSPs) are a
planning instrument established by the World Bank
(WB) and the International Monetary Fund (IMF)
in 1999 as a requirement for concessional assistance
from the WB through the International Development
Association (IDA) and from the IMF through the
Poverty Reduction and Growth Facility. Many bilat-
eral donors also refer to PRSPs when they carry out

consultations with individual countries on their
future commitments. PRSPs are prepared by gov-
ernments of low-income countries, but many other
countries have also prepared such strategies to guide
their overall efforts of development and poverty
reduction. In designing PRSPs, governments assume
a high level of ownership (i.e., they clearly identify
their problems and develop priority actions with the
objectives of poverty reduction). The focus is on
outcomes that benefit the poor, with a comprehen-
sive, long-term perspective. The PSRP design
process involves broad participation by stakehold-
ers, including the civil society and the private sector,
and it also engages the coordinated participation of
bilateral, multilateral, and non-governmental devel-
opment partners.

A sample of 43 countries was analysed during the
recent review of the World Bank Forest Strategy
(Contreras-Hermosilla and Simula 2007) to deter-
mine how they addressed forest issues (Appendix
2.1). The review scrutinised whether these PRSPs
contained (i) a treatment of forest issues in the
PRSPs, including a significant analysis of the role of
forests; (ii) an analysis of the main challenges
encountered in the forest sector; (iii) a design of pol-
icy and institutional responses to address these chal-
lenges; and (iv) a coherent strategy of policy and
institutional reforms.

Of the 43 countries, two-thirds (28) had a treat-
ment of forest issues in their PRSPs, including a sig-
nificant description of the various linkages between




TABLE 2.1
Forests in PRSP

Description of Description of Response
linkages between forest sector policies and
forests and challenges and programmes Coherent forest
poverty growth opportunities exist strategy exists
Number of countries 28 24 23 12
Share 65% 56% 53% 28%

Source: Contreras-Hermosilla and Simula (2007).
Note: Table shows total of 43 countries analyzed.

forest resources and their role in supporting the
livelihoods of the poor and contributing to the
economy and to environmental quality (Table 2.1).
However, some of the 15 countries that did not have
a discussion of forests in their PRSPs were ‘forest’
countries having a substantial proportion of their
land area under forest cover (e.g., Bhutan, Cote
d’Ivoire, Indonesia, and Vietnam). Other countries
with no treatment of forest issues in their PRSPs
included some with a relatively small forest area, but
in which forests were clearly important for liveli-
hoods and the environment. In these cases, an in-
depth consideration of forest issues in PRSPs would
have been required (e.g., Ethiopia, Kenya, and
Nigeria)!.

In 24 countries (constituting more than half of
the PRSPs), there was some discussion of the main
challenges facing the sustainable management of
forest resources and opportunities for interventions.
In 23, there was a discussion of policy and pro-
gramme responses to address the challenges and
opportunities identified, but only 12 PRSPs (less
than a quarter) translated these responses into a
coherent strategy of policy and institutional reforms
to improve forest management within the context of
overall poverty reduction strategies.

Forest issues are not yet satisfactorily integrated
in PRSPs, reflecting weak understanding of, or low
political priority given to, forests (or both). Being
totally absent in a third of the countries or treated in
either a partial or an inadequate manner in a major-
ity of them suggests that explicit demand for exter-
nal public financing to forests appears to be limited.

1. In spite of the lack of reference to forests in their PRSPs,
Vietnam has a WB-financed forest project, and Kenya is in the
process of developing one.

This situation reduces opportunities for the World
Bank and other donors in engagement in forests. In
addition, countries’ efforts to reduce poverty are
also constrained by not taking advantage of oppor-
tunities that forest programmes can provide.
However, because PRSPs are a condition to trigger
(for example) WB’s support to low-income coun-
tries, some governments may see the formulation of
their PRSPs as merely meeting a requisite for this
support. Furthermore, the countries may sometimes
have a vested interest to accommodate the priorities
of donors in PRSPs to maximise ODA, rather than
express their true needs and commitment to allevi-
ate poverty. There is an endogenic relationship
between the supply and demand for ODA. Another
factor is that (with the exception of countries with
significant timber production) forestry is rarely
recognised as a separate sector offering a logical
entry point for ODA negotiations.

A cause of concern is that the above results on
weak understanding of the role of forests in poverty
reduction coincide with those of an earlier review of
forest issues in PRSPs in Sub-Saharan Africa®. This
suggests that not much appears to have changed in
this respect during the last several years (Contreras-
Hermosilla and Simula 2007).

2.2 DEMAND FOR FOREST
FINANCING AND DONOR POLICIES
AND ASSISTANCE STRATEGIES

Aid policies of five countries (Australia, France,
Germany, the United Kingdom, and the United
States) were reviewed to understand how they could

2. Oksanen, Pajari, and Tuomasjukka 2003.

FINANCING FLOWS AND NEEDS TO IMPLEMENT THE NLBI



TABLE 2.2

Forests in the World Bank Country Assistance Strategies

Description of linkages
between forests and

poverty growth

Description of forest
sector challenges and
opportunities

Response
policies and
programmes exist

Number of countries 34

Share 64%

23 17
43% 32%

Source: Contreras-Hermosilla and Simula (2007).
Note: Table shows total of 53 countries analyzed.

eventually match with the demand for ODA in
developing countries. It appears that most of the
donors have their own country support strategies
that define the framework for their interventions in
the main recipient countries. References to PRSPs
are frequently made, and all the donor policies stud-
ied® emphasised poverty reduction, environmental
sustainability/conservation, and biodiversity as
overarching objectives. Bilateral donors are also
emphasising global public goods, and climate
change mitigation and adaptation have more recent-
ly become part of the overall assistance objectives?.
There are, however, different interpretations on how
these objectives can be achieved.

Among the countries reviewed, only Germany
has a specific aid strategy on forests>. Specific refer-
ences to forests and forestry are also found in a few
cases, usually in country assistance strategies with
which the donor has a long-established cooperation
in the sector. There appears to be a general shift from
project interventions to more strategic approaches,
including not only strengthening of the policy
framework and the governance structures but also
development of financing instruments. This repre-
sents also a change away from traditional condition-
ality towards new approaches of governance, includ-
ing through markets, new actors, and voluntary
instruments that are all relevant in the forest sector.

It is apparent that demand for bilateral ODA is
strongly influenced by suppliers’ policies because
areas within the donor’s own strategic priorities

3. AFD 2007a, 2007b; AFD 2008; AusAID 2006, 2007; BMZ
2005, 2007; DFID 2006a, 2006b, USAID 2006a, 2006b.

4. USAID 2006a.

5. There are also some other countries with an aid strategy on
forests (e.g., Finland).

tend to get more support. In contrast, the multilat-
eral financing institutions tend to be more demand
driven than bilateral donors. However, they also
influence the demand by means of analytical work,
awareness raising among their clients, and developing
new services (e.g., financing of global public goods).

In many cases, individual donors’ assistance strate-
gies for their partner countries can indicate demand
for ODA. For example, the World Bank’s country
assistance strategies (CASs) contain comprehensive
analyses of the country’s development challenges
and describe the Bank’s overall strategy for support
based on country priorities and the Bank’s compar-
ative advantage. Thus, ODA for forest interventions
is possible only if forests are identified in CASs®.

A sample of 53 CASs (Appendix 2.1) has been
reviewed to find out whether (i) the CAS made sig-
nificant reference to forest issues, (ii) there was an
action plan for the sector, and (iii) there were forest
components in the CAS investment plan and/or pri-
ority matrix (Table 2.2).

Two-thirds (34) of the CASs included analysis of
the interactions between forest resources and pover-
ty alleviation, environment quality, and sustainable
economic development. However, these analyses
resulted in only 23 cases having any discussion of
possible activities to improve the contribution of the
sector to these strategic goals. Only 17 CASs consid-
ered specific actions in their investment pro-
gramme. Thus, less than half of the CASs contem-
plated forest-specific actions and less than one-third
considered these actions important enough to
include them as part of the assistance strategy.

6. CASs for low-income countries are expected to use PRSPs as
a basis, but they are not necessarily expected to cover the same
areas of intervention because PRSPs are broader than CASs.
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This analysis is limited to the World Bank lend-
ing programme, which is a limitation because not all
countries are interested in borrowing to forestry,
particularly if there is sufficient grant-based funding
available from other sources.

2.3 NATIONAL FOREST FINANCING
STRATEGIES AS TOOLS TO PROMOTE
DEMAND FOR SFM FINANCING

National forest programmes (or similar instru-
ments) are tools for, inter alia, defining forest poli-
cy, how it will be implemented, and how necessary
resources are raised (including financing). The past
approach has often been based on a gap analysis in
which resource-need estimates were compared with
the actual funding flows and the gap was supposed
to be filled by ODA. This mechanistic approach is
being replaced by emphasis on creation of frame
conditions conducive to investment based on the
qualitative characterisation of the needs. The role of
private investments, market-based instruments,
resource ownership and management rights, and
policy reform are increasingly recognised as entry
points (Salmi 2001).

A national strategy for forest financing consists of
an overall vision of all the financial needs and means
to promote the sustainable use and conservation of
forests in a given country according to its policy and
development objectives. The ultimate goal is to cre-
ate enabling conditions for mobilising internal,

external, and innovative resources for implementing
SEM. The strategy should provide guidance to poli-
cy makers and forest stakeholders on how to
finance, in the short and long terms, planned activi-
ties for SFM, taking into consideration the multi-
purpose management of forest resources and
ecosystems (www.fao.org/forestry/44199/en/).

Examples of countries that have developed com-
prehensive forest financing strategies are Guyana,
Tanzania (Box 2.1), and Vietnam. In all these cases,
measures to increase revenue generation from the
forest sector constitute a central element to raise
funding for SEM. With regard to external financing,
both FDI and ODA are typically included, and in the
latter case, sector-wide approaches are called for to
rationalise aid delivery (Salmi and Graig 2001;
Salmi, Nguyen, and Trung 1999; Salmi and Monela
2000). In all the three cases, demand for external
financing has materialised in substantial grant and
loan projects.

A recent survey of 19 Latin American countries
has revealed that the revenue generated from forest
management is too low to make SFM a competitive
option for landowners because of undervaluation of
the multi-functionality of forests. In addition to
timber, multiple sources of revenues from other for-
est goods and services need to be tapped (Savenije
and van Dijk 2008). The emphasis in the region is
generally given to creation of enabling conditions
for private investment and developing new innova-
tive instruments, while ODA’s role is generally con-
sidered catalytic and complementary.

BOX 2.1

Main components of the proposed national for-
est financing strategy:

1. Expansion of revenue base

2. Improvement of revenue collection

3. Promotion of stakeholder involvement and
domestic private sector investments

4. Increasing foreign direct investment

5. Optimising the use of foreign assistance and
increasing the ownership: The aim is a sector
programme approach (sector-wide pro-
gramme) for donor assistance in the forest

Tanzania National Forest Financing Strategy

sector with clearly defined and well-managed
basket funding, thereby reducing the multi-
tude of administrative rules and require-
ments (with special reference to the steps in
project cycle management, reporting, moni-
toring, and evaluation) and a constant in-
flow of various donor and expert missions
demanding a lot of staff time, placing a heavy
burden on the Tanzanian forestry staff, par-
ticularly the senior management.

Source: Salmi and Monela 2000.
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National forest financing strategies have paid less
attention to smallholders, community forests,
SMEs, management of natural tropical forests and
secondary forests, rehabilitation of degraded lands,
informal financing mechanisms, and tools to ensure
that financing goes to sustainable activities (Savenije
and van Dijk 2008). This may also be interpreted as
a gap in country demand. It is increasingly under-
stood that the financing needs of smallholders, com-
munity forests, and SMEs have to be met.
Guatemala is a good example for providing incen-
tives for small-scale forestry and tree planting, which
has led to
approaches within a comprehensive financing
framework (Balsells 2008).

Country demand for forest ODA will critically

experimenting/exploring broader

depend on to what extent national forest pro-
grammes (nfps) and associated forest financing
strategies can influence the national development
plans and policies and (in particular) poverty reduc-
tion strategies (Savenije and van Dijk 2008). Donors
are presently channelling a significant part of the
assistance through budget support, and domestic

systems and procedures should be used as much as
possible for delivering and managing financial
resources to the public sector. Experience has shown
that general budget support does not transform
national political realities, and they cannot be used
as an entry point or lever to enforce policy change,
but the emphasis should be on the process of change
(ODI  2006).
Declaration on Aid Effectiveness should lead to

Implementation of the Paris
reduction in project-based support and to increased
use of programme-based modalities to lower trans-
action costs and strengthen national ownership of
results and accountability. However, the progress
has generally been slow.

Independently from whether the general budget
support can deliver its expected benefits, stakehold-
ers in the forest sector in the recipient countries
have to meet the challenge of clarifying the poten-
tial of forests in the achievement of the national
development goals. As explained in section 3.1 and
demonstrated in Appendix 2.1, only a fairly small
number of countries have apparently been able to
do this.
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CHAPTER THREE

3.1 OVERVIEW

The available information does not allow compila-
tion of a quantitative assessment of all the existing
financial flows for forests from external sources.
Based on the survey data, complemented by the
OECD/DAC statistics' and the United Nations
Conference on Trade and Development (UNCTAD
2007), a partial picture can be established that may
represent the best available summary on external
financing to forests in developing countries (Table
3.1). It shows that the current annual bilateral and
multilateral flows to forests amount to about US$1.9
billion and that the foreign direct investment to for-
est industries totals about 0.5 billion United States
dollars (US$0.5 billion) (Figure 3.1)2. Information
on private investment by institutional investors,
commercial banks, and export credit agencies is not
available, and neither is it known how much the NGO
and philanthropy sector contributes to forest financ-
ing. The partial information shows that the financing
volumes from these sources have been increasing.

