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Germany

Sir,

The Clean Development Mechanism framework is being increasingly criticised in the international media, primarily on aspects of additionality and the larger HFC23/industrial gas debate.  CDM projects in India are criticised by all and sundry, some of it is in the public domain while most of it is in private discussions whilst there is not a murmur of criticism of CDM projects in China and my limited understanding of the CDM projects from both these countries says that the tangible differences between the two are documentation and visibility.  
Chinese projects on the face of it are able to provide documentary evidence which seems to go unchallenged whilst Indian projects provide more documentary evidence which is constantly challenged.  Visibility of the Indian CDM market (first to start, first to bring forth large number of projects, first to have English as the main language) has meant that various entities spent an enormous amount of time discrediting another project during the public consultation process whilst there are hardly any queries raised on the Chinese CDM projects.

This is not to raise a China versus India debate but merely to state that the VVM should not create a basis of making India projects more difficult, which is where it seems to be heading.  There is nothing wrong per se in increasing the bar for Indian projects; only one must be mindful of the outcome.  The projects will adapt to the increased level of scrutiny but the other outcome that we have already been witnessing for a while now is that certain buyers/intermediaries of CERs claim to “ensure” CDM registration because of their proximity to CDM Executive Board and the RIT.  I do not consider these as issues because these are merely symptoms.  What concerns me: 

· Lack of approach to standards in the CDM process:  The working of the Executive Board and the RIT seems to be “mysterious” at best.  Ask any entity involved in the CDM process and they will say it is a toss of coin whether a project will go through for registration or not.  Ask entities that are involved with multiple projects and they can cite a number of instances where exactly similar projects during the same period offered for registration at the same time – one goes through while another does not.  It is then obvious that there would be an even wider range of outcomes at the designated operating entities.  I completely agree that the CDM requirements have elements of subjectivity but at least the subjectivity should be uniformly applied to similar types of projects.  The issue here is about keeping a complete focus on standardisation.  So why is this perception of lack of standardisation prevalent?

· Lack of expertise in the DOE and the RIT:  From what little I have seen in the CDM process, I note that the crucial element is in relation to establishment of additionality, which arguably requires an in-depth finance, business and technology expertise.  I would like to know how many members of the Executive Board have an in-depth finance expertise and if not the Executive Board, then how many RIT team members have in-depth finance expertise.  Let us take this further – how many lead auditors/team members of the DOE have in-depth finance expertise.  Similarly, I would like to know how many of the Executive Board/ RIT/ DOE team members have been through finance decision making process, particular in relation to new project financing.  Based on the guidance that has been coming on investment and benchmark analysis as of the year 2008 when the mechanism began in 2004, the repeated requests for review, the types of questions raised by RIT and the still utter lack of understanding of project returns and benchmarks leads me to believe that this is the second biggest stumbling block in order to correct the course of CDM framework.  I cannot convince myself saying that this is a “learning-by-doing” process – financial theory and analysis has been evolving for a century if not more and it is all there to apply to the CDM framework systematically.  The guidance of the Executive Board is still below the half-way mark and I do not see any mandatory requirement to have full-time RIT team members and DOE team members that are well versed with financial analysis.  I quote you as an example and my apologies for selecting an Indian project for this:
Project 1615: Wind power project by GFL in Gudhepanchgani, Page 20 of the validation report states that
“Project IRR is one of the accepted financial indicators for establishing Additionality. PP has computed IRR for the project activity on posttax basis and compared the same with post-tax project IRR, which is the benchmark. In arriving at the post-tax project IRR, the interest rate on the loan contracted by the PP and the applicable tax rate as per tax laws have been considered. The cost (expected return) of equity has been arrived at using the well accepted bench mark based on the banker’s view. PP has established that IRR is less than the benchmark and hence the project is additional. The argument is convincing.”

Is something wrong?  Cost (expected return) of equity arrived at using benchmark based on banker’s view – since when have bankers started having views of cost of equity.  Further, in arriving at post-tax project IRR, interest rate is stated to be considered.  Since when have project cash flows require to consider interest rates in determining project IRR?  There are other statements in the PDD and validation report that talk about company’s internal benchmark.  And I thought the Executive Board cried itself hoarse on saying internal benchmark can only be used in specific instances and certainly not in greenfield project activities.  But these are minor issues.  

