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Feedback from the industry

Takashi Hongo, Director General and Special Advisor of the Environmental

Finance and Engineering Department, JBIC

AfiWera impressed by | DEAcarbonés wunique and

analysis in the carbon domain and are excited about the benefits that the

bring to the Japanese carbon market . 0

Gavin Templeton, Senior Trader, Rabobank

ir ratings can

"IDEAcarbon has an excellent understanding of the carbon markets and have provided
us with expert advice on the likely performance of carbon projects. Their understanding
of the risks involved in this area was first -class and their independent analysis was an

essentia | input to our decision making process. 0

Mitchell B. Feierstein, Head of Carbon Emissions Products, Cheyne Capital

Management

"For a long while, we have been very supportive of the creation and development o f the
IDEAcarbon ratings tool. The carbon rat ings tool may provide risk managers with more

objectively collated project information that may provide help in the overall ass

essment

of carbon investments. The carbon ratings tool may be prudently incorporated, as one of

several useful analytics, in a ri sk manager's arsenal.”

Dana Hanby, Director International Markets, First Climate

Markets AG

fiQuality and the risks associated with projects aimed at reducing CO2 emissions are of

paramount importance to a lot of the players in the market, but these are
that are still confusing. Independent assessment, applied across a

al SO aspects
broad range of

projects could provide standardisation and transparency needed in this market.

IDEAcarbon isthe f i rst to introduce such a

tool 0.

Eric Bettelheim, Executive Chair man, Sustainable Forestry Management Limited
"Integrity and quality assurance are essential to the development of the carbon market.
IDEAcarbon is playing a leading role in this effort. We have no doubt that its ratings

offer significant value to carbon -based financial instruments."

Volker Horch, Consultant, Special and Financial Risks, Munich RE

"We appreciate IDEAcarbon's in  -depth technical knowledge of Kyoto projects  to properly

evaluate associated risks. The analysis provides a significant contributi
underwriting  thought process."

Joseph Massey, MD & CEO, Multi Commaodity Exch an ge of India
fiWe are happy to be working with IDEAcarbon, a global leader
standards and policy. We look forward to jointly developing transpar

on to our overall

in carbon market
ent rated

instruments for CERs, which p  resently have little liquidity. Our ambition is to create a
truly liquid market for Indian sourced CERs. We wi | | integrate | DEAcarbond

the design of carbon instruments we offer on MCX. 0
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1. About this report

This report has been prepared by IDEAcarbon as a means of providing public access to

the initial findings of our work in dev el oping and applying the Carbon |
ratings tool. At the core of the report are the outcomes of a portfolio of several market -

initiated ratings that the Carbon Rating Agency has undertaken

The projects rated in this report have been select ed from a range of technology types

and geographies in order to provide a representative sample of the projects that are
currently being developed in the JI, CDM and voluntary carbon markets.

The report is in three parts:

e The first section is an IDEA  carbon Special Paper, which provides an overview of
our analysis of the current state of play of carbon markets; explains why ratings
have a key role to play in the scaling of these markets; and explores the
implications of the f  indings from the portfolio of market -initiated ratings that the
Carbon Rating Agency has carried out.

e The second section opens with an in-depth explanation of the concept of the
market initiated ratings, and the ratings process and  methodology

e The third section goes on to pre sent the list of market initiated ratings assigned
so far followed by the ~ one-page ratings rationales

Copies of the full ratings from each of the market -initiated ratings covered in the report
will be made available to IDEAcarbon clients on a subscript ion basis. Please contact
info@carbonratingsagency.com for more detail.
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2. Introduction

In 2006, IDEAcarbon , an IDEA Group company was founded with the objective of
conducting rigor ous and original research to help the private and public sector deal with
the problems and opportunities arising from action on climate change, arguably the most

significant challenge of today . The work of IDEACarbon is centred on the creation of
toolsto help the development of alarge and successful alternative asset class.

lan Johnson ( formerly Vice-President of Sustainable Development at the World Bank)
joined IDEACarbon as Chairman in April 2006 to spearhead the effort in creating tools
and transpare ncy measures for the opaque market .

| DEAc ar b on,sincewanchkk 2006, has culminated in the creation of a rigorous
ratings service, which analyses any asset with carbon collateral; publishes in the
standard nomenclature of rating agencies and classif ies each asset/instrument or paper
with a carbon asset that helps investors assess the inherent relative risk of these assets.
IDEAcarbon has formed the The Carbon Rating Agency to provide this service.

IDEA carbon believes the case for serious involveme nt by private capital is compelling: it

is an opportunity to achieve healthy investment grade returns in a market un -correlated
to stocks and bonds. With a view of helping to bridge the intellectual gap, reduce
regulatory uncertainty, improve market standa rds and enhance risk analysis and
transparency, The Car bon Rat iratiggs Apgoeide @ yighreus asse  ssment of the
likelihood of a project or portfolio delivering its stated emissions reductions in the stated

time period. In addition, each rating eval uates the economic and social development
benefits that the project does, or does not bring.