The level of ODA financing to forests includes
about US$700 million for forest conservation®. In
addition, the conservation NGOs and philanthropy
focus on this thematic area in their funding.

1. The OECD/DAC data were used in the absence of replies
from donor agencies.

2. Data on FDI in forestry are not available.

3. Estimate based on GEF and the main bilateral donors that
included forest conservation in their data.

Based on the survey, in 2000-2007, the bilateral
and multilateral financing flows have increased by
almost 50 percent, while the increase has also been
rapid in FDI to the forest industry. There is a con-
siderable annual variation in the financing flows in
the case of many sources that record commitments
rather than disbursements because the decisions on
large projects tend to create wide variations in the
data.

The growth in the external financing flows to
forests has partly been a result of increasing engage-
ment of the multilateral sources as their share of the
total public financing increased from 26 percent to
42 percent during the study period (Table 3.2).

FIGURE 3.1
Multilateral and Bilateral Financing
to Forests in 2000-2007

2000-2002 2005-2007
[] Bilateral ] Multilateral

Source: Appendix 3.1.




TABLE 3.1

External Financial Flows to Forests

Source

2000-2002

2005-2007

US$ millions at 2006 exchange rates and prices

Change (%)

Public sector?
- Bilateral

- Multilateral
Total

Private sector?

- Foreign direct investment

- Other private financing

NGO, philanthropic, and others

959.3
335.0
1,294.3

400.0¢
n.a.

n.a.

1,103.4
806.7
1,910.1

516.04
n.a.

n.a.

+15.0
+140.8
+47.6

+29.0

Increase

Probable increase

a. Appendix 3.1.
b. UNCTAD 2007.

c.2001-2003 (based on Tomaselli 2006).

TABLE 3.2
Bilateral and Multilateral Financing Flows to Forests by Source in 2000-2007
2000-2002 Share % 2005-2007 Share % Change
Sources US$ millions per year | 2000-2002 | US$ millions per year | 2005-2007 %
Bilateral 2006 exchange rates and prices
European Commission 101.2 7.82 115.7 10.48 14.25
Finland 20.3 2.12 12.7 I.15 -3742
France 21.3 2.22 19.3 1.75 -9.17
Germany 130.9 13.65 126 11.42 -3.75
Japan 329 34.29 530.5 48.08 61.25
Netherlands 1.7 11.65 88.5 8.02 -20.81
Switzerland 30.2 3.15 30.6 2.78 1.36
United Kingdom 392 4.09 287 2.6 -26.76
United States 95.9 10 97.6 8.85 1.77
Other 79.5 829 53.8 4.87 -32.40
Subtotal 959.3 100 1,103.40 100 15.02
Multilateral 2006 exchange rates and prices
AfDB 358 10.68 727 9.02 103.24
AsDB 6.9 2.05 12.4 1.54 79.9
GEF 104.1 31.07 109.4 13.57 5.14
IDB 2.1 0.63 9.1 1.13 331.28
ITTO 16.6 4.96 16.3 2.02 -1.78
IFC 78 23.28 324 40.16 315.38
WB 91.5 27.31 262.7 32.56 187.07
Subtotal 335 100 806.7 100 140.8
Grand total 1,294.30 1,910.10 47.57
Bilateral share % 74.12 57.77

Source: Appendix 3.1.
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FIGURE 3.2
Sources of Bilateral ODA in 2000-2007
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Source: Appendix 3.1.

The multilateral sources accounted for three-quar-
ters of the total absolute increase in the aggregate
public flows during the study period. However,
bilateral ODA has also increased, albeit at a slower
rate.

3.2 BILATERAL ODA

3.2.1 Volume and Past Trends

Bilateral ODA to forests mainly comes from rela-
tively few sources (Figure 3.2 and Appendix 3.1).
About 95 percent is provided by nine donors: the
European Community (EC), Finland, France,
Germany, Japan, the Netherlands, Switzerland, the
United Kingdom (UK), and the United States (US)
(Figure 3.2). Japan’s share is overwhelming,
accounting for 48 percent of the total in 2005-2007,
which is significantly higher than in 2000-2002,
when it was 35 percent (Appendix 3.1).

The growth in the bilateral ODA was 15 percent
in the 2000-2006 period. Japan’s contribution
(including forest conservation, as well as conces-
sional loans and credits) increased by 61 percent,
and without it, the total bilateral ODA would have

4. Japan is the only country that has included concessional
loans and credits in its data.

declined by about 9 percent®. Six other donors also
recorded some increase in forest ODA, but only the
EC and US volumes are significant. In all the other
donor countries, the forest ODA declined in real
terms. The declines are largely explained by the
reduced allocation to project and programme fund-
ing and the increasing role of budgetary support, the
sectoral allocation of which is done by the recipient
country. There is also a general trend to consider
forests no more as a self-standing priority, but as
part of the climate change and other environmental
agendas. The poverty link of forests is weakly recog-
nised in country replies of the survey. Another rea-
son to explain reduction in bilateral ODA to forests
is the increasing use of multilateral agencies as chan-
nels because these have a competitive advantage in
those recipient countries where bilateral donors
cannot effectively operate because of governance
constraints (cf. ETFAG 2007).

3.2.2 Comparison between the
OECD/DAC and Survey Data

The survey carried out for this study showed many
inconsistencies in the raw data received, and efforts
were made with many respondents to correct them.
The additional survey was carried out because there
has been a perception that the DAC Credit
Reporting System (CRS), which is routinely used to
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TABLE 3.3

Comparison of Bilateral ODA to Forests and Biodiversity

2003/04

2005/06

US$ millions at 2006 exchange rates

Sector and prices and prices annual average Change (%)
Forests

- Forestry ODA according to DAC? 441.8 455.1 3

- Forest ODA according to the survey data® 972.7 1,075.50 10.6
Biodiversity total 2,125.60 2,686.80 26.4

- Forest biodiversity® 312.8¢

a. Source: OECD (2008a).

b. Does not include all contributions to forest conservation; excludes the EC, which was not included in the DAC data.

c. Source: OECD (2008b).
d.Average for the period of 2003-2006.

detect ODA to forestry, gives only a partial view.
Indeed, the DAC-reported information (OECD
2008a) does not appear to correspond to the actual
funding flows because of weaknesses of DAC mem-
bers’ reporting systems. There are also several gaps in
the past data. Reliable estimation of ODA levels based
on DAC data is therefore very time consuming,
resulting in inaccurate and misleading information.

Furthermore, forest components in projects and
programmes that are primarily targeted at rural
development, natural resource management, biodi-
versity, or environmental management are not
recorded separately and are therefore another rea-
son for underreporting. In their statistical reporting,
DAC members are requested to assign for each aid
activity a sector of destination, and within that sec-
tor a detailed purpose code that identifies ‘the spe-
cific area of the recipient’s economic or social struc-
ture which the transfer is intended to foster’. DAC’s
thematic areas of ‘forestry’ include ‘forestry policy
and administrative management’, ‘forestry develop-
ment’, ‘fuelwood/charcoal’, ‘forestry educa-
tion/training’, ‘forestry research’, and ‘forestry ser-
vices’ (OECD 2000). This is a narrow interpretation
in the context of the NLBI implementation, which
represents a holistic and therefore much broader
approach to SEM.

In terms of DAC’s thematic areas, ‘forestry devel-
opment’ received almost two-thirds (63 percent) of
the total, followed by ‘policy and administrative
management’ (33 percent), with only token contri-
butions to other activities. It is apparent that the
applied DAC breakdown for forestry no longer rep-

resents a feasible way to analyse forest ODA by type
of strategic intervention.

Table 3.3 compares the DAC data for ‘forestry’
with information on ‘forests’ collected for this study
from donors>. It illustrates the possible magnitude
of the problems. The survey data suggest that only
about half of the total funding volume is recorded by
the DAC data. The DAC-reported bilateral donors’
contribution to biodiversity amounts to about
US$2.7 billion per year (OECD 2008b). Only about
US$313 million is reported to be allocated to forest
biodiversity. The survey data suggest that forest bio-
diversity (‘forest conservation’) received about
US$700 million in 2006 from bilateral sources®.

The growth rates in ODA may be more easily
compared than levels because the DAC information
by sector is reported to be consistent over time (e.g.,
OECD 2000) and the data for this study’s survey was
also collected in a consistent manner over time. The
available information on biodiversity funding allows
us to compare only two points of time (annual aver-
ages for 2003-2004 and 2005-2006). The informa-
tion shows that during this two-year period, the
DAC recorded that biodiversity funding increased
by 26.4 percent, while the increase in the survey data
on forest ODA was only 10.6 percent. The DAC
recorded that ODA to forestry increased even less. It
is therefore apparent that biodiversity funding has

5. Because of lack of OECD/DAC data on biodiversity for
other years, Table 3.3 cannot be elaborated for the 2000-2007
period, which is covered by the survey data.

6. The coverage of the DAC data in the total forest biodiversi-
ty funding appears to be less than 50 percent.
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FIGURE 3.3

Recipients of Forestry ODA by Region in 2001-2006
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Source: OECD (2008a).

been growing faster than forest funding over the
whole study period.

The comparison shows that any estimations of
the forest ODA need to be interpreted with care and
with a clear understanding of what is actually cov-
ered. There is also a need to consider measures to
improve DAC members’ reporting practices on
forests, including multilateral sources on which sev-
eral important gaps exist. The breakdown of DAC
forestry components should be revised to provide
more useful information for analytical purposes
than at present.

3.2.3 Recipients of Bilateral ODA

The survey data did not allow elaboration of a com-
prehensive analysis of the forest ODA breakdown by
recipient countries (cf. also section 5.2 for the analy-
sis of the survey data), and therefore the partial DAC
data (OECD 2008a) had to be utilised. Since 2000,
two-thirds of the cumulative forestry ODA as
recorded by DAC has been allocated to Asia, only 20
percent to Africa, and 11 percent to Latin America
(Figure 3.3)7. Asia’s share peaked in 2003, when it
reached almost 80 percent of the total. In terms of

7. These figures refer mainly to bilateral ODA.

income level, the least developed countries received
18 percent of the total, and the other low-income
group another 39 percent (Figure 3.4). The rest (43
percent) was channelled to middle-income coun-
tries, whose shares show a slightly declining trend in
the total.

In 2006, India absorbed 22 percent of the total
forestry ODA, followed by China (13 percent) and
Vietnam (12 percent). Together with Bolivia, Brazil,
Cameroon, Colombia, Honduras, Indonesia, and
Tanzania, these 10 countries received two-thirds of
the total forestry ODA, which is therefore very con-
centrated, and significantly more so than in the case
of ODA to biodiversity (Table 3.4). However, the
three largest ODA recipients are the same countries
in both cases: in forestry, they accounted for 48 per-
cent of the total, and in biodiversity, 36 percent.

3.2.4 Future Trends

In addition to traditional grant financing for target-
ed projects and programmes, bilateral donors have
introduced new instruments such as sector-wide
approaches, programme support, budgetary sup-
port, debt-for-nature swaps, etc. The latter are dif-
ferent from the others because they are aimed at
increasing resources to targeted forest conservation
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FIGURE 3.4

Country Recipients of Forestry ODA by Income Group in 2001-2006
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TABLE 3.4
Top 10 Recipients of DAC-Recorded ODA to Forestry and Biodiversity

Forestry? Biodiversity?
Top 10 recipients (US$ millions) Share (%) (US$ millions) Share (%)
India 120 223 325.8 13.5
China 72 13.4 4543 18.9
Vietnam 67 12.5 93.4 3.9
Indonesia 25 4.6 70.9 29
Cameroon 20 37
Tanzania 14 2.6
Bolivia I 2.0
Brazil 10 1.9 84.5 35
Colombia 9 1.7
Honduras 9 1.7
Ghana 62.0 2.6
Morocco 55.8 23
Bangladesh 48.0 2.0
Kazakhstan 458 1.9
Nicaragua 358 1.5
Others 182 338 1,129.9 47.0
Total 538 100.0 2,406.2 100.0

a.2006; source: OECD (2008a).
b.Annual average 2003—2006 (2006 prices and exchange rates); source: OECD (2008b).
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BOX 3.1

The US debt-for-nature funding is implemented
under the Tropical Forest Conservation Act
(TECA) of 1998, and it involves debt owed to the
US government (not commercial debt). Since
2000, 13 debt reduction agreements have been
concluded with 12 developing countries in
Africa, Asia, and Latin America. These agree-
ments will together generate a total of US$163
million over the life of the agreements, which
range from 10 to 26 years. At present, these bilat-
eral debt reduction programmes together gener-
ate about US$9 million annually for tropical for-
est conservation projects covering protection of
20 million hectares of biologically rich tropical
rain forests in recipient countries. The funding
volume has been steadily increasing and will

Debt for Nature Swaps of the United States

continue to increase in the future as the newer
programmes become operational (e.g., Costa
Rica, Guatemala, Paraguay, and Botswana). For
partner countries, the debt-for-nature swaps
provide long-term, predictable funding for for-
est conservation that is arranged through a
strong public-private partnership in managing
TFCA programmes. NGOs such as the Nature
Conservancy, Conservation International, and
the World Wide Fund for Nature together have
contributed more than US$9.6 million to the
TFCA deals in some of the countries in the pro-
gramme, indicating a leverage effect.