On the Excel sheet calculations, for a project IRR of 12.86%, there is a corresponding equity IRR which has been calculated, which is 18.86%.  What happened to the professional scepticism of the validator when there has been a prolonged debate around project and equity IRR and where a number of wind projects have used return on equity benchmark set by regulatory commissions at 16%?  I do not blame the validator because the Executive Board said, among other things, the project participant can show letters from banks.  Interestingly, the PDD states that bank (ICICI Bank) has given letter that it considers 15% as the applicable project IRR for project lending.  Interesting indeed, because banks should be bothered about one thing and one thing only – debt service cover.  That they consider IRR is an additional factor, and not the sole factor in deciding project lending.  
More interestingly, there is no mention of how a project IRR of 12.86% then got financed by the same bank.  I still don’t blame the validator because he has no idea of what the IRRs and benchmarks are.  The reason is they are all trained environmentalists or management systems experts.  The overbearing “evidence based approach” employed by someone who has no financial expertise means that there is no scope of professional scepticism.  And of course, why blame the validator – there is a RIT team member who has witnessed it and seemed to gloss over.  And why blame these members – we all know about the TASMA project which had similar (and greater) deficiency, for which nothing was done in spite of the professional scepticism coming in from everywhere.  This is not to point fingers at the Indian CDM projects.  The same thing can be said about the Chinese CDM projects.  You only have to look at the way the projects are structured, the financial issues a little more deeply, look at the constitution of the validation team members and their comments on what they consider as “appropriate” and you will find that this system will always be prone to criticism and lack of standardisation. 

As an aside, why is it that the Executive Board fuels speculations about it being ripe for “influence” by letting these allegations around “suspicious” projects stay?  It has a procedure to review the DOE and if as a part of the review, it is found that projects were registered or CERs issued, these can be reversed.  Why it is that the Executive Board cannot take a stance (and resources of the RIT) that it will undertake a review of the projects at any stage after registration on issues of how the CDM requirements were met.  The RIT team members will have more time to take a look at the projects and there could be a separate channel of communication between the RIT and the DOE to discuss any issues before the Executive Board takes its decision.  The issue that this will lead to uncertainty in the carbon market is the least of the problems – the greater issue of the credibility of the Executive Board is at stake.
· Retrospective changes to regulations:  The one thing that I could never able to understand is why the rules of CDM Executive Board always apply retrospectively, i.e., rules created as part of VVM will apply to all project activities (including the ones that have already started).  I hope that the Executive Board has members that are trained in law.  This issue of continuously changing the requirements retrospectively is bound to come to lawsuits sooner than later.  Further, the sentences that form part of the VVM including the ones that overemphasise that CDM was a must, will lead to a trail of law suits from projects who got a positive validation opinion, proceeded on the basis to make investments and were eventually rejected (or the CERs rejected) by the Executive Board.  I would like to ask the Executive Board this – why can you not state that all projects, after a certain deadline, will not be considered retrospectively.  Why make the rules reach to the extent of being ridiculous?
· Issue of additionality:  The crux of the problem lies in the definition of additionality. If you were to ask within the Executive Board, different members will give you different answers for the same specific issue.  The answers would diverge when you ask the RIT team and the DOEs.  Project participants and their advisors will have an even bigger divergence as to what should be additionality.  The financial analysis is not understood by many and the barrier analysis is much maligned.  It is time, Chairman sir, that specific guidance in relation to the crux of the matter is required in these areas rather than the guidance that has been so forth put out.  The guidance in the VVM only confuses the matter thereby making the CDM consideration seriousness test the primary test.
I have made some observations on some of the sections in line with the comments made above.  These are provided in the table below.  I remain very hopeful, Chairman Sir, that you would be able to deal with these issues in a brave and forthright manner. 
Comments on the Draft Validation and Verification Manual 

	S No
	Section No
	Comments

	1. 
	Section 15
Section 102
Section 121
	The Executive Board may consider amending the first sentence to include “financial expertise” in addition to the specific local and sectoral knowledge. 

	2. 
	Section 40
	The Executive Board may consider amending the second sentence to specifically include regulatory and sector knowledge, financial expertise, etc. 

