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Better Carbon Credits on the Horizon?

How Article 6 Can Build Trust and What it Means for Business Leaders

Introduction

Reducing carbon emissions is front of mind for
many businesses. The first move for any company
should always be to avoid emissions. However,
given existing technology and systems, few can
completely remove carbon emissions from their
operations or supply chains. The question is: What
to do about the residual emissions?

Recourse to carbon markets is often seen as a
solution to that problem, enabling companies to buy
high-quality carbon credits that can be used to offset
residual emissions until abatement technologies or
infrastructure become available to fully decarbonize.
These credits effectively fund emissions reductions,
often in developing countries. By purchasing the
credit, a business can offset its own emissions
against the emissions reductions it has funded.

While the idea is fairly simple, the practice is very
complex and there are genuine concerns about
the legitimacy of carbon credits on multiple levels.
Such concerns have been raised extensively over
the last 18 months.

The Paris Agreement' helps address this issue
through Article 6, which creates a new market
—one that is only now coming into being, with

operations expected to start in 2024. The new
marketplace is a compliance market, which means
it is designed to help companies (and countries)
meet their obligations to reduce emissions.

Article 6 markets will integrate the most recent
standards for recognizing eligible carbon credits,
create infrastructure for tracking of transactions,
and implement governance requiring national and
United Nations (UN) approval processes.

Importantly, this global carbon market should
enhance the credibility and investment velocity of
carbon credits by interlinking currently fragmented
markets and countries in a way that enables
them to undertake carbon reduction projects
cooperatively. This will help business and private
capital to move more rapidly and cost-effectively
towards net zero.

This briefing paper provides a high-level overview and
perspective on how the implementation of Article 6

is improving global carbon markets, what this means
for businesses as potential participants, and steps
companies can take to increase awareness and
assess options to get involved.
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Challenges facing
today’s carbon markets

Global compliance markets are worth over €865
billion per year.? They are a crucial part of many

companies’ net-zero plans. Yet they have some
significant drawbacks, outlined below.

1. Lack of market participation
and growth

Existing carbon markets are fragmented. Different
countries and regions have developed their own
carbon markets, for reasons ranging from lack of
political will to the complexity of creating cross-
border arrangements. Fragmented markets reduce
participation, because buyers cannot be confident
that they will be able to buy quality carbon credits
at a reasonable cost whenever they need to, while
sellers cannot always be sure of finding buyers.
Fragmentation also considerably restricts these
markets’ ability to grow and develop.

2. It is hard to trade credits
between different carbon markets

Another effect of market fragmentation is that
different markets often have different methods of
defining, quantifying and valuing carbon credits.
This makes cross-market trading tricky, increasing
transaction costs and reducing liquidity.

3. Lack of certainty that credits
represent genuine emissions
reductions

Tests to determine whether credits deliver genuine
emissions reductions (often called “additionality”)
can be subjective and inconsistently applied, leaving
businesses that buy carbon credits vulnerable to
accusations of greenwashing. Other legitimate
concerns include the consultation and participation
of local communities during the project development
stage and the allocation of a portion of any royalties
or broader benefits to support such groups.

4. The potential for double-
counting

Without a central mechanism for registering and
approving carbon reduction projects, carbon
markets run the risk of multiple parties claiming a
given credit. For example, if company A builds a
wind farm and sells the credits for those emissions
reductions to company B, there is a risk that both
companies will count those emissions reductions
towards achieving their reduction targets. If
emissions reductions are double-counted, it not
only undermines trust in the market process, it also
over-states the true reduction in global emissions.

5. Investors’ difficulty in
recognizing carbon credit value

Investors like certainty, but without internationally
agreed standards and structures underpinning
carbon markets it can be hard for them to value
carbon reduction activities and form a view on
forward market pricing. The current accounting and
tax treatment of carbon credits varies significantly
by jurisdiction and international norms are absent.
This curbs investor enthusiasm for participating in
the market and limits the deployment of capital.
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2.1

2.2

Article 6: an answer
to carbon market

concerns?

Article 6 of the Paris Agreement sets out the
framework for a robust and internationally supported
carbon market. While it is too early to know if the
implementation will be successful, the mechanisms
under Article 6 have the potential to overcome many
of the drawbacks of existing carbon markets.

This robust framework should not only establish
greater trust, transparency and credibility in the
carbon markets it supports, it may also encourage
international cooperation and open up the markets
to greater participation and funding. This will

provide business leaders with more options to meet
their carbon reduction commitments in a cost-
effective way, enabling them to use trusted credits
that protect their reputations while achieving their
emissions reduction goals.

To understand how Article 6 enables the
international trade of carbon credits to help
companies and countries meet their emissions-
reduction obligations, see Figure 1.

What an Article 6 carbon market will provide

An independently administered market system:
Article 6 provides an accounting framework which
will provide clear nationally agreed standards as
well as a central UN-supported mechanism to
trade carbon credits. A UN supervisory body wil
develop the mechanism’s infrastructure and take
responsibility for operating it.®

Carbon reduction project eligibility: Article 6
creates a blueprint to determine whether a carbon
reduction project is eligible and appropriate to

be considered for inclusion in a carbon market
trade. It increases confidence by standardizing
policies for creating and authorizing credits, thereby
removing uncertainty. Article 6 carbon credits will
be undersigned by the UN.

A carbon credit registry: This creates a basis for
determining whether or not a carbon reduction
project is eligible for inclusion and registers the
credits created by a carbon reduction project. There
will be strict provisions against double-counting,
called “corresponding adjustments”, that ensure
parties (countries) selling credits cannot double-
count them as credits against their own emissions.