Source: McMurray (2008).

in the recipient country. Box 3.1 demonstrates that
they can have a substantial impact on the funding
flow in recipient countries.

The programmatic approaches in bilateral ODA
represent a shift towards more coordinated and more
upstream mechanisms of aid delivery. This is in line
with the principles of ownership, alignment, harmon-
isation, and management for results of the Paris
Declaration on Aid Effectiveness. The underlying
assumption is that aid effectiveness can be improved
if fragmentation in delivery can be reduced through
joint forms of assistance, resulting in lower transac-
tion costs for both recipients and donors. The pro-
grammatic approaches are also expected to con-
tribute to policy coordination and coherence, hence
improving allocative and technical efficiency of the
use of public resources (ODI 2006). Nfps and
national forest financing strategies have potential to
introduce programmatic elements in ODA.

Although the traditional forestry ODA in the
future might not significantly increase or could even
decline in some donor countries, funding through
new instruments and various international and
regional initiatives (cf. section 5) is likely to increase
in the future, probably significantly. A higher pro-
portion of the ODA may also be channelled through
multilateral institutions, in line with the trend of the
last few years. The increased funding will be linked
to the broader climate change, poverty/sustainable

development, and conservation agenda. Several
countries such as Australia, Finland, Germany,
Japan, the Netherlands, Norway, Sweden, and the
United Kingdom have made new commitments or
are exploring means to increase forest ODA or to
contribute to new forest-related instruments of the
climate change initiatives. The latter will probably
be decisive for future upward trends in support to
forests through bilateral ODA in spite of the fact that
some donor countries expect an increase in ‘forest’
funding. The governance agenda is also contributing
to international assistance and will continue to do
so, particularly through the EU FLEGT initiative,
but funding volumes will be limited compared with
what may be mobilised through climate instru-
ments. Many donors are also working to link tradi-
tional ODA with other issues (food and energy secu-
rity, trade, private investment, defence, security,
immigration, etc.) within the sustainable develop-
ment context, which can also contribute to the
achievement of the GOFs.

In conclusion, as a whole, the bilateral ODA to
forests is likely to increase (directly and indirectly)
in the future for a number of reasons, but it may not
necessarily be recorded as specific support to forests.
Funding flows through new instruments and
approaches are likely to benefit middle-income
countries that are forest-rich and thereby already
among the main recipients of the current ODA
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FIGURE 3.5
Multilateral Financing to Forests in 2000—2007
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more than low-income countries (cf. section 5.2).
Maintenance of the focus on the least developed
countries will be a challenge because many of them
are lacking preconditions for effective aid and other
external financial flows.

3.3 MULTILATERAL SOURCES

The main source of multilateral financing to forests
is the World Bank Group, and its share in the total
has increased from 51 percent to 73 percent in
2000-2007 (Figure 3.5). More than a half (55 per-
cent) of the World Bank Group’s financing to forests
has come Finance

Corporation (IFC) in the form of equity and credits

from the International
to private sector enterprises. The contributions of
the International Development Association (IDA)
and the International Bank for Reconstruction and
Development (IBRD) have also increased during the
study period, albeit less than that of IFC.

GEF’s share has declined from 31 percent to 14
percent in the same period. Among the regional
development banks, the African Development Bank
(AfDB) has been the largest source of forest funding,
and its share has also increased. The Asian
Development Bank (AsDB) and the Inter-American
Development Bank (IADB) have been marginal
sources during this decade, while their role was

more substantial in the 1990s. ITTO’s contribution
was 5 percent of the total multilateral financing in
2001, but it has dropped to 2 percent because of
constraints to increase contributions from donors.
Consolidated information on other multilateral
sources is not available, but their volumes are
assumed to be marginal.

3.3.1 The World Bank Group?

IBRD/IDA

The World Bank Group (WBG) has two banks for
lending to the governments of its client countries:
the International Bank for Reconstruction and
Development (IBRD) for lending and the
International Development Association (IDA),
which provides grants and loans to least developed
countries. The IBRD/IDA forest-specific financing
has been declining since the early 1990s, when it was
at the level of US$600 million per year®. The Bank’s
Forest Strategy, approved in 2002, was targeted at an
increased role in forests by addressing poverty

8. This section is partly based on Contreras-Hermosilla and
Simula (2007) and internal WB data.

9. The highest volume of the WB lending in forests was
achieved in 1994, when it reached US$888 million.
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reduction, integration of forests in sustainable
development, and enhancement of global environ-
mental services. The strategy has probably con-
tributed to recent positive developments, and an
upward trend in forest financing can be observed
since 2001. In fiscal year (FY) 2007'°, the financing
volume reached US$512 million. The growth is part-
ly associated with fairly large new sector invest-
ments, and components in some sector adjustment
and structural adjustment operations that focus on
forests in Africa and Latin America.

The Bank’s investments include stand-alone for-
est projects and projects that contain significant for-
est components'!. The latter can be equally or often
more significant in comparison with stand-alone
forest projects. Forest components in other projects
accounted for 39 percent of the total forest lending
in 2000-2005. These projects are mainly related to
biodiversity (68 percent of the number of projects),
poverty reduction (12 percent), rural development
(8 percent), energy (8 percent), and natural resource
management (4 percent). Stand-alone forest proj-
ects cover a broad range of thematic areas, including
sector reforms, community forestry, plantation
development, payments for forest environmental
services, etc. There is an increased recognition of the
role of forest resources for poverty reduction and in
the maintenance of global public goods in recent
Bank financing (e.g., in India, the Lao People’s
Democratic Republic [PDR], and Mexico).

The regional distribution of the WB lending
shows that the East Asia-Pacific region has been the
largest recipient, partly because of large projects in
China. Africa’s share has been steadily increasing
and represented 41 percent of the total IBRD/IDA
financing in 2006. In the past, China and India have
had large programmes in forestry and may draw on
the Bank’s future large-scale lending as well. Latin
American and Caribbean countries obtain slightly
less than a fifth of the WB’s forest-related lending'2.

10. July 2006 to June 2007.

11. These projects are not classified as ‘forest investments’, but
their forest components are included in the Bank’s forest
portfolio.

12. The Eastern Europe-Central Asia region had a rapid
growth in Bank-financed investment in forests after the disin-
tegration of the Soviet Union in the early 1990s. Since then,
many countries have become EU members. However, Bank
participation in the large forest sectors of the Russian
Federation and Ukraine and in the countries of Central Asia
could increase in the future.

However, some important forest countries (such as
Indonesia, Malaysia, and Thailand) have not taken
loans from the Bank, which may be interpreted as
lack of willingness to borrow to forestry or lack of
awareness of sectoral opportunities'?. In Cambodia
and Papua New Guinea, weak forest governance has
limited the Bank’s role.

In addition to sector loans and investment proj-
ect lending, development policy loans (DPLs) have
become increasingly important. By 2006, the Bank
had approved 11 of these loans, with forestry com-
ponents totalling some US$94 million!%. These
DPLs have been more frequently employed in
Africa.

IFC

The International Finance Corporation (IFC), the
private sector arm of the World Bank Group, pro-
motes sustainable private sector investment to foster
economic development and reduce poverty. IFC
finances investments with its own resources and by
mobilising capital in the international financial mar-
kets. In addition to equity and loan financing, IFC
also provides technical assistance to its clients. IFC
has invested more than US$2.8 billion to help
finance 132 forestry sector projects. [FC-leveraged
investments have averaged in excess of US$1 billion
per year!'>; thus, the influence of IFC in forest sector
investments is significant.

The size of projects varies between US$1.5 mil-
lion and US$500 million. The pulp and paper indus-
try accounts for 70 percent of the total cumulative
investment, while 22 percent was directed at the
wood-based panel and engineered wood product
industries. Some smaller investments have been
made in sawmilling and furniture production. The
share of forestry projects (plantations) is increasing,
and about half of IFC projects have included an inte-
grated forestry component!©,

13. PRSPs in these countries do not make reference to forests
(Appendix 3.1).

14. In FY 2008, the Bank approved a large (US$500 million)
DPL for climate change in Mexico, but its forestry component
has not been defined as yet.

15. IFC’s annual commitments amount averaged about
US$250 million per year (FYs 2003-2006). Because the lever-
age factor is reported by IFC to be about 5, the total invest-
ment of these projects would be in the range of US$1 billion
to US$1.5 billion.

16. As an example, there is on-going work to prepare a strate-
gic plan for the pulp and paper industry in Ukraine.
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IFC has not invested in projects requiring raw
material from natural tropical moist forests pro-
cured in the same country!”. This is the result of (i)
the shortage of sustainable private operations and
(ii) the reputational risk for IFC resulting from the
apparently inevitable criticism of some advocacy
NGOs that may emerge on any timber production
investments based on natural tropical forests. The
specific concerns raised include possible takeover of
indigenous peoples’ lands, displacement of peasant
farmers, unduly capital-intensive solutions in using
land from the perspective of employment creation,
political marginalisation of smallholders in land-use
planning, lack of adequate participation, and inade-
quate impact assessments. The sensitivities related
to these legitimate concerns have been exemplified
not only by the World Bank’s natural forest man-
agement investments in Cambodia, the Democratic
Republic of Congo, and Papua New Guinea, but also
in some projects involving plantation development.
It is not probably well understood that proper
implementation of the Bank’s and IFC’s safeguards
can effectively eliminate undue adverse impacts
related to these concerns (World Bank 2008a).

Geographically, Latin America has attracted most
IFC financing (38 percent), followed by Asia (31 per-
cent) and Eastern Europe (23 percent). Africa is clear-
ly lagging behind (8 percent). A total of 49 countries
have received IFC financing, but the 10 largest ones
account for almost 70 percent of the total'®,

The main drivers for the increase in IFC’s portfo-
lio have been strong demand growth for forest prod-
ucts in emerging markets, competitive cost advan-
tage in production of plantation wood in the tropics,
and associated relocation of industrial capacity from
developed countries (which has benefited several
developing countries and countries in transition).
An additional factor in forestry investments has
been transfer of the resource management responsi-
bility from the state to the private sector in many
client countries, which may partly explain limited
growth in the World Bank’s portfolio of self-stand-
ing forest projects.

17. Some IFC investments in timber processing in China have
been made in companies that import tropical timber from
other countries in the region. In at least one company, IFC has
provided technical assistance to build up a certifiable envi-
ronmental management system to control the origin of raw
material and promote forest certification among suppliers.
18. Argentina, Brazil, Chile, China, Colombia, India, Mexico,
Pakistan, the Russian Federation, and Turkey.

MIGA

The Multilateral Investment Guarantee Agency
(MIGA) promotes foreign direct investment by
offering political risk insurance to investors and
lenders. It also provides technical assistance to help
countries attract and retain this investment. In the
forestry sector, MIGA’s political risk guarantees
have been applied in only two pulp and paper mill
projects in the Europe-Central Asia region in the
late 1990s!'°. The instrument could be applied more
extensively because the long time horizon in forestry
investments is compatible with the political risk
guarantees. Credit financing in forestry investments
in many client countries is constrained by lack of
nationally available insurance services for forests.
MIGA has recently started an SME investment pro-
gramme that is relevant for forestry enterprises.
MIGA has also a substantial potential in providing
guarantee services related to forest carbon proj-
ects—including afforestation, reforestation, and
avoided deforestation—to improve the quality of
respective carbon credits.

BioCF

The World Bank has set up the BioCarbon Fund
(BioCF) to pilot and demonstrate projects that
sequester or conserve carbon in forest and agro-
ecosystems. This public-private initiative aims to
deliver cost-effective emission reductions while pro-
moting biodiversity conservation and poverty allevi-
ation. In addition to its central objective of reducing
emissions, the BioCF has a strong equity connota-
tion. Community groups, private companies, public
agencies, and NGOs can propose projects, imple-
ment them, and receive funds in exchange for emis-
sion reduction credits. The Fund is consistent with
the objectives of UNFCCC, CBD, the United
Nations Convention to Combat Desertification
(UNCCD), and the GOFs. The Fund has raised a
total of US$91.9 million, and its two tranches are
closed to new fund participation.

Based on 150 project proposals, the first BioCF
tranche has developed a diversified portfolio of 18
projects worth US$22 million. By 2007, the Fund
had signed 15 emission reduction agreements. Most

19. MIGA has recently considered participation in a pulp mill
project in Kalimantan, Indonesia, but because of risks related
to the raw materials supply, an agreement was not reached.
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of the projects (97 percent) deal with afforestation
and reforestation in different forms: commercial
plantations (36 percent); community reforestation
(26 percent); environmental restoration (21 per-
cent); assisted regeneration (6 percent); and agricul-
ture, silvopastoral systems, and agroforestry (com-
bined 8 percent). Avoided deforestation has also
been piloted (3 percent)?’.

