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Around the world, widespread
interest is emerging in markets
and other mechanisms that
recognize the value of nature’s
services and reward the people
or organizations that maintain

or restore these ecosystems.
Known as Ecosystem Services
(ES) payments, these mechanisms
are an innovative approach to
conserving ecosystems critical to
human livelihoods and economic
development via directly
compensating land stewards

for the desired management.
Forest Trends and the Katoomba
Group have been dedicated to
global efforts to promote and
design these innovative markets
since 1999.

The last decade has seen a
powerful upsurge in efforts,
both global and local, to put
these ecosystem services
reward principles to work.
Water authorities in New York
and Quito are investing in
protection of watersheds as a
cost-effective means to maintain
water quality and stabilize flows.
Major companies are looking

at standardizing methods for
evaluating and offsetting their

impacts on biological diversity
under the aegis of the Business
and Biodiversity Offsets Program
(BBOP).

By far the largest and most
dynamic of these markets is

the global carbon trade, where
volume has surged from near
zero in 2004 to roughly $66
billion in 2007.n this market,
the Kyoto Protocol’s Clean
Development Mechanism (CDM),
which rewards industrialized
countries for investing in “green”
projects in the developing world,
funneled nearly $7 billion into
projects of all kinds in 2007,
according to the World Bank.

Land use and land-use change
projects like forestry (those with
most potential benefits for rural
poor) accounted for less than
1% of the Kyoto project-based
carbon transactions recorded

in 2007. This is despite the fact
that the mechanisms for using
forestry as an offset have proven
their effectiveness in the far
smaller voluntary market, where
land use and land-use change
projects account for a much
larger share of all transactions.

The fact that deal-flow in the
carbon market is currently
bypassing important conservation
and community-based sustainable
development projects in Africa,
Asia and Latin America - partly
because of high transaction

costs — highlights the pressing
need for mechanisms to improve
access to information services,
build capacity, enable players to
enter the market and facilitate
transactions for ecosystem services
for low-income and indigenous
communities. We have an historic
opportunity to shape these new
emerging markets. Yet this window
of opportunity is closing quickly.
The markets are moving at the
rate of international businesses.

In the next 5-10 years, the rules
and instruments for these markets
will be formed and the interests

of conservation and low-income
communities will be in or out.
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Factories or Forests: What's keeping
community and forest-based projects

from getting to market?

While emissions reduced from a
factory smokestack may have the
same ton-for-ton impact on the
global atmosphere as those from
a community forestry project,
their contributions to sustainable
development are markedly
different. Well-designed forestry
and land use projects have

the potential to improve rural
livelihoods, conserve imperiled
biodiversity, maintain long-term
soil productivity,and protect
water sources — while addressing
a source of nearly a fifth of the
globe’s greenhouse gas emissions.

But the promise that many

in the conservation and rural
development communities see for
recognizing additional value for
farmers, communities and small
enterprises has by and large failed
to materialize on a significant
scale, despite the multi-billion
dollar offset markets. Why?

Part of the answer lies with
regulatory and market barriers.
The European Union Emissions
Trading Scheme (EU ETS), for
example, doesn’t recognize
forestry offsets, and there’s still
plenty of low-cost “low-hanging
fruit” available in other sectors.

There is also, however, plenty
of demand for forest-based
carbon offsets. Indeed, demand

far outstrips the supply of
good forest-based projects
with credible offsets, but there
is inadequate investment in
building the ‘pipeline’ of these
projects to prepare them for
market.

Forestry projects,and especially
those with a strong community
focus, face barriers to tap into
global carbon markets, including:
+ Scarce technical capacity to
design solid, credible offset
projects;

Limited business, financial and
marketing experience and
expertise within community
and NGO project developers;
Insufficient early stage finance
available to bring projects up
the'value curve’and reduce
risks;

Lack of capacity to engage and
negotiate in a global market;
High transaction costs

of working with isolated
communities, smallholders or
small-scale projects.

The Katoomba Ecosystem
Services Incubator is a
specialized vehicle to provide
strategic support to small-scale
projects to take advantage of
revenue flows. Our aim is to
increase high-quality, solid
supply of ecosystem services.

Community
projects need
specialized
support

to access
ecosystem
services markets
on equitable
terms.There is
need for the
equivalent

of the micro-
finance network
to support
small-scale
producers

for emerging
ecosystem
markets.