Improved transparency and better risk management T including ratings T are an integral
part of the process to turn carbon into a new asset class. At present, eac h emission
reduction project is unique and has its own risk profile. Carbon ratings will help to
standardise carbon as a commodity and create a new asset class. Rated projects will no

longer be unique but comparable to other projects with the same rating.

We hope our ratings will play an integral part in the evolution of 6carbon marketso.
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3. The performance of CDM and offset projects
An IDEAcarbon special paper

At a glance

e The only way to gain a sound understanding of the performance of emissi on
reduction projects is through a systematic assessment of delivery risks issue -

by-issue and project -by-project. The Carbon Rating Agency 6s ratings tool

based on such a bottom up approach.

e Our ratings experience shows that credit delivery depends criti cally on several
factors, including the ease of project implementation, the performance of the

ibase projectd and CDM experience in the host ¢
projects will make it from validation to issuance.
e By 2020 the market for project base d carbon credits/offsets should grow from
currently u8.>5 billion to at | east 200 bi
improvements in the way the market functions T including in terms of
transparency and risk management T will be needed to fulfil this potential.
Background
The project -based mechanisms (Joint Implementation, JI, and the Clean Development
Mechanism, CDM) are one of the key innovations T and one of the success stories T of
the Kyoto Protocol. Simultaneously, interest in carbon offsets from the vo luntary sector
is also growing.
Well -designed and well -functioning carbon markets have three main advantages over
other forms of regulation:
e Carbon markets are effective: There is clear evidence that well -designed markets
can achieve their environment al goals. In the US, sulphur trading under the Clean
Air Act has reduced SOx emissions from about 18 million tonnes to 9 million
tonnes. By 2012 the CDM will have produced enough credits (CERS) to offset
three yearsé worth of UK carbon emissions.
e Carbon m arkets are efficient: Markets can obtain a given objective at lower costs
T or achieve higher cuts with a given budget. The environmental objectives of the
US Clean Air Act were achieved at a fraction of the costs originally estimated.
e Carbon markets prom ote economic integration: International schemes like the
CDM create financial flows and transfer technology to emerging markets, enabling
countries like China and India to participate i n the global abatement effort. They
do so without imposing binding emis sion reduction targets on these countries
before they are ready to assume them.
The powerful case in favour of carbon marke ts is increasingly understood. At their
Bangkok meeting in March 2008 T the first negotiation session under the Bali roadmap T
negot iators stated that At he] mar ket mechani s ms under the Kyo
continue . There was also support among participants for further expanding the reach of
'This paper is based on the experience from the O6market initiate:
Agency. Please refer to the Section 2 (About Mar ket Initiated Ratings) for a clearer understanding of the
ratings.

The Carbon Rating Agency - The performance of CDM and offset projects 6
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these mechanisms and moving towards a global carbon market with a single market
price for car bon 6?2

The benefits of markets can only be achieved in full if they are al lowed to function
effectively.  Although the CDM is generally considered a success, there are a number of
shortcomings that have affected the smooth functioning of the market.

In pa rticular, there is concern about:

e Short -term issues related to the EU and UN transaction registries, which prevent
the settlement of EU ETS trades and the transfer of CDM credits into the EU ETS.
The impasse is affecting the liquidity of CDM asset holders that had planned to
sell their stock in the course of this year and may now not be able to do so.

e Medium -term barriers related to capacity constraints in the regulatory process
and erratic decisions by the CDM Executive Board. It takes around 300 days fo ra
project to move from validation to registration, and many Designated Operational
Entities (validators) have waiting times of several months.

e Long term uncertainty about the r egulatory framework after 2012. This was
exacerbated by an EU announcement to restrict CDM imports beyond 2012, which
raised questions about the strength of long -term demand.

Amidst general market jitters, these well -publicised problems have raised doubts about

the long -term prospects for the carbon market. But arguably the market has not only
misjudged regulatory risk. It has also underestimated the technology, counterparty,

market and host country risks inherent in these kinds of projects. CDM projects are at

their core development projects. They are not dissimilar to the operati ons financed by
international development institutions and they face some of the same issues, including
weak counterpar ts, low administrative capacity, local financing shortfalls and a complex

business environment.

Many project developers did not fully a ccount for these factors. Institutionally, there was
no review mechanism in place to correct this oversight. Investors relied on their internal

due diligence and did not subject projects to an independent risk assessment. As a
consequence, they often overe stimated the carbon delivery of their projects and
underestimated the time and capital needed to complete them.

Project developers and aggregators are now paying the price for this miscalculation.
Share prices in the handful of listed project development companies have fallen by about
two thirds between June 20 07 and June 2008 (see Table 1). The reassessment of carbon
portfolios was one of the main (although not the only) factor behind the share price
correction.