The BioCF portfolio has the strong participation
of Latin America (39 percent) and Africa (34 per-
cent), while Asia is less developed (13 percent)?!.
The relatively large share of Sub-Saharan Africa in
the portfolio is partly a result of deliberate promo-
tional effort of the BioCF, but it also demonstrates
the potential that the region’s poor rural communi-
ties could have in the international carbon market
through biocarbon trade because they have large
areas of degraded land available that are in need of
rehabilitation through afforestation/reforestation.

BioCF is a promising piloting instrument that
was precedent for the launching of the Forest
Carbon Partnership Facility (FCPF) (see section
5.2.4). BioCF’s activities have a significant potential
for mainstreaming biocarbon in the international
carbon offset market, but it is obviously able to meet
only a fraction of the potential supply of eligible
projects.

World Bank’s Forest-Related Global Programmes

The World Bank has presently three global partner-
ship programmes to enhance the implementation of
the 2002 Forest Strategy because the Bank alone can-
not achieve the targets set?2. These programmes are
(i) the Forest Law Enforcement and Governance
(FLEG), (ii) the Program on Forests (PROFOR), and
(iii) the Critical Ecosystem Partnership Fund (CEPF).
The first two are implemented by the Bank itself, while
the third one is managed by an NGO, Conservation
International (see Box 3.2 in section 3.5.2).

FLEG is a partnership based on a broad coalition
of the international assistance institutions, govern-
ments, non-governmental organisations, institu-
tions of the civil society, and the private sector inter-
ested in pooling resources, joining efforts to combat

20. Data in this section are based on World Bank (2007a),
Carbon Finance for Sustainable Development 2007.

21. The balance has gone to Eastern Europe and Central Asia.
22. The global programme WB/WWF Alliance for Forest
Conservation and Sustainable Use was started in 1999 and
completed in 2007.

illegal activities, and improving the quality of gover-
nance in the forest sector. Within this coalition, the
Bank has a central convening, organising, and coor-
dinating role that it discharges through the FLEG
programme, which is targeted at mobilising policy
makers and stakeholders for strengthening of forest
governance and reduction of illegal activities. FLEG
presently focuses on promoting national-level meas-
ures through specific action plans.

PROFOR is a multi-donor partnership pro-
gramme formed to enhance the contribution of
forests to poverty reduction, sustainable economic
development, and protection of environmental serv-
ices by carrying out analytical work and thus
improving information and creating knowledge on
livelihoods, governance, finance, and cross-sectoral
cooperation issues. PROFOR has four interrelated
themes: (i) a livelihoods approach to poverty reduc-
tion, (ii) forest governance, (iii) innovative
approaches to financing sustainable forest manage-
ment, and (iv) cross-sectoral impacts affecting
forests. PROFOR’s cumulative funding by donors
was US$8.2 million at the end of 2006, and the dis-
bursements were in the order of US$1.0 million to
US$1.4 million per year in 2004—2006.

In collaboration with FAO and the International
Union for Conservation of Nature (IUCN) and with
support from the International Institute for
Environment and Development (IIED), the World
Bank is supporting the implementation of the
Growing Forest Partnerships (GFP) initiative?*. The
aim is to facilitate bottom-up, multi-stakeholder
partnership processes in developing countries to
identify national priorities and to better access the
increasing forest financing being made available
through a wide variety of international means and
mechanisms (e.g., carbon finance, private sector
investments, ODA, non-conventional funding
sources, etc.). The GFP also aims to provide a plat-
form to ensure that marginalised, forest-dependent
groups can participate in the formulation of nation-
al priorities and be included in the international dia-
logue on forests. The GFP will work through locally
based institutions and will build on existing partner-
ship structures. The World Bank supports this ini-
tiative with start-up funding of US$15 million for
the first three years through its Development Grant
Facility.

23. Earlier called ‘Global Forest Partnership’ (IIED 2008).
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The WB Forest Strategy is compatible with all of
the GOFs, and the Bank Group’s financing covers a
broad range of NLBI elements for national meas-
ures. The Bank’s scope of intervention is generally
fairly comprehensive, and projects are sizeable com-
pared with (for example) those of bilateral donors.
IFC’s funding is by definition targeted at production
and income-generation activities (GOF2 and
GOF3). The WB is also actively involved in mobilis-
ing new funds for forestry. In spite of this compre-
hensive approach, there are in practice some caveats,
such as management of natural tropical forests, in
which the Bank’s role has been limited because of
strong opposition by some NGOs and local groups.
However, joint efforts together with NGOs could
demonstrate that sustainably managed and certified
production operations in natural tropical forests
that are internationally financed can generate
important social and environmental benefits and
reduce pressure to convert these lands into other
uses. This multi-purpose approach to sustainable
management of natural forests offers a feasible and
socially more acceptable alternative than strict pro-
tection in many situations.

The availability of financing (such as that provid-
ed by IFC) for sustainably managed operations by
responsible private operators, along with the contin-
ued greening of the demand for forest products
(among both public and private buyers), can make a
major contribution to reducing logging by illegal
operators. In plantation development, the issues are
somewhat different, but joint action would also be
highly desirable to mainstream investments that are
financially profitable, environmentally sustainable,
and socially responsible.

3.3.2 Regional Development Banks

The available information on forestry financing by
regional development banks?* suggests that their
combined funding volume in 2000-2006 totalled
US$457 million, or about US$65 million per year.
This is only about a quarter of the World Bank
Group’s financing during the same period. The
largest source has been the African Development
Bank (AfDB), with a portfolio of US$352 million,

24. The data were compiled from the banks’ project databas-
es available on the Internet because they were not able to pro-
vide consolidated statistics on their forestry financing for the
ODA survey carried out.

followed by the Asian Development Bank (AsDB)
(US$65.6 million). During the recent years, the
Inter-American Development Bank (IADB) has
generated only a smaller lending volume in forestry
(US$40 million), in spite of its active work to pro-
mote investment by the private sector. Although the
annual lending volumes by AsDB and IADB have
been rather stable (about US$9 million and
US$6 million, respectively), AfDB’s new commit-
ments have varied extensively in the range of US$13
million to US$138 million per year. Only AfDB has
recorded a clearly growing trend in its forestry
financing, and it appears that the region’s demand
will continue to increase.

AfDB’s portfolio in the forest sector has benefit-
ed 21 countries. The projects have covered industri-
al plantations, conservation, restoration of degraded
forests, agroforestry, and institutional capacity. One
of the key constraints in AfDB’s financing has been
long project cycles, averaging 7.4 years (against
IADB’s 4 years and WB’s 3.5 years). AfDB also
places emphasis on public-private partnerships,
management planning, regulatory frameworks,
research, and rural bioenergy (Moussa 2007).

Regional development banks are highly demand
driven, and there are significant differences in the
public sector’s willingness to borrow for forestry. In
the case of Latin America, IADB has invested more
in disaster relief and other natural resources activi-
ties than in forestry for the obvious reason that in
many countries, the driving force in forestry invest-
ments has shifted to the private sector. In addition,
their forestry work has recently focused on creating
enabling conditions for private sector investments.

3.3.3 The Global Environment Facility

The Global Environment Facility (GEF) finances
‘new and additional grant and concessional funding
to meet the agreed incremental costs of measures to
achieve agreed global environmental benefits’. GEF
is the only multi-convention financing facility in
existence and is now the major source of funding
specifically supporting the Convention on Biological
Diversity (CBD) and the UNFCCC. The GEF also
provides support to the implementation of the UN
Convention to Combat Desertification (UNCCD).
Since 1991, the scope of GEF’s forest-related
activities has gradually expanded from the focus on
biodiversity to include integrated ecosystem man-
agement, combatting land degradation through sus-
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TABLE 3.5
GEF Financing Related to SFM from 1997 to 2005

No. of US$

Project type projects millions %
Forest conservation (primarily protected areas and buffer zones) 109 623.3 53
Sustainable use of forests outside protected areas (primarily in

. 38 143.3 12
forest production landscapes)
SFM in wider production landscapes beyond strictly forests 89 416.4 35
Total 236 1,183.0 100

Source: GEF (2005).

tainable land management, and (since 2007) sus-
tainable forest management. The accumulated fund-
ing to forest-related projects (236) by 2005 was
US$1,183 million (Table 3.5)2°. In view of SEM, the
GEF support has been categorised under three main
groups®®: forest conservation (53 percent of the total
funding), sustainable uses (12 percent), and mixed
land uses (35 percent). The relatively high share of
biodiversity in the portfolio (35 percent) is
explained by its long-standing role in GEF’s portfo-
lio. The earlier projects focused on protected areas
as the main tool for biodiversity conservation, but
there is a clear trend towards more support to sus-
tainable forest management outside of protected
areas (GEF 2005).

GEF’s Resource Allocation Framework (RAF)
pre-allocates resources in the areas of biodiversity
and climate change to countries according to their
potential contribution to global environmental ben-
efits and according to their overall performance.
RAF is aimed at improving the allocation of
resources on a strategic basis and increasing the
transparency of operations and results. The down-
side of this change is that many countries with sub-
stantial needs for GEF support may be left with mar-
ginal allocations, and countries that do receive
major allocations may not give a due priority to for-
est-related projects. In addition, the RAF for the

25. Forest management in the wider landscapes beyond
forests (i.e., where forest management impacts directly on
other land uses and where projects explicitly address this
interaction). The percentages have been calculated based on
data in GEF (2005).

26. It should be noted that the figures refer to the total value
of projects, not components that were specifically allocated
for forests.

Climate Change focal area does not include green-
house gas (GHG) emissions from deforestation and
forest degradation. Allocations would look signifi-
cantly different had this issue been considered.
Hence, forest-relevant countries do not receive
appropriate funding through the Climate Change
focal area.

In November 2007, the GEF Council approved a
Sustainable Forest Management Programme to
address this area of intervention in a more compre-
hensive and coordinated way than in the past. The
projects falling under this category will contribute to
the implementation of the forest-related commit-
ments and programmes of work of CBD, UNFCCC,
and UNCCD. In addition, the Programme will, in
particular, support achievement of the Global
Biodiversity Target 2010 set by CBD and the Global
Objectives of Forests set by UNFF. This means that
countries are encouraged to submit projects that
cover one or more focal areas (biodiversity, climate
change, and land degradation), promoting
approaches that are multi-sectoral and ecosystem
based and consider forests within the wider produc-
tion landscape (GEF 2007).

The areas that can be supported by the SFM
Programme include (i) sustainable financing of pro-
tected area systems at the national level; (ii)
strengthening terrestrial protected area networks;
(iii) strengthening the policy and regulatory frame-
work for mainstreaming biodiversity; (iv) fostering
markets for biodiversity goods and services; (v) sup-
porting SFM in the wider landscapes; (vi) promot-
ing sustainable biomass production; (vii) preven-
tion, control, and management of invasive alien
species; and (viii) management of land use, land-use
change, and forestry (LULUCF) as a means to pro-
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tect carbon stocks and reduce greenhouse gas emis-
sions (GEF 2007). During the first nine months?’ of
the SFM Programme implementation, the GEF has
committed about US$152 million and leveraged
about US$482 million in co-financing. GEF invest-
ments in SEM during the fourth replenishment peri-
od may exceed US$250 million (corresponding to
about US$60 million annually), or about a quarter
of the total GEF SFM-related funding in 1991-2005.
Of the current portfolio, the biodiversity focal area
accounts for 58 percent, land degradation 24 per-
cent, and climate change 15 percent. The SFM
Programme clearly opens up new opportunities for
GEF funding (particularly elements v, vi, and viii
above), but the emphasis will be on biodiversity
conservation and forests as part of sustainable land
use for production of global public goods.

Another new GEF instrument is the Tropical
Forest Account (TFA), which has been established
to encourage greater investment attention in tropi-
cal forest management by forest-rich countries. By
investing the resources allocated to them under
RAF, countries with significant tropical forest
resources can leverage additional funds from GEF.
Countries in the Congo Basin (consisting of six
countries), the Amazon (nine), and New Guinea
(two) are already in the process of developing meas-
ures to make use of this mechanism. TFA can also be
directed at capacity development support for a
future financing scheme under the Kyoto Protocol
on reduced emissions from degradation and defor-
estation (REDD), and to implement related SFM
strategies. The purpose is to immediately raise an
additional US$50 million to the three regions. A
US$50 million TFA investment would result in
excess of US$100 million becoming available for
SEM projects from existing country-specific bal-
ances under the GEF4 replenishment (excluding co-
financing). More can potentially be mobilised from
country allocations if additional TFA resources
become available from donors (da Fonseca 2007).

GEF’s leverage factor is important, and in the
SEM Programme projects funding created 3.1 times
more co-financing from bilateral donors and multi-
lateral and regional development banks?®. Donors
have been interested in the SFM Programme, and
for the multilateral development banks’ lending

27. As per September 2008.
28. The leverage factor in SFM-related GEF funding in
1996-2005 was 2.8, calculated based on data in GEF (2005).

projects, GEF funding is strategically important by
softening the cost of credits to client countries.