The Katoomba Ecosystem
Services Incubator was created
to address the supply side of the
current disconnect in ecosystem
service markets. By providing
targeted technical, financial and
business management support to
promising projects with potential
for long-term financial viability,
the Incubator contributes to
catalyzing the nascent ecosystem
service markets and bringing
benefits to small-scale producers.
Latin America is the initial
regional focus of Incubator
investments given its leading role
in ecosystem market and project
innovation, and expansion to
Uganda and east and southern
Africa has begun.

The Incubator strategically invests
in the project development
phase enabling projects to

more effectively engage private
investors or buyers on solid
footing to increase opportunities
for equitable outcomes.Though

there are notable brokers and
investment funds developing
carbon projects (an estimated
$11 billion in private and public
carbon funds worldwide), few

are focused on maximizing
conservation and community
benefits. And very limited
investment is available for moving
projects efficiently through the
design and development process
to go from promising potential to
a marketable commodity.

Three characteristics distinguish

the Incubator from other

institutions:

» Focus on community and
biodiversity-centered projects

« Identification of a portfolio of
promising projects

» Extensive partner networks

- Increase benefits to

communities from ecosystem
services markets by increasing

supply of solid projects
- Leverage new investment

The Incubator focuses on
investing in the design and
development phases of
community and biodiversity-
centered projects. While other
NGOs have incorporated
carbon and ecosystem services
into their agenda, the Incubator
identifies a portfolio of projects
that enables it to provide
effective, efficient support to

a broad range of partners and
aggregation models.Thirdly,
the Incubator benefits from the
Katoomba network’s capacity
to draw on leading practitioners
in the field and the most up-to-
date market information via the
Ecosystem Marketplace’s (www.
ecosystemmarketplace.com)
global market linkages.

flows, demonstrating that community ecosystem services
projects can provide attractive investment returns

- (Catalyze innovation and methodological development,
including a focus on REDD, water markets, and bundled

services

« Strengthen regional institutional capacity to access
markets and develop viable projects

- Build an aggregation model to efficiently support a range

of small-scale producers



The Incubator
Approach

The Incubator works with project
partners to co-design a plan

to help overcome barriers to
market access through technical,
business, financial and marketing
support.

Technical and business support
for project development is
drawn from a roster of unique
specialists in the Katoomba
Group's global network and other

consultants and service providers.

Advice is provided to meet
typical project development
needs, including:

+ Quantification of ecosystem
services benefits using
accepted methods and
standards

+ Technical review and design

support to optimize ecosystem

services and community
development benefits

Stakeholder engagement and

participatory design

Preparation for approval,

validation or certification

processes

Legal assistance and

negotiation support

+ Development of business plans
and financial projections

By providing the experts and
technical resources to meet
the specialized development
needs of projects, the Incubator
provides critical support for

projects as well as building and
reinforcing regional capacity
and learning networks.

Catalytic seed funding from
donors helps cover some
costs incurred by the project
developers in the initial stages
of project design.In many
cases, lack of this early-stage
pre-market seed support

is the major obstacle to
project development.We are
also exploring the potential
for other project finance
arrangements that allow for
returns from successful projects,
providing additional leverage
and ensuring long-term
sustainability of the Incubator
instrument.

Strengthening market access
for the ecosystem services
created through the portfolio
Along with its partner programs
in Forest Trends, including

the Ecosystem Marketplace,
the Katoomba Group is well-
positioned to facilitate contacts
with potential buyers and
investors for high-quality
ecosystem services projects.
The Incubator will work with
project developers to help
them package, position and
negotiate their projects, as well
as exploring possibilities for
‘pooling’ ecosystem service
suppliers in order to better meet
market demand and facilitate
access for small producers and
community-based projects.

The Incubator
provides
effective,
efficient
supporttoa
broad range
of partners.
Support
includes

technical,
business,
and financial
expertise.




- Multiple benefit projects: Strong
community participation, social
benefits and positive biodiversity
impacts.

- High potential replicability and
opportunities for scaling up.

- Significant demonstration effect,
impact on development of policy and
emerging standards and methods.

- Particular attention to opportunities for
community initiatives facing barriers
to market access and potential for
aggregation

- High potential for sustainable long-
term finance with ability to significantly
leverage initial Incubator investment.