	3. 
	Section 42
	Sub-point (a):
The Executive Board may consider amending this by adding, at the end of the sentence.

through application of local and sectoral knowledge and financial expertise, present to the project participant additional arguments (additional to public stakeholder comments and project participant arguments presented in the PDD) against the additionality of the project and assess the responses of the project participant on these

	4. 
	Section 50
	New sub-point (f):
Conduct an internet search on the project and the project participants covering news, regulatory issues, announcements;
New sub-point (g):

Review the company’s documentation including annual reports for the latest three years prior to the start of the project activity

New sub-point (h):

Review the key financial benchmarks and assumptions with external and independent financial experts;

	5. 
	Section 67
	In many cases, the comments and inputs received during international stakeholder consultation provides insights into CDM requirements of the projects and there are very few, if any, comments that relate to stakeholders getting affected by the projects.  In other words, these comments often come from individuals/entities that have an interest in the project not being eligible as a CDM project.

There is nothing wrong with such comments and inputs and if anything, this should be encouraged.  However, these comments and inputs are often beyond the understanding of a DOE who is carrying out the validation of the projects.  It then becomes a rather meaningless exercise – the DOE has a tendency to either accept any response from the Project Participant and does not probe any further or if it does probe further, it does so in the wrong direction.

Further, even though the PDD guidance document clearly states that all assumptions and data used should be presented in a manner that would allow an external reviewer to reconstruct the analysis, we notice that this guidance is hardly followed. The PDDs are generally incomplete and inconsistent with the guidelines and there are significant variations to the PDD that is web-hosted for public consultation as compared the one that finally goes for request for registration.  This is an obvious response from the project participants who want to disclose as little as possible during web-hosting.  This is also an obvious practice by the DOE who see this merely as “additional questions” and not integrated with the validation process.  

If the Executive Board is serious about dealing with these issues and making the process open and transparent, it may consider an amended process whereby the existing stakeholder consultation process expressly debars any comment on the CDM requirements and once the validator completes the validation process and the final PDD with the validation report is web-hosted for 4/8 week period, any entity should be allowed to comment on the PDD and the validation report in respect of CDM requirements only.  These comments can then be tabled for the consideration of the DOE who should then be given a chance to amend the validation report and resubmit the documents.

	6. 
	Section 103
	The Executive Board may consider it making mandatory for a DOE to cross-check the key information with independent financial, regulatory, sector experts if they do not have this expertise in-house.

	7. 
	Section 104
	The sectoral policies have been completely glossed over in the discussions of baseline and additionality.  Many of the entities do not understand that if policies and regulations came after 2001 that promote renewable energy, these are not to be considered in the baseline scenario, and therefore by extension, in the additionality determination.  The Executive Board would do well to clarify this issue that benefits or mandates set out in the policy or regulations that came out after 2001 to promote renewable energy need not be considered while carrying out the baseline scenario analysis and the additionality analysis.  

	8. 
	Section 125 
Section 126
	CDM consideration should be established through rational and sound reasoning of the arguments supporting the project’s additionality and should not be restricted to merely document reviews of whether such a document existed or not prior to the start date of the project activity.  The steps outlined in the VVM seem to move the requirement of CDM documentation into a new level of rigidity.  
First, this is retrospective.  The Executive Board is requiring in the year 2008 what the documentation and the process should look like for a project which started last year or year before that.  Second, this completely ignores the decision making process across a range of project developers.  Third, at what level of guarantee the Executive Board can say that a project participant who made an announcement of CDM project prior to start date or hosted a PDD prior to the start date is the only one who has seriously considered CDM?  Why should there be discrimination between projects – surely those projects who have hosted a PDD prior to the start date are likely to have better documentation systems and are likely to document the serious consideration of CDM more effectively than other projects.

	9. 
	Section 127

Section 169


	This is where the rule is becoming absurd.  The CDM rules require the project participant to prove “beyond reasonable doubt” through application of step 2, 3 and 4 in the additionality tool that the project is additional.  The draft VVM wants the entire analysis to be replicated during the decision making process.  I would like to ask the Executive Board how it expects that the alternatives considered by a project developer in the decision making be the same as that considered by the methodology.  Sometimes, the project developers are going to consider only a single alternative – whether or not to build the CDM project whilst the methodology may require consideration of several alternatives.  
I would also like to ask the Executive Board what is the purpose of doing this at two level – either the validator is convinced by the serious consideration of CDM during the project start or the validator is convinced through the application of Step 1 to 4 of additionality tool.  What does the Executive Board intend to achieve, other than keeping certain projects out of the CDM purview.