The downside of GEF grant-blended lending has
been that transaction costs tend to be high. On aver-
age, it has taken almost five years to process a full-
size GEF biodiversity project from its entry into the
pipeline to implementation?’. Even in the case of
medium-size projects, the process has taken up to
two years. The long gestation process carries various
risks because external factors may change dramati-
cally in the intervening period. The high transaction
costs have been present both in the GEF project
cycle management and in the preparation of projects
2005).
Nonetheless, the significant contribution of the

by country administrations (GEF
grant component may well more than compensate
the higher transaction costs of GEF blended projects
for recipient countries (Contreras-Hermosilla and
Simula 2007). GEF has recently revamped its project
cycle to address these concerns. The time lapse from
project idea to final approval has been reduced to a
maximum of 22 months, and procedures have been
simplified.

In regard to the NLBI implementation, GEF con-
tributes to several thematic areas of national meas-
ures, particularly to protected areas, but also to for-
est goods and services, forest health and vitality,
research, education and training, and (to a lesser
extent) production (mainly in the context of certifi-
cation). GEF funding can also cover support to pol-
icy, governance, and institutions. Because of its
focus on global public goods, GEF can be expected
to continue to focus on biodiversity, climate change,
and land degradation in its forest-related funding.

3.34ITTO

The International Tropical Timber Agreement
(ITTA), 1994 is a legally binding instrument that
provides for financing mechanisms for the sustain-
able management of tropical forests. Its examination
from the perspective of lessons learned is therefore
particularly relevant. Presently ITTA, 1994 provides
for (i) an Administrative Account for assessed con-
tributions by all members to meet the administrative
expenses and (ii) a Special Account for project and
pre-project financing from voluntary contributions

29. GEF has recently set a target to reduce the time required
for project preparation and processing to 22 months in all
projects.
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(mainly earmarked). In addition, the Bali
Partnership Fund (BPF) has been set up to assist
producer members in making the investments nec-
essary to achieve Article 1(d) of ITTA, 1994 (‘to
enhance the capacity of members to implement a
strategy for achieving exports of tropical timber and
timber products from sustainably managed sources
by the year 2000’).

Since 1987, the International Tropical Timber
Organization (ITTO) has mobilised US$314 million
to finance some 800 projects and activities, and since
2000, the yearly allocations are in the region of
US$14 million to US$18 million. Funding has
remained at this level during the last 10 years, but in
recent years, significant contributions have been
made by other donors. Sources of finance to the
Special Account include voluntary contributions
from consuming members, the Common Fund for
Commodities (CFC)®’, regional and international
financing institutions, and other sources. Possible
sources of financing under BPF include contribu-
tions from donor members, 50 percent of income
earned as a result of activities related to the Special
Account, and other private and public sources.

Three main contributors of funding have been
Japan, Switzerland, and the United States, which
have collectively accounted for 90 percent of the
cumulative voluntary contributions since 1987.
Their share has decreased, but this has been offset by
contributions from other donors. The CFC has pro-
vided about 2 percent of ITTO’s project funding.
The average size of ITTO projects is between
US$300,000 to US$500,000, with a duration of two
to three years.

The number of ITTO-recipient member coun-
tries has increased and currently includes 33 pro-
ducer members and 3 developing consumer mem-
bers. Eight member countries®' have received more
than 50 percent of the total ITTO funding, while the
share of 12 developing member countries has been 1
percent or less of the total for each, suggesting a fair-
ly high degree of concentration®2. It might be
assumed that the level of project funding would be

30. ITTA is classified as a commodity agreement negotiated
under UNCTAD.

31. Indonesia (16.2 percent), Malaysia (6.3 percent), Ghana
(6.1 percent), the Philippines (5.9 percent), Brazil (5.8 per-
cent), China (5.8 percent), and the Republic of Congo (4.9
percent).

32. The total number of producing member countries is 33.

related to the relative importance of forest area and
international trade. However, because member
countries have varying needs depending on their
economic status, it might also be expected that proj-
ect funds should be more generously provided to
low-income member countries. However, in general
these countries have not been able to attract ade-
quate project funding. There are two issues arising
from this: (i) low-income member countries gener-
ally have lower capacity to absorb funds effectively,
and (ii) they also frequently lack the capacity to pre-
pare and present good proposals. The most disad-
vantaged member countries have low capacity and
higher risk of cross-sectoral failure, implying that
projects are relatively less likely to be successfully
implemented in these countries. Unless such consid-
erations are properly addressed, these countries are
likely to fare badly when their projects are evaluated.
Equity in fund allocation is, therefore, a serious con-
cern for many ITTO members (Hardcastle and
Umali 2007).

During the negotiation of ITTA, 2006, the debate
between producer and consumer countries was
focused on (i) producers’ desire to ensure more
project funding and (ii) the question of how the
Organization’s policy work should be financed.
ITTA, 2006 maintains the principle of meeting the
expenses of the Administrative Account by assessed
annual contributions equally shared between pro-
ducer and consumer member countries®>. The
Agreement introduces the concept of ‘core opera-

tional costs™>*

, which are to be shared in the propor-
tion of 20:80 for producer and consumer member
countries, respectively®. This is intended to facili-
tate increased funding for pre-projects, projects, and
activities under the Special Account and BPF that
are retained in the Agreement.

Under ITTA, 2006, the Special Account is divid-
ed into (i) the Thematic Programmes Sub-Account
to facilitate unearmarked financing of pre-projects,
projects, and activities consistent with thematic pro-

33. The expenditure level in the Administrative Account has
been about US$5.0 million to US$5.5 million per year.

34. Such as those related to communication and outreach,
expert meetings convened by the Council, and preparation
and publication of studies and assessments pursuant to [ITTA
articles on policy work, statistics, studies and information,
and annual report and biennial review.

35. These costs should not exceed one-third of administrative
costs, except if the Council decides by consensus to vary this
limit for a specific financial biennium.
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grammes established and (ii) the Project Sub-
Account to facilitate earmarked financing of pre-
projects, projects, and activities’®. The Thematic
Programmes Sub-Account enables donors to make
contributions on the basis of thematic programmes,
rather than on specific pre-projects, projects, and
activities.

The Bali Partnership Fund of the ITTA, 1994 has
mobilised some additional funds for the
Organization. The BPF requirement of linking with
the ITTO Objective 2000 has been somewhat prob-
lematic because practically all ITTO work is in one
way or another related to the ITTO Objective 2000
and because developing consumer member coun-
tries (e.g., China) are excluded.

The ITTA, 2006 financing arrangement has been
devised to widen and strengthen the financing base
for ITTO operational activities and attract increased,
predictable funding. The Thematic Programme
Sub-Account will allow donors to allocate funds to
thematic programmes of particular interest, rather
than micro-managing decisions on individual proj-
ects through earmarking. If, as expected, the
Thematic Programmes Sub-Account is able to raise
significant contributions from more donors than in
the past, this will represent a major change.
Moreover, the ITTO Council will have more author-
ity to decide on projects from this Sub-Account
while allowing ITTO to implement larger projects
than in the past. Some large donors have indicated
that the Thematic Programmes Sub-Account is nec-
essary for ITTO to have access to new funds from
their development agencies.

Diversification of funding sources is critical for
the Organization’s future. It remains to be seen
whether the new arrangement under ITTA, 2006 can
mobilise new funding, but at least the Thematic
Programmes Sub-Account can be expected to
strengthen the overall financing mechanisms of the
Organization. The recent ITTO Meeting on
Operational Modalities of Future Work of the
International Tropical Timber Council®’ debated
extensively on procedural issues. Because the ITTA,
2006 has not entered into force, decisions on how
Thematic Programmes will be managed and which

36. Earmarked contributions can be used only for pre-proj-
ects, projects, and activities for which they are designated,
unless otherwise decided by the donor in consultation with
the Executive Director.

37.9-12 June 2008, Accra.

programmes will be selected®® may be taken until
2009. A conservative expectation is to maintain the
past level of ITTO funding of about US$15 million
per year.

Because the ITTA has a holistic approach to
SEM, ITTO has contributed directly and indirectly
to most thematic areas of the NLBI national meas-
ures, and there is a close compatibility between the
GOFs and the ITTA objectives. In particular, the fol-
lowing areas are, inter alia, receiving support from
ITTO: policy development, forest governance, insti-
tutions, production and processing, trade, research,
education and training, and protected areas. ITTO’s
particular competitive advantage is in its focus on
industrial and trade development, and thereby
poverty reduction.

3.3.5 FAO and the National
Forest Programme Facility

FAO is a key provider of technical assistance in
forestry. Its regular programme for the Forestry
Department and regional offices is about US$18
million per year, supplemented by US$5 million for
technical cooperation projects. In addition, FAO
receives trust fund financing from individual donors
for specific programmes and projects that amount
to about another US$30 million in an average year.
This includes the contributions to the National
Forest Programme (NFP) Facility, which is housed
in FAO. A significant part of the trust fund contri-
butions are further transferred to parties in develop-
ing countries to implement jointly agreed activities.

As a response to the call by the Intergovernmen-
tal Panel on Forests to develop national forest pro-
grammes (nfps), more than 100 countries have
developed, or are in the process of developing, such
programmes or similar strategies. To support these
efforts, the NFP Facility was set up as a funding
mechanism that supports active stakeholder partici-
pation at the country level. The Facility provides
grants directly to stakeholders in partner countries
to assist them in developing and implementing nfps.
Since its inception in 2002, the Facility has support-
ed stakeholders in 42 countries and four sub-region-
al organisations with grants totalling US$6 million.

38. Five themes are indicated in the draft ITTO Action Plan
for 2008-2012: Climate Change and SFM, Forest Law
Enforcement and Governance, Community Forest
Management and Enterprises, Industry Development and
Efficiency, and Trade and Market Transparency.
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The activities include facilitation of stakeholder par-
ticipation in national planning processes; nfp prepa-
ration; and development of new legal, fiscal, and
institutional instruments. The demand for assis-
tance far exceeds the Facility’s financial endowment.
Direct country support is typically in the range of
US$300,000 per country over a period of three years.

3.3.6 Other Multilateral Sources

The Global Mechanism (GM) of the UNCCD was
set up to facilitate financing of the Convention, but
it was allocated no resources for funding support to
its developing-country members. Drawing on the
experiences of the CPF Sourcebook on Funding for
Sustainable Forest Management and national forest
financing strategies, GM has developed tools (i) to
facilitate the UNCCD members’ access to funding
sources (the FIELD database: http://www.gmfield.
info/english/Field/main.htm and (ii) to develop
country-level integrated financing strategies for sus-
tainable land management (Global Mechanism
2008a). Forest interventions form part of the GM-
promoted national strategies for sustainable land
management.

Other include the
International Fund for Agriculture Development
(IFAD), which has financed forestry components in

multilateral sources

their agriculture and rural development projects.
The World Food Programme (WFP) and some
other international humanitarian aid programmes
have also financed tree planting for restoration of
degraded lands and fuelwood production. These
inputs have been locally valuable, but there is no
information on their total amounts (which are lim-
ited compared with other funding sources).

3.4 PRIVATE SECTOR INVESTMENTS

There is no systematic information available on the
domestic or foreign direct private investment in the
forestry sector in developing countries®®. There is,
however, a common view that the bulk of the invest-
ment in forestry is from domestic sources, while in
the processing industries, particularly in pulp and
paper, foreign financing is significant in many coun-

39. Different estimates have been presented in various reports,
based on varying assumptions. Their comparison did not
prove to be informative for the purposes of this study.

tries. Foreign financing takes different forms: direct
investments, portfolio investments, and credits.
Domestic investments in forest management, plan-
tations, wood industries, and further processing are
made by the formal private sector and by communi-
ties, landowners, and farmers who may often be
operating in the informal sector.

3.4.1 Foreign Direct Investment

The forest industry is undergoing a rapid change in
its geographic structure, driven by profitability dif-
ferentials between regions and countries (Box 3.2).
According to UNCTAD (2007), private foreign
direct investment (EDI) flows*? to forest industries
in developing countries have grown at a rapid rate
(more than two-fold in 1990-2005), amounting to
about US$0.5 billion per year in 2003—-2005 (Table
3.6). In fact, the foreign-induced investment is sub-
stantially higher because local financing of invest-
ment projects in foreign-owned projects is common
in the key countries (Brazil, Chile, China, and
Indonesia). As a consequence, the FDI stocks*! in
the wood and paper industries in developing coun-
tries have increased, reaching US$17.8 billion in
2005. A recent important trend is FDI made by
developing-country investors in other developing
countries, and the outward FDI stocks reached
US$2 billion in 2005. Companies from Brazil, Chile,
China, Malaysia, and the Republic of South Africa
have been active in direct investment in other devel-
oping countries. In general, a substantial increase in
FDI financing is foreseen in developing countries in
plantations and downstream processing industries.
Based on the available data on pulp mill expan-
sions, it can be estimated that about 18 million to 20
million tons of new pulp capacity will be built in
developing countries by 202042, About 25 percent of

40. FDI flows are new investments by foreign enterprises
made during a period of time—by either calendar or tax year.
Although much inward investment is included in FDI flow
statistics, not all of it will be. For example, if an inward
investor decided to expand its facilities in a country, but used
local finance, this would not appear in FDI flow statistics
because it involves no inflow of money to the country.

41. DI stocks measure the level of cumulative FDI stocks of cap-
ital investment by foreign enterprises at a single point of time
that takes account of both new investment and disinvestment.