- Strong, but non-exclusive, emphasis
on projects resulting in marketable
carbon offsets, ideally leveraging other
ecosystem services finance.

- Reasonable (ideally 12-18 months)
estimated development time required
to bring project to market.

Building the
Incubator:
Initial Portfolio
and Next Steps

The Incubator aims to address a
broad range of evolving market
needs and opportunities for
innovation, but we see particular
promise in project types that
have the potential to drive policy
change, create financial leverage
and go to scale, including:
Projects reducing emissions
from deforestation and
degradation (REDD)
Integrating ecosystem services
payments with certified
sustainable forestry or
agricultural operations

Using carbon finance to
leverage more incipient
ecosystem services markets
(e.g hydrological services,
biodiversity offsets)

Creating vehicles for
aggregation of small-scale
producers and projects to
facilitate market access




The start-up phase (2-year)
investment of$2.2 million is
required to:

Support another 10-12 projects
in the ‘pipeline’and bring them
successfully to market;

Expand the portfolio model to
Africa (Uganda, Ghana)
Develop solid evaluation

and monitoring criteria for

the portfolio projects and

the Incubator Instrument

itself, including a Social and
Environmental Return on
Investment Indicator;

Assess and incorporate
methodologies, tools, standards
and best practices into portfolio
Establish strategic alliances
with key partner institutions
bringing additional technical
and business expertise to the
Incubator;

Draft a business plan defining
strategy for leveraging
increased private finance

and ensuring long-term
sustainability;

Disseminate results and lessons
learned from projects and into
ongoing processes like REDD.

.
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Technical support and grant-
making provide important
flexibility in supporting
innovative projects and
ensuring that partners have
the possibility to maximize
benefits to them. But long-
term sustainability and
scalability of the Incubator
model require financial
mechanisms and agreements
that ensure that it can
continue to support new
projects. By the end of 2009,
the Incubator aims to provide
support to a portion of its
portfolio on a contingent cost-
recovery basis, allowing for
successful projects to pay back
a portion of their proceeds to
the Incubator allowing funds
to be rolled over into new
projects.

Scaling up to an
aggregration model

Growth potential and
increasing demand may
present the opportunity for
the Incubator to become an
independent self-financing
business. With a solid track
record and strong capacity,
the Incubator should be

well positioned to involve
additional investment partners
and create a vehicle that
invests in projects throughout
their life cycle, including
implementation and onward
sale of offsets.

REDD- Reduced
Emissions from
Deforestation &
Ecosystem Degradation

Integrating ecosystem
services with certified
sustainable forestry and
agriculture

Using carbon

finance to leverage

or bundle emerging
ecosystem services
markets (hydrological,
biodiversity)
Aggregation vehicles for
small-scale producers
and projects



Current Portfolio

The Incubator provides targeted support to projects based on their potential to generate
significant community and biodiversity benefits, to innovate in ways that drive markets to meet
the needs of these critical participants,and move to market. Partners are carefully selected based
on their demonstrated capacity to effectively manage and execute projects.

Monte Pascoal - Pau Brasil: Establishing an ecological
corridor in the Atlantic Forest
Brazil

Focused on the establishment of a ~1000-hectare reforestation project within an
ecological corridor in Brazil's Atlantic Forest, the Katoomba Group worked with
The Nature Conservancy, Rainforest Alliance, and local partners to facilitate the
institutional configuration of entities to design a carbon offset for Jacques Vabre,
the French branch of a multinational coffee corporation. Katoomba initiated
brokering of the arrangement between the buyer, technical and managerial
support institutions, international certifiers and their Brazilian counterparts with
the aim of achieving a project that incorporates social and biodiversity benefits
with high integrity carbon offsets. In addition, Katoomba participated alongside
the parties during legal and contracting negotiations, which resulted in the
buyer agreeing to purchase an extra 20% carbon credits from the project as risk
mitigation for potential losses. The project is currently undergoing certification in
accordance with the standards of the Climate, Community and Biodiversity Alliance
(CCBA), and there is interest in replicating the approach in other regions of Brazil’s
Atlantic Forest.

Pico Bonito: Combining REDD carbon and FSC-certified forests
Honduras

Communities with experience managing their forests under Forest Stewardship
Council (FSC) standards have developed technical, organizational and managerial
skills that provide a powerful platform for engaging with PES markets. The 1250-
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