Table 1: Share prices of some listed carbo  n companies
3 June 2003 June 200 1-yearchange (%)

AgCert 0.65 40.6 -98.3%

Camco 40.0 90.9 -56.0%

Econergy 30.8 93.1 -67.0%

Ecosecurities 97.1 291.8 -66.7%

Trading Emissions 137.5 158.7 -13.3%

Source: Reuters

The developments have led to a reassessm ent of the credit supply exp ected from the
CDM until 2012. In May 2008 UNEP/Risoe, which maintains the main CDM project S

2 AWG KP Bangkok meeting report.

The Carbon Rating Agency - The performance of CDM and offset projects 7
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database, reduced its forecast of CDM delivery before 2013 from 2.5 billion tonnes to 1.5
billion tonnes. | DEAc ar bmate ldas always meemnl redrei cautousy bute s t
has also decreased slightly. We now expect the CDM to deliver some 1.6 billion tonnes,

compared with 2.0 billion tonnes assumed in September 2007 (see Table 2).

Table 2: Delivery expectations over time (billion ton nes)
CDM only CDM and JI
September 2007 1.95 2.05
December 2007 1.76 1.85
March 2008 1.59 1.82
(1.35 i 2.23) (1.40 T 2.29)

Source: IDEAcarbon / ECON Global Carbon Report

A closer look at performance

The traditional way to look at CDM performance is through a Atop downod ana
CDM pipe line. This can shed light on performance and portfolio trends at the aggregate

level. The Carbon Rating Agency maintains a detailed project database and deal flow

model specifically for this purpose.

Howeve r , from an investords point of view, the only wa:
the risks and potential of project -based credits is through a systematic assessment of
delivery risks issue -by-issue and project -by-project.

The Carbon Rating Agency has u ndertaken performance ratings of CDM and voluntary

projects across a variety of segments and geographies ® Types of projects include

biomass energy in Brazil and India, coal bed/mine methane in China, wind energy in

India, landfill gas in South Africa, and energy efficiency in India among others. The

Carbon Rating Agency 6 s ratings portfolio offers a unique ins
performance characteristics of project -based emission reductions.

Although the sample size is still much smaller than for other financial assets, carbon

ratings follow a similar distribution. While there have so far not been any AAA rated

projects, the ratings curve depicts a normal distribution with ~ 20% falling in the BBB

category (median range; see Chart 1). The initial s creening of a range of projects

indicates that, as the universe of rated projects grows, the curve is likely to maintain a
normal distribution.

Chart 1 : Portfolio distribution

IDEAcarbon Ratings portfolio distribution
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Source: IDEAcarbon

% Please refer to Section 2 (About Market Initiated Ratings) for a better understanding of the ratings
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The performance rating only represents delivery prospects, and delivery prospects may
not necessarily reflect the financial attractiveness of a project. In fact, there is no direct
correlation between the financial rate of return and credit delivery performance. For
example, some co al mine methane projects offer high financial returns even while other
projects in renewable energy and energy efficiency combine a high delivery performance
with much lower financial returns. In other words, some projects at the bottom end of

the ratings curve may still present good investment opportunities for financial investors,
while some high performers on the delivery scale may find it hard to attract increasing
investment.

A consistent feature of carbon credit projects is that the predictions in p roject design
documents (PDDs) are based on be st case assumptions. There are incentives for
developers to overstate expected delivery volumes in the PDD. As a result, actual

delivery is much more likely to fall short of the PDD target than to exceed it. On
average, projects deliver 96% of the credits expected at project design stage (as stated

in the PDD).

However, these figures are distorted by a small number of large projects dealing with

industrial gases (HFC and N20). There are 20 large projects (typ ically each issuing over
2m credits to date) which together account for more than 100m credits (75% of all
credits issued to date). The rest of the portfolio T more than 300 projects T has an
issuance success of just above 70%. Chart 2 shows delivery perfo rmance by sector.

Chart 2: Delivery performance

Delivery Performance by sector
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Source: IDEAcarbon

Renewable energy and energy efficiency projects generally perform best, but
performance varies widely. For example, wind projects in India and China have a similar

overall performa nce (about 80% delivery) but there is much more variability across
projects in China than there is in India (standard deviation of O .28 versus 0.18; see
Chart 2). However, the size of the typical project in China (both issuing and the pipeline

as a whole) s twice that in India (about 50MW compared to 20MW) and so the potential
benefits are greater, as well as the risk. Performance also varies within countries. Box 1

contains an analysis of biomass projects in Brazil and India. In both countries the

differe nce between the lowest and the highest delivery rate is about a factor of five.

Landfills remain the laggards in performance. The average performance of landfill gas

projects is only around 40% and there are some projects that will never deliver.

However , performance data shows that credit delivery from large well -run landfills can
be consistent (once the systems are stabilised), even if at a lower level than predicted.

Much of this discrepancy relates to the models used for prediction, which are general ly

recognised to be over -opti mi sti c. | DEAcarbondés research shows
projects becomes relatively stable after the first 12 -18 months of operation. 4

‘] DEAcarbon Sector Insight, fiThl ga&s fprmaecttsdf Oanadber 2007.
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