42. The announced and known expansions over the next five
years alone indicate an expansion of 4.9 million tons in wood-
pulp capacity in developing countries and 1.4 million tons in
paper and paperboard (FAO 2008b).
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BOX 3.2

According to the PricewaterhouseCoopers’s
annual Global Forest, Paper, and Packaging
Industry Survey, the three top regions in terms
of return on capital employed (ROCE), a key
measure of financial performance, were Latin
America (7.8 percent), Emerging Asia (7.3 per-
cent), and the United States (5.5 percent).
Canada’s producers earned the lowest average
ROCE. ‘The global forest, paper and packaging
products sector continues to be shaped by shift-
ing business and environmental factors, creating
opportunities for some regions and challenges
for others.... Mills with the lowest production
cost structures are the ones that are best able to
manage currency fluctuations and rising costs,
allowing them to take advantage of new oppor-
tunities and markets’.

Rapidly Changing Profitability Pattern of Forest Industries

The capital reinvestment ratio was highest
among Chinese and Latin American producers
(3.08 and 2.84, respectively). At the other
extreme, Canada had a 2007 reinvestment ratio
of 0.4. The reinvestment ratio is capital invest-
ment as a percentage of depreciation, measuring
the extent that capital investment is replacing
aging assets. The forest products companies
based in emerging markets, primarily China,
Latin America, and the Russian Federation,
remain the growth drivers. On the supply side,
the competitive advantage continues to shift
towards South America, and China remains a
major influence on the demand side.

Source: http://www.pwc.com/extweb/ncpressrelease.nsf/
docid/177FOEA303EF1B4E8525748F004E7180 (accessed 5
August 2008).

the world’s woodpulp capacity would then be locat-
ed in these countries. The respective investments
could be conservatively estimated at about US$20
billion to US$22 billion, or about US$1.5 billion to
US$1.8 billion per year. Allowing another 20 percent
for paper and wood products would mean that the
annual total investment in forest industries in devel-
oping countries could be in the range of US$2.0 bil-
lion to US$2.2 billion per year. The FDI component
of those investments can be estimated at about 45
percent, or US$900 million per year*?, which suggests
almost doubling of the current recorded rate of the
FDI inflow in developing countries (cf. Table 3.6).
The current trends in the plantation activity indi-
cate an annual increase of about 1.8 million hectares
(ha) per year in developing countries (FAO 2005).
This can be expected to accelerate, for a variety of
reasons (wood demand, bioenergy, carbon invest-
ments, etc.). The respective investment require-

43. On the known planned pulp investments, about half
would involve a foreign investor or partner. If the same share
is applied for paper and paperboard and 30 percent is
assumed for the wood industry, the foreign share of the total
forest industry investments would be about 45 percent.
However, the actual figure is likely to be lower because part of
the projects will be financed locally, although the owner is a
foreigner.

ments would therefore be in the range of US$3 bil-
lion per year, of which almost one-third could take
place in Brazil*4. The FDI component in plantations
will be mostly related to pulp mill investments and
estimated at about US$300 million per year®>.

A key issue in private sector financing is to ensure
that investments are not made into illegal and
unsustainable operations. A growing share of forest
industry corporations exporting to environmentally
conscious markets in the industrialised countries
have achieved SFM certification or are committed to
do it to demonstrate sustainability of their wood sup-
plies. Some environmental and social NGOs have,
however, expressed concerns about whether planta-
tion-based forest industry can be certified if natural
forests have been converted to planted forests.

44. Savcor Indufor (2006) used a global average investment
cost of US$2,000 per hectare, covering the first three years
since the establishment phase (excluding the cost of land).
There is significant variation in the unit investment costs of
industrial plantations among developing countries (e.g.,
Haltia 2007). In large-scale operations, significantly lower
costs are achieved (e.g., in Indonesia and Brazil).

45. The plantation requirement for the projected pulp expan-
sions would be about 3.6 million hectares in 2009-2012, cor-
responding to about US$7.2 billion, or US$600 million per
year, of which about half would be related to foreign-owned
plantation projects.
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TABLE 3.6

Forest-Related Foreign Direct Investment in Developing Countries

1989-1991 2003-2005
FDI Flows (US$ millions)
Inward
Agriculture, forestry, and fishing 602 1,855
Wood, pulp, and paper products 237 516
Outward
Agriculture, forestry, and fishing 2 45 221
Wood, pulp, and paper products 74 30
FDI Stocks (US$ millions)
Inward
Agriculture, forestry, and fishing 4,194 8,707
Wood, pulp, and paper products 4,536 17,793
Outward
Agriculture, forestry, and fishing 319 1,575
Wood, pulp, and paper products 9l 2,062

Source: UNCTAD (2007).

a There is no separate information on flows and stocks in forestry, which is included in the same group with agriculture,

hunting, and fishing.

To avoid financing of unsustainable activities
and to mitigate the reputational, environmental,
and social risks of forest investments, more than 60
private Equator Principles Financial Institutions
(EPFIs)*® have adopted sustainability safeguards as a
risk management instrument in their project finance
for projects less than US$10 million. These safe-
guards are derived from IFC’s Performance
Standards, aimed at ensuring that investments made
are compatible with the institution’s policy on social
and environmental sustainability. Another impor-
tant source in financing for pulp and paper industry
investments in developing countries is export credit
agencies, which have not always paid due attention
to sustainability in their decisions (e.g., FERN 2007,
2008). In addition, several leading commercial
banks have specified additional requirements for
forest sector projects, and some have set up special
funds for forest and other ‘green’ investments (EI
Lakany, Jenkins, and Richards 2007).

In the context of climate change policies, the for-
est industry has started to reposition itself. New rev-
enue streams can be expected from their forest assets

46. http://www.equator-principles.com/index.shtml (accessed
5 August 2008).

from environmental services; inherent climate
change characteristics of forest products offer a
potential competitive advantage in low-carbon
economy; and consumers’ green preferences are
enhancing forest products demand. Implementation
of REDD measures are likely to lead to stronger gov-
ernance because ownership of forest carbon will
have to established before credits are tradeable.
Governance improvement would also reduce the
role of unfair illegal competition in the marketplace.
However, sustainability means higher forest man-
agement costs, and threats from climatic damage to
forests also require costly adaptation measures. This
is expected to lead to re-evaluation of forest asset
strategies, capturing benefits from forest-based car-
bon credits, bioenergy, and ensuring that the entire
supply chain meets the criteria for sustainability (cf.
World Resources Institute 2008).

3.4.2 Timberland Investment

The emergence of timberland investments has been
dramatic in the past two decades or so in industri-
alised countries. There has been a boom in timber-
land investments in the United States. The total asset
value is currently estimated at US$30 billion to
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US$50 billion, which is probably less than a quarter
of the potential. Timberland investment manage-
ment organisations (TIMOs) have become the
largest forestland owners or managers in the country.
In this situation, it has become harder and harder to
find large properties at attractive costs because tim-
berland prices have risen significantly. Forest invest-
ment funds also operate in several European coun-
tries, although their volume is still limited (but
growing).

The trend is driven by three main factors: (i) bio-
logical tree growth as a stable and predictable source
of revenue, (ii) timber prices, and (iii) land prices.
These factors have been coupled with a manageable
technical and market risk, supported by flexibility in
timing of harvesting and investor exit. In the United
States, the federal taxation policy and structural
changes in the forest industry were also important
drivers for TIMOs. Direct investment in timber-
lands, which in the past was mainly made by forest
industry corporations, has been shifting to indirect
investment by institutional investors as a result of
three main drivers: (i) securitisation, which has
allowed spreading the risk among a large number of
investors and improved liquidity of investment; (ii)
possibility to use loan financing when real interest
rates have been low; and (iii) outsourcing of manage-
ment of timberlands. Forest industry corporations
have often been forced by portfolio investors to divest
their timberlands to increase short-term return on
capital. Through divestment, they have been disinte-
grated from their captive wood supply source, which
has major strategic implications for their core opera-
tions, even though the impacts have been mitigated
through long-term supply contracts®’.

These factors have led to the emergence of
TIMOs, which are essentially asset management
organisations that sometimes also act as forest man-
agers. Indirect investment in forest lands can take
different forms: real estate capital funds, forest estate
capital funds, real estate investment trusts (REITSs),
and timberland investment funds. Most of these
funds simply work as investment funds used to pur-
chase assets that can be forest property (land and/or
trees). Another option is a partnership fund where-
by the fund becomes a shareholder in the existing
company owning or running forest business. The

47. Real estate investment funds or trusts in the United States
are not allowed to carry out manufacturing operations and
cannot invest in downstream processing.

choice of the arrangement is strongly influenced by
taxation and varies therefore between countries
because of prevailing legislation.

Apart from Australia, New Zealand, and (more
recently) some European countries, timberland
investments in other countries have so far remained
limited to a few projects in Latin America, mainly
Brazil. This is expected to change when risk-averse
institutional investors have started to appreciate
high expected returns and the country-level invest-
ment climates have improved. Chile, Colombia, the
Russian Federation, and Uruguay are likely to be
among the next targets, although the biggest expan-
sion is likely to take place in Brazil in the short and
medium terms. This is aided by the on-going trend
of Brazilian companies to outsource the manage-
ment of their forest assets, which makes these easily
divestible (Tomaselli, pers. comm.). As one of the
lowest-cost producers of pulp in the world,
Indonesia can substantially increase planted area,
and if its policy and legal framework is improved,
new private sector investment in planted forests by
TIMOs and industrial investors can be expected.

As with any private investment, the return on
investment is the overriding objective for timber-
land investors. Apart from timber production, all
means to improve return are considered (e.g., capi-
talising on forest environmental services and land
development values). Because timberland operators
are large, they are well equipped to tap these possi-
bilities for creating new revenue streams for SEFM on
their lands. TIMOs have contributed to improve-
ment of market conditions in regions where the tim-
ber market has been in the hands of large corpora-
tions by opening up sales possibilities for
smallholders. TIMOs can also foster technology
transfer through their improved forest practices,
and they can contribute to social development and
good governance by self-compliance. Other poten-
tial benefits for the country from timberland invest-
ments are apparent: rehabilitation of degraded
forests and lands, effective sustainable use of natural
resources, technology transfer, employment and
income creation from forest management, wood
production and processing, and infrastructural
development.

However, there are also downsides. Although
institutional and other private investors are looking
for lands with clear land tenure that are not effec-
tively used for other purposes, social issues are like-
ly to arise, particularly in the case of foreign
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investors. The timberland investors will have a rela-
tively short-term planning horizon (in the forestry
context) and predetermined exit strategies. This is
likely to influence their interest in effectively carry-
ing out necessary long-term investments (such as
reforestation or rehabilitation of degraded lands by
using intensive measures).

Other potential impacts are increased land prices
(limiting local farmers’ possibilities to buy addition-
al land) and reduced possibilities for local people to
use forests. Although smallholders and communities
may benefit from opening up new markets for their
timber as a result of large-scale investments in near-
by areas, the economies of scale in industrial wood
production can put smallholders at a disadvantage
in the marketplace.

3.4.3 Enhancing the Role
of the Private Sector

In addition to physical timber-growing conditions
and comparative advantage, the country’s invest-
ment climate or enabling conditions are the key for
future private financing, especially foreign. This is a
particular constraint for the forestry sector because
investments are generally long-term. Nascimento
and Tomaselli (2007) have developed an approach
for assessing national investment climates that can
also be used to monitor progress. The results of a
recent assessment carried out in Latin America
(Nascimento 2007) show that there are significant
differences between countries. No systematic analy-
sis has been done on the correlation between the
investment climate and actual investments, but it is
apparent that large-scale forest investments in
Brazil, Chile, and Uruguay would not have been
made had the enabling conditions not been in place
(Nascimento, pers. comm.). On the other hand,
Indonesia is an example of a country with large
expansion potential where lack of adequate policy
and legal framework and weak institutions in the
past have been barriers to investment in sustainable
plantation forestry and downstream processing
industries.

With regard to NLBI, the industry’s role is to
directly contribute to production, processing, and
trade and thereby to the achievement of the first
three Global Objectives on Forests. The indirect eco-
nomic, social, and environmental impact of the
industry is broad and cross-cutting, and therefore
both enhancement of potential positive effects and

mitigation of possible negative consequences are
needed. Timberland and other private investors can
make a significant contribution to the NLBI nation-
al measures in enhancing production of forest goods
and services and associated trade. They can also have
a positive impact on technology transfer and
research, governance, and development of human
resources. The impact is likely to be limited to rela-
tively few countries that can offer attractive timber-
growing conditions, suitable land availability, and
adequate investment climate to enable foreign
investment to take place. Regulation and voluntary
measures such as forest certification are needed to
mitigate possible negative impacts and to integrate
these new actors into the national and local socio-
economic framework to maximise mutual benefits.

3.5 NGOs, PHILANTHROPIC
FOUNDATIONS,AND OTHER SOURCES

In addition to ODA and private sector financing
institutions, there are a huge number of other
sources of funding on which no consolidated quan-
titative information is available. The recent updating
of the CPF Sourcebook on Funding for Sustainable
Forest Management*® identified more than 700
sources of different types: international or national,
private or public, for-profit or non-profit, general or
targeted at certain topics (e.g., research, education)
or regions. The thematic areas most frequently cov-
ered by these sources include (i) education, training,
and public awareness; (ii) conservation; and (iii)
research and development. For other topics, rela-
tively few sources (less than 30 worldwide) were
identified. Most of the sources are found in North
America (46 percent) and Europe (27 percent)
(FAO 2008a).