Trading mechanism: Article 6 provides a central
mechanism for buyers and sellers to trade with
each other and create legal agreements to provide
security and protection for market users.

How Article 6 will help improve carbon markets

Participation and growth: The robust framework
provided by Article 6 will help to overcome
fragmentation and thereby build momentum and
enable growth in global carbon markets.

Increased confidence in quality: Article 6
enhances the traceability, security and credibility
of credit trading, which in turn will help to increase
investor confidence in carbon credits as a
commodity and defined asset class.
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FIGURE 1 | Article 6 enables the international trade of carbon credits to help companies and countries
meet their emissions-reduction obligations
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3.1

3.2

How Article 6 will
help implement the
Paris Agreement

Why Article 6 matters to business

There are four main benefits to business from
an effective global carbon market operating
under Article 6:

— Robust emissions reductions: If implemented
effectively, the rules governing carbon markets
under Article 6 provide greater confidence that
claimed emissions reductions are real, so the
organization can be more confident it is meeting
the commitments it has made.

— Credible emissions reductions: It is expected
that the robustness of carbon markets governed
by Article 6 will increase trust in carbon credits

and reduce the risk that a business is, fairly or
unfairly, branded as greenwashing.

— Expanded options for accessing credits:
Article 6 helps to create more integrated and
vibrant carbon markets, expanding companies’
options for obtaining carbon credits.

— Cost saving: Financing emissions reductions
through carbon markets allows businesses
to access lower-cost emissions reduction
opportunities and so meet their emissions
reduction commitments more cost-effectively.

Why Article 6 matters to society’s

decarbonization journey

— Acceleration towards net zero: Article 6
heightens the speed and scale of society’s
progress towards net zero, by increasing capital
allocation towards carbon reduction projects
and by helping to ensure those reductions in
carbon are genuine.

— Alower-cost transition: By efficiently allocating
capital to the most cost-effective and mature
carbon reduction activities, it is possible to cut
emissions more efficiently. Lower-cost countries
can provide cost-efficient carbon credits
relative to higher-cost countries.*It is estimated
that carbon markets could cut in half some
countries’ costs to reach their carbon reduction
goals (so called “Nationally Determined
Contributions” or “NDCs”), saving up to $250
billion worldwide by 2030.°

— Capital flows to the Global South: The lowest-
cost carbon reduction activities are often found
in the Global South, driving significant capital
flows that can help deliver a just transition.

For the reasons above, a high-quality, centralized,
internationally approved carbon market like that
proposed by Article 6 would be good for companies,
countries and the planet. Article 6 should enhance
the certainty needed to support greater bankability,
lower transaction costs and the ability to securitize
carbon credits through exchanges — all contributing
to an increase in available funding and an
acceleration of carbon reductions.
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3.3

Key implementation issues for Article 6

Of course, all this may not happen instantly and
some of the implementation may require patience.
Potential bumps in the road include the following:

— Article 6 standards are still being negotiated and
this may take some time to achieve.

— Once up and running, Article 6 markets may
need time to grow to sort out any teething
problems in the system.

— The price of carbon credits in Article 6 markets
may be higher due to the credibility boost
provided by the UN undersigning these credlits;
this may fragment the market in the near term.

— There may initially be higher transaction
costs as the market considers how to price a
slightly different set of delivery, regulatory and
counterparty risks.

However these issues are likely to be far
outweighed by the very real advantages of a

fully functioning Article 6 carbon market. This will
not only deliver significant benefits to business,
but also has the potential to contribute to the
Paris Agreement’s global sustainability goals at a
lower overall cost,® provide incentives for private
sector investment in emissions reduction projects
worldwide and even help some underdeveloped

countries leapfrog their technological development.

e
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4.1

4.2

Next steps for
business leaders

What to expect as a participant

in Article 6 markets

For business leaders, Article 6 opens up a whole
new set of possibilities for investing in emissions
reduction projects, accessing project funding and
participating in trade — all within a high-quality,
rules-based market. The Article 6 market is not yet
up and running, but it is expected to begin operation
in 2024, by which time the relevant Articles are due
to be approved and supporting infrastructure should
be better developed.

Buying in the Article 6 market will be similar to
purchasing other carbon credits: a buyer reaches
an agreement with a seller that holds credits on

the Article 6 registry for purchase. However, if the
purchase involves the transfer of credits between
nations, then a host nation would also need to
approve the transfer and the host nation and the
buying nation would need to record it. Processes will
be in place to minimize the burden this international
transfer places on businesses buying credits.

Market experts expect that, over time, voluntary
carbon markets (VCMs) and Article 6 compliance
carbon markets (CCMs) will merge. However,
timelines and specifics are still uncertain.

Progress in implementing Article 6
and how business can help

A number of initiatives are underway to operationalize
Article 6, including one led by the World Economic
Forum with the support of PwC.” The Forum and
PwC are seeking to bring together businesses and
governments to drive the development of regional
carbon markets based on Article 6.

As a business leader there are three key ways you
can help to drive this progress:

1. Build your knowledge of Article 6 markets
and support their development, for example
through participating in national and
international consultations.

2. Engage your national government to press for
the implementation of institutions needed to
support Article 6 transactions.

3. Understand how using carbon credits can
enhance your company'’s net-zero journey
— not just in terms of lowering cost but in
creating a community to help advance global
efforts to achieve carbon reduction and other
environmental benefits.
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