I would like the Executive Board to communicate its expectations very clearly on this – the test of additionality (investment analysis or benchmark analysis) is to demonstrate that it is not the most financially attractive option or not financially viable.  The test is NOT to say that CDM revenues are going to make it the financially most attractive option or make it financially viable.  Does the Executive Board agree or disagree with this proposition and I would expect the Executive Board to record this in the VVM.  If the Executive Board agrees with the above proposition, then surely a delay in applying for CDM or CDM consideration being seriously/non-seriously considered can only be a secondary test and not the primary test, as it is made out to be.  
CDM benefits cannot be the significant or major deciding factor for a project activity (except for cases where CDM is the only means of revenue and there are no other economic benefits associated with the project).  To illustrate, consider the case of an eligible electricity generation project that generates and supplies electricity to the grid. The decision to proceed with investing in the project activity is dependant on several factors, the key determinant being the ability to sell the generated electricity. In other words, if there are no off-takers of electricity, the investment in the project is worthless.  In such a case, it is the electricity sales agreement, and not the CDM incentive, that is the significant or major deciding factor for making the investment decision.  One only has to compare the size of the revenues from the sale of products or services from the CDM project activity with the CDM revenues to get this clear.
CDM projects are about obtaining CDM benefits, i.e., CER revenues and not registration.  There are instances where the projects have been registered but are unable to get issuances.  There are several instances where there have been inordinate delays in project registration and then issuances, caused by the Executive Board, the RIT and the DOE.  Does the Executive Board therefore want to start compensating for delays in CER issuances to project developers?  

Has the Executive Board considered the implications of this?  The project developers would start submitting PDDs even as the concept is getting developed, because there is no requirement to show any documentation then.  Moreover, when the valdiators come for site visit, the project will be at an early stage without any clearances or location or contracting and it would then be a simple matter of showing a detailed project report where the project is shown to be additional.  One would ask why they are not already doing this then.  Of course, this is being done in a large and systematic manner where there have been no questions regarding the claims made in the detailed project report.
We refer to the guidance given for preparation of PDD which states that the start date of the project activity is date on which is the date on which the implementation or construction or real action of a project activity begins. While things like signing of the EPC contract or the date of financial closure can be considered as start dates, it is important to recognize that there are many activities that are required to be completed (after the start date) in order for the project to have a robust validation.  For example, while the EPC contract date can be taken as the start date, everybody recognizes that EPC contract signing can not a single day event (there are months and years of efforts that go into initiating, negotiating and finalizing EPC contract). Likewise, even after the EPC contract is signed things like site surveys, detailed project design, approvals and clearances from government agencies are required to be completed before the project can file for validation; since these things are required to be provided to the validator. Depending on the type of complexity of the project, such activities can take anywhere between a few days to several months and at times, even a year. Carrying out these activities requires commitment of funds, the terms of arrangement of a project EPC contract or a supply contract could also be such that it could mandate the investor to commit funds in advance.  The issue of land acquisition would help clarify this matter further: Things like environment clearance, consent to establish, detailed project design are location specific, which mean that the project developer has to acquire the land (and consequently commit funds) before any of the above activities can actually take place, which are pre-requisites for validation. It is also to be noted that land acquisition is a process that could extend from several months to years. Given that all these are essential requirements for completing the validation exercise, it is reasonable to assume that the PP would go ahead with the validation process only after these activities are completed. 
This has two implications.  First that there are bound to be delays between what the Executive Board mandates as the start date and the actual implementation of the project activity, which is ironically being questioned now.  Second, and the more serious implication, is that the projects who are fully developed by the time of validation will get questioned more about the seriousness of the CDM consideration compared to projects which are just on paper and which will go through easily because they did not require any CDM consideration test.
A lot of times the decision to invest is taken in anticipation of revenue in future years, CDM is also a revenue stream that accrues only after the project runs for some time after registration, the time lag between revenue flow through CDM for the project and project start is hence inevitable. Further, a “positive validation opinion” does not assure registration, a registration does not assure issuance and issuance does not assure CER prices. This means that the CDM revenue even with