It is noted that there are fragmentation and
diversity in funding sources for SFM, which means
both (i) opportunities to find a suitable source for
almost any kind of forest-related activity and (ii)
limitations in terms of finding the right source for a
particular purpose. Availability of funding from
these diverse sources varies by region because there
appear to be fewer opportunities for African and
Latin American applicants. Competitive mecha-
nisms for awarding funds are being increasingly

48. www.fao.org/forestry/cpf-sourcebook/en/.
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applied. Most of the forest-related financing from
various non-conventional sources is made through
relatively small amounts, but there are also very
large actors among internationally operating NGOs
and philanthropic foundations.

From the viewpoint of NLBI implementation,
these funding sources provide a valuable comple-
ment to conventional sources, particularly in the
focal areas of education, conservation, community
empowerment, and research. These sources also
address various strategic gaps that may not be cov-
ered by others, such as support to stakeholder par-
ticipation in forestry policy and planning processes,
investment promotion, production and processing
efficiency, traditional forest-related knowledge
(TFRK), partnership development, etc. (FAO
2008a). They also provide small grants to projects
that build community institutions and their aware-
ness. Although not contributing as significantly to
SEM funding in absolute terms, smaller sources pro-
viding grants occupy an important niche because
they are able to support, in a flexible manner, inno-
vative and higher-risk projects, and they can also be
influential in guiding the direction of investments of
larger donors (FAO 2008a).

3.5.1 NGOs

The world’s seven largest environmental non-gov-
ernmental organisations (NGOs)*® have a total asset
value of several billion U.S. dollars, and they gener-
ate an annual income of US$1.5 billion from dona-
tions, bilateral aid agencies, and own resources.
Many NGOs use a significant part of their financing
resources for international work, mostly in develop-
ing countries. Biodiversity conservation has been the
main target, but more recently some support has
also been given to SFM. By far the largest environ-
mental NGO is The Nature Conservancy (TNC),
which had in 2007 assets of US$5.4 billion, of which
US$2.9 billion was invested in conservation lands
and conservation easements, which makes the
organisation a particularly powerful financier for
forest conservation (TNC 2007). Conservation
International (CI) is another powerful fund-raiser,

49. The Nature Conservancy, WWF International, the
Conservation Fund, Conservation International, the
International Union for Conservation of Nature (IUCN), the
Natural Resources Defence Council, and the Nature
Conservancy of Canada.

having created CI-managed funds for conservation.
In general, the role of conservation NGOs is proba-
bly growing as a result of the growing interest of
some large US foundations in supporting environ-
ment (Box 3.3).

A large number of social NGOs are working in
rural development, and many are engaged in sup-
porting sustainable management and conservation
of natural resources. Some internationally operating
organisations like Oxfam, Caritas, etc., need to be
singled out for their support to forest communities
and smallholders, in collaboration with small
national NGOs and community-based organisa-
tions. Although NGOs in developed countries are
often well equipped to raise funds, local NGOs, for-
est communities, and smallholders have difficulties
in accessing most funding sources because these tend
to have rigorous approaches to application, imple-
mentation, monitoring, and evaluation, in spite of
the fact that poverty reduction and community
development are often identified as priority areas.

With regard to the NLBI implementation, the
NGO sources of financing make an important con-
tribution to such areas as forest conservation, pover-
ty reduction and livelihoods, stakeholder participa-
tion, partnerships, training, awareness raising, etc.
With appropriate outreach and strategic alliances,
much support from NGOs can be mobilised for
NLBI.

3.5.2 Philanthropy

There is an increasingly important role for philan-
thropic contributions and the work of the non-prof-
it organisations that they support. The United States
is the leading country in this field, with about 68,000
grant-making foundations. Their international giv-
ing has increased rapidly, amounting to US$3.8 bil-
lion in 2005, of which about 6 percent (some
US$230 million) was allocated to the environment.
Financing to forests would be part of this total, and
a substantial share is presumably allocated for biodi-
versity, indigenous peoples, and forest communities.
Among the 15 largest foundations, 8 specify forest-
related issues for their grants, such as protected
areas, land rights, etc. The future funding flow from
these sources will depend on the stock market (the
main source of endowment income) and emergence
of new sources like Warren Buffet’s donation of
US$31 billion to the Gates Foundation, which may
allow expansion of its scope of funding beyond
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BOX 3.3

Conservation International’s Funds

Critical Ecosystem Partnership Fund

CEPF was conceived as a model to demonstrate
the effectiveness of mobilising innovative
alliances by an internationally credible conserva-
tion NGO. CEPF is a joint initiative of Conser-
vation International (CI), the Global Environ-
ment Facility (GEF), the government of Japan,
the John D. and Catherine T. MacArthur Foun-
dation, and the World Bank. Each partner has
committed to a US$25 million investment over
five years. In 2007, the Agence Francaise de
Développement (AFD) from France joined CEPF
with a grant of about US$30 million, and CI co-
financed another US$25 million. The target is to
raise another US$150 million (CEPF 2007).

The objective of CEPF is to provide strategic
assistance to NGOs, community groups, and
other civil society partners to protect biodiversi-
ty hotspots (i.e., the biologically richest—yet
most threatened—ecosystems). Each hotspot is
characterised by at least 1,500 endemic plants
and less than 30 percent of its original natural
habitat remaining. Within the hotspots, CEPF
investments target action in key biodiversity
areas, as well as threats to biodiversity in conser-
vation corridors. CEPF has established active
grant-making programmes in 33 countries, and
by 2007 it had committed grants of US$91 mil-
lion. The annual volume in 2007 was US$7.9
million (CEPF 2007).

International NGOs had received 59 percent
of CEPF’s grants through 30 June 2005, includ-
ing the largest grantee’s (CI itself) 35 percent
share. CEPF management and some of the donor

partners have expressed concern about the
importance of gradually reducing the proportion
of grants going to international rather than local
and national NGOs. CEPF is managed as a semi-
autonomous unit within CI.

Global Conservation Fund

GCF was established in 2007 with a grant from
the Gordon and Betty Moore Foundation. It
provides financial and strategic assistance to
enable local communities, NGOs, and govern-
ments to protect their biological riches. GCF is
designed to target two critical needs: creating
and expanding protected areas and ensuring
their effective management. The goal for all GCF
projects will be a newly created or expanded pro-
tected area supported by a financing strategy and
well-capitalised mechanism to cover future
management costs. Protected areas supported
range from national parks to privately owned
lands and community-managed reserves that
combine conservation with responsible natural
resource use and development.

GCF will help design and support endow-
ments, trusts, and other special mechanisms that
create a steady flow of funds for managing
important new protected areas in CI’s three pri-
ority areas: (i) biodiversity hotspots, (ii) high-
biodiversity wilderness areas, and (iii) key
marine regions.

Sources: http://web.conservation.org/xp/gcf/where/ (accessed
2 August 2008); Wells et al. (2006).

health to include (for example) rural development
and conservation (Renz and Atienza 2006). Another
source is wealthy individuals who may directly con-
tribute to field projects or through existing founda-
tions. Mobilising funds from these sources would
require professional fund-raising and targeted pro-
motion within long-established contacts, rather
than through ad hoc applications.

With regard to NLBI implementation, philan-
thropy is an important complement to, but not a
substitute for, public funding. The financial flows

are typically targeted at field-level projects, and only
in a few cases (e.g., protected area establishment and
management) could recipients be government agen-
cies and thereby directly contributing to the NLBI
implementation. Because sustainable forest manage-
ment is not, fundamentally, a charitable endeavour,
it is unlikely that philanthropic sources would become
a major source for its financing. Furthermore, the cur-
rent financial crisis, reducing the asset value of portfo-
lio investments, is likely to significantly limit short-
and medium-term increases from these sources.
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CHAPTER FOUR

ince the mid-1990s, great expectations have
been put on the development of payments for
environmental services (PESs) as a possible
source of revenue from, and funding for, SFM.
These expectations have not materialised for a num-
ber of reasons (e.g., El Lakany, Jenkins, and Richards
2007; Pagiola, Bishop, and Landell-Mills 2002;
Landell-Mills and Porras 2002). From the interna-
tional perspective, the PES schemes of global public
goods from forests (climate change mitigation and
biodiversity) have been seen as the most promising
way to raise additional financial flows to SFM in
developing countries. Regulatory arrangements like
the Clean Development Mechanism (CDM) have
not (yet) proved effective in addressing the needs for
afforestation and deforestation in developing coun-
tries. Also in the case of other PES schemes, the
experience in developing countries continues to be
limited (mainly in Latin America), while they are
widely being applied in many developed countries.
In this section, the voluntary carbon markets are
first reviewed, followed by a discussion on REDD as
a potential financing instrument and on related
country initiatives on climate change and tropical
forest conservation. PES initiatives and instruments
other than carbon-related are then briefly discussed
because these topics have been covered by the recent
stock-taking exercise by El Lakany, Jenkins, and
Richards (2007). Finally, the potential of the pro-
posed Global Forest Partnership is discussed.

4.1 CARBON OFFSET MARKETS

The two major mandatory markets for carbon off-
sets, the Kyoto Protocol’s Clean Development
Mechanism (CDM) and the European Union
Emission Trading Scheme (ETS), were valued at
US$64 billion in 2007, or more than double the pre-
vious year. They have proved to be efficient and
effective, but only the former has covered forest car-
bon offsets, albeit on a still very limited scale (only
one forest carbon project has been formally
endorsed by the CDM Executive Board!). Twenty-
seven projects are in the process of validation, with a
total amount of credits of 2 million tons carbon
dioxide (CO,)% This shows that despite a strong
potential supply of afforestation/reforestation (A/R)
credits, the CDM has been slow in mobilising it. The
non-Kyoto-regulated markets in the United States
and Australia (New South Wales) cover forest car-
bon offsets, but also they are still small compared
with the Kyoto-regulated CO, markets. Three prob-
lems have made CDM financing cumbersome in
forestry: (i) there is a delay of one to two years in
getting CDM projects approved, (ii) transaction
costs are so high that smaller projects are not viable,

1. Guangxi Watershed Project in China.
2. http://cdm.unfccc.int/Projects/review.html (accessed 26
September 2008).
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and (iii) particular characteristics of forestry proj-
ects related to additionality, leakage, and perma-
nence hinder forest CDM project approval.

The voluntary market for carbon credits was
US$331 million in 2007, or more than three-fold the
2006 level. The voluntary over-the-counter (OTC)
markets are currently the only source of carbon
finance for avoided deforestation, and they have a
higher proportion of forestry-based credits out of
total market transactions than the CDM (36 percent
for OTC vs. 1 percent for CDM). Moreover, the vol-
untary markets seem to be particularly favourable
for smaller offset projects (Hamilton et al. 2008).
This indicates that in spite of small volumes, there
is a significant forest carbon offset demand that
cannot be channelled through the regulated market
and is therefore traded in the voluntary market. In
the short run, this unregulated market is likely to
play a critical role in developing new ways of imple-
mentation because the regulatory market is still
incipient. Many buyers are purchasing the volun-
tary offsets at attractive prices, expecting that these
may be used to comply with future regulations or
resell them.

4.2 REDUCED EMISSIONS FROM
DEFORESTATION AND FOREST
DEGRADATION

4.2.1 REDD as a Policy Instrument

The Stern report (2006) made it clear that avoiding
deforestation would be among the lowest-cost miti-
gation options to avoid increasing CO, emissions
and possibly also increasing sinks, as well as enhanc-
ing other benefits like biodiversity conservation,
poverty reduction, and climate change adaptation.
Through carbon revenue, prospects for the econom-
ic viability of SFM in natural tropical forests are
expected to substantially improve because at least
part of the ecosystem services that these forests pro-
vide could be remunerated. Through the adoption
of the Bali Action Plan by the UNFCCC Conference
of Parties (COP-13) in Bali, December 2007, it is
clear that avoided deforestation will be part of the
international climate change arrangement after
2012. The COP decision, ‘Reducing emission from
deforestation in developing countries: approaches to
stimulate action’, encourages parties to explore a

range of actions, identify options, and undertake
efforts to address the drivers of deforestation. The
decision also encourages support to capacity build-
ing, technical assistance, facilitation of the transfer of
technology, and addressing the institutional needs of
developing countries to estimate and reduce emis-
sions from deforestation and degradation.

At present, practically all stakeholder groups
consider REDD compensation as a win-win instru-
ment, but for a variety of reasons. For tropical coun-
try governments, REDD represents a new source of
financing for national priorities like health and edu-
cation; for donor countries, it is a low-cost option
for carbon offsets; for environmental NGOs, REDD
can generate additional resources for biodiversity
conservation; for the rural poor, REDD can generate
badly needed income and financial support to com-
munity development, as well as serve as a means to
improve their forest tenure rights; for the private
sector, REDD can be an additional source of funding
to make SEM in natural tropical forests and land
restoration financially viable; for multilateral devel-
opment banks, REDD can open up new ways of
doing business in the context of maintenance of
global public goods; and for intergovernmental
organisations, it offers a new area of intervention in
technical assistance and a new funding source.

Meeting such a broad range of interests will,
however, be difficult. Several issues need clarifica-
tion, and therefore the COP Decision 2/CP.13 calls
for consideration of policy approaches and positive
incentives on issues relating to reducing emissions
from deforestation and forest degradation and the
role of conservation, sustainable management of
forests, and enhancement of forest carbon stock in
developing countries. This holistic view means that
both emission reductions and SFM are promoted.
The Bali Action Plan calls also for capacity building
and demonstration to find suitable ways for REDD
implementation. In addition, ways should be found
to address key issues (see section 4.2.3) in advance to
avoid backfiring effects, as has happened in the case
of promotion of land-based biofuels utilisation. The
unique win-win opportunities of carbon financing
instruments (CDM, REDD, voluntary markets, etc.)
mean that they can also enhance synergies between
international instruments related to forests, includ-
ing UNFCCC, CBD, UNCCD, and the NLBI. This
would, however, mean that coordination has to be
scaled up within a holistic forest framework.
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4.2.2 REDD Implementation

There are at least two main implementation options
for an international REDD agreement: (i) market-
based carbon offsets and (ii) an international fund-
ing mechanism that would not result in carbon
credits. The market-based option could be further
distinguished as national-level and project-based
offsets. The current perception is that the market
option could best achieve the targeted REDD objec-
tives because its capacity to mobilise funding is
probably largest. At the same time, some of the key
issues (see section 5.2.3) could be effectively
addressed through a combination of international-
and national-level rules of operation. On the other
hand, the public-funding-based second option has
also received strong political support (e.g., Brazil),
and it could be designed in such a way that it can
provide advantages similar to those of the market-
based approaches (apart from carbon offset credits
for buyers or sources of funding). Payments could
be made upon verified performance, which can be
calculated in the same way, using baselines and ref-
erence scenarios. In the funding approach, necessary
upfront costs could eventually also be financed, for
which other arrangements would be needed in the
market-based approaches. The fund option could,
however, suffer from problems of transparency,
accountability, low volumes, and (in general) more
risk for predictability (e.g., Global Mechanism 2008b).

Market-based approaches have the benefit of
being transparent and flexible (particularly in case
REDD credits are fungible with other carbon cred-
its), and they provide a strong incentive for large,
fairly predictable financial flows under clearly
defined rules of transaction. Different views on the
REDD implementation options may significantly
delay achievement of consensus, and thereby formal
launching of the instrument. In the meantime, it is
important to gain practical experience as called for
in the Bali Action Plan.

4.2.3 Issues and Concerns

The rapidly accumulating analytical literature® sug-
gests that several issues and concerns should be clar-

3. For example, Boccucci et al. (2008); Forest Peoples
Programme (2008); Gardiner (2008); Leach (2008); Peskett
and Harkin (2007); Putz and Zudeima (2008); Scholz and
Schmidt (2008); Skutch (2008); Wainwright (2008).

ified before agreement on the operational REDD
arrangements can be achieved.

Policy Issues

B Uncertainty about achieving co-benefits in
poverty reduction, livelihoods of the rural peo-
ple, biodiversity conservation, and other envi-
ronmental services, as well as sustainable man-
agement of forests; there is lack of clarity on how
trade-offs between various objectives (climate
change mitigation, biodiversity, poverty, etc.)
can be addressed in specific situations.

B Risk for violating the rights of indigenous and
other local populations concerning the use of
forest areas and possible negative impacts of the
separate ownership rights of carbon on other
rights over forests and trees.

B REDD’s impact on land prices, which may
adversely affect land ownership and tenure of
indigenous and other local people.

B Uncertainties about to what extent and how pay-
ments for REDD credits can be distributed to the
rural people and what other benefits smallhold-
ers, farmers, and communities can obtain from
REDD schemes; there is an additional concern
about how to avoid the majority of payments
being captured by elites or the state.

B REDD may act as a perverse incentive if it leads
to an increase in the deforestation rate before a
country enters into the system, to have an artifi-
cially low reference scenario, based on which
improved performance is afterwards rewarded.

B Risk of limiting access to REDD financing to only
forest-rich countries has equity implications.
Many of these countries belong to the middle-
income countries, and therefore most of the least
developed countries would not benefit from
REDD.

B Another related concern is that those countries
that have already addressed deforestation are not
compensated; rather, they may often be penalised
because their reference scenarios may be more
demanding than in those countries where defor-
estation is still rapid. Differences in marginal
costs between countries also need consideration
because in the former cases, additional reduc-
tions are likely to require higher investments in
relative terms than in the latter.
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How REDD could address land degradation in
areas that have already been deforested, includ-
ing restoration of these lands to create new car-
bon stocks. This is associated with possible exclu-
sion of drylands and other low-carbon-intensity
from the REDD mechanisms.
Creation of such carbon stores through reforesta-

forest lands

tion will suffer from significantly reduced market
competitiveness compared with avoided defor-
estation, but their co-benefits would be highly
significant because drylands tend to suffer from
extreme poverty. Furthermore, there is lack of
clarity on how adaptation in forestry can be
financed to avoid further land degradation and
desertification, and on how forest carbon stocks
on and around the margin of forests could be
incorporated.

Underlying causes for deforestation and forest
degradation are planned to be addressed in the
national REDD strategies in participating coun-
tries, but it is unclear how this can be done in
practice.

Lack of understanding about the fact that in nat-
ural tropical forests, harvesting does not neces-
sarily lead to immediate or short-term carbon
emission from felled trees because products
made of tropical timber have typically long life
cycles. In the long run, re-growth is invigorated
after the removal of trees in selective cuttings
practised in these forests. This is associated with
the common perception that carbon stock has to
be maintained at stand level, while from the
management perspective, assessment should be
made over a forest management unit represent-
ing stands in different stages of forest dynamics.

Implementation Issues

The level of REDD application (national, sub-
national, or project) has not yet been defined.
There are particular concerns about accountabil-
ity of national-level REDD credit schemes com-
pared with project-based credits, which in spite
of their higher transaction costs can ensure deliv-
ery of agreed credits.

Governance arrangements of REDD schemes
need to be defined at both national and interna-
tional levels to ensure transparency and balanced
decision making.

Lack of clarity about appropriate common
approaches for stakeholder participation in the

elaboration and implementation of national
REDD strategies.

There is lack of clarity on whether a market
mechanism or a fund mechanism will be applied;
this is associated with the (probably unfounded)
concerns about possible flooding of the carbon
offset markets with REDD credits, impacting
general CO, prices and thereby efficiency and
effectiveness of all carbon trading instruments.
Related to this is the issue of possible fungibility
of REDD credits with other CO, credits.

In the case of market mechanism, there is an
additional concern about how significant
upfront costs could be financed from other
sources because carbon payments would be made
upon performance.

Transaction costs at both international and in-
country levels may prove to be high because of
complex implementation modalities. An exces-
sively high share of REDD payments may be cap-
tured by the intermediaries of the financial mar-
kets where the carbon offsets would be traded.
Independently from which approach is applied,
there are additional needs for co-financing of
complementary activities to ensure that REDD
benefits are created in practice, particularly
building up country capacity to implement nec-
essary measures to reduce deforestation.
However, their financing is an open question.
Experience has shown that processes to revise
legislation and strengthen governance to make
REDD schemes work in practice are usually very
slow, while the current supply of REDD funds is
calling for accelerated implementation to make
use of the present window of opportunity.

Methodological Problems

A number of methodological problems need also to

be resolved before REDD can take off on a larger

scale:

Definition of forest degradation

Data collection methods for required accuracy
and frequency at acceptable cost

Establishment of baselines and reference scenarios
Measurement of carbon in the absence of reliable
research and resource assessment data on carbon
density of forests, which varies extensively
between countries, biogeographical zones, forest
types, site conditions, etc.
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B Monitoring mechanisms and verification stan-
dards, including associated standards for SFM to
ensure sustainability

B Duration of REDD credits

In addition, REDD credits, like all forest carbon
credits, will also be influenced by concerns related to
permanence; leakage; temporal variation of the for-
est carbon cycle; and climatic, social, and economic
risks.

Some of the above issues can be addressed
through international regulation, and some through
appropriate measures in national REDD strategies.
However, many are cross-cutting themes and need
to be considered holistically (e.g., in the context of
national forest programmes or similar broader
strategies). Independently from which approach is
applied, there are additional needs for co-financing
of complementary activities to ensure that REDD
benefits are created in practice, particularly building
up country capacity to implement necessary meas-
ures to reduce deforestation.

It is of critical importance to address the gover-
nance issues related to REDD (in particular, the
complex issues related to equitable sharing of bene-
fits, resource rights, and regulation related to forest
management and environmental conservation). In
addition, reduction of illegal land-use conversion
and logging is often constrained by weak institution-
al capacity and corruption, which cannot be elimi-
nated in the short run because of flawed economic
incentives and other structural underlying reasons.

The above list of issues also suggests that there
are unlikely to be one-size-fits-all solutions, and in
many cases, a combination of approaches may be
needed to move forward, particularly in the initial
stages (Ebeling and Yasue 2008).

4.2.4 Forest Carbon Partnership Facility

Building on the positive experience of the
BioCarbon Fund and its own analytical work
(notably Chomitz 2006), the World Bank has spear-
headed the development of REDD financing by the
establishment of the Forest Carbon Partnership
Facility (FCPF). The purpose is to assist developing
countries in their efforts to reduce emissions from
deforestation and degradation and to build capacity
for REDD activities. FCPF will test a programme of
performance-based incentive payments in approxi-
mately 20 developing tropical and sub-tropical pilot

countries. The objective is to create an enabling
environment and a body of knowledge and experi-
ence that can facilitate the development of a much
larger global programme of incentives for REDD
over the medium term (5-10 years).

FCPF has two elements:

(1) The Readiness Fund will build up specific
capacity in participating countries to implement
the REDD scheme. This will include, inter alia,
(i) assessing historical emissions from defor-
estation and degradation; (ii) projecting emis-
sions from deforestation and degradation into
the future, using a national reference scenario;
(iii) preparing a national REDD strategy, with
proposals for policy and regulatory changes and
specific actions to achieve the planned emission
reductions in the form of development pro-
grammes or the like, as well as design of mech-
anisms for distribution of benefits; and (iv)
establishing a monitoring system for emissions.

(2) The Carbon Fund will support a few countries
that will have successfully participated in the
Readiness Mechanism to finance performance-
based payments for REDD policies and meas-
ures as an incentive to these countries and their
various stakeholders to achieve long-term sus-
tainability in financing forest conservation and
management efforts. The Carbon Fund will
deliver emission reductions based on evidence
that the projected volumes have been realised
and verified as per methodologies deemed
acceptable by the FCPF participants.

The FCPF’s target capitalisation is at least
US$300 million, consisting of US$100 million in the
Readiness Fund and US$200 million in the Carbon
Fund. By May 2008, the World Bank had received
donor pledges of about US$155 million from nine
industrialised countries and an NGO to kick-start
this initiative?. Fourteen countries have been select-
ed for the first phase of FCPF implementation®.

4. The donor countries include Germany (US$59 million), the
United Kingdom (US$30 million), the Netherlands (US$22
million), Australia and Japan (US$10 million each),
Switzerland (US$7 million, and Denmark and Finland (US$5
million each). The US-based The Nature Conservancy also
pledged US$5 million.

5. Bolivia, the Democratic Republic of Congo, Costa Rica,
Gabon, Ghana, Guyana, Kenya, Liberia, Madagascar, Mexico,
Nepal, Panama, Lao PDR, and Vietnam.
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4.2.5 Climate Investment Funds

The World Bank, in consultation with other multi-
lateral development banks (MDBs) and other stake-
holders, has developed measures to scale up assis-
tance to developing countries in the mitigation of,
and adaptation to, climate change by creating two
large climate investment funds (CIFs), which would
be new and additional to existing ODA flows.

The first is the Strategic Climate Fund (SCF),
which will channel new and additional financing for
addressing climate change through targeted pro-
grammes. SCF will provide incentives to maintain,
restore, and enhance carbon-rich natural ecosys-
tems to prevent these carbon sinks from becoming
emission sources and to enhance all the services they
provide, including climate resilience or adaptive
capacity. SCF will finance piloting of new develop-
ment approaches and scale up activities aimed at a
specific climate-change challenge or sectoral
response through targeted programmes. The first
programme will pilot national-level actions for cli-
mate resilience in a few highly vulnerable countries.
SEC attempts to maximise co-benefits of sustainable
development, particularly in relation to the conser-
vation of biodiversity, natural resources ecosystems,
and ecological processes. SCF has a holistic
approach to climate change mitigation and adapta-
tion that is particularly relevant in the forestry sector
because of its diverse opportunities to contribute to
the SCF objectives.

The second is the Clean Technology Fund (CTEF),
which is targeted at, inter alia, providing positive
incentives for the demonstration of low carbon
development and GHG mitigation; promoting
scaled-up deployment, diffusion, and transfer of
clean technologies; and promoting realisation of
environmental and social co-benefits of low-carbon
technologies. CTF’s country-specific programmes
will involve both the private and public sectors, and
they will complement GEF and link with the capac-
ity-building programmes of the United Nations
Environment Programme (UNEP) and the United
Nations Development Programme (UNDP). CTF’s
grant financing can cover additional costs necessary
to make projects viable and will be supplemented by
concessional loans and risk mitigation instruments,
such as guarantees. In regard to the forestry sector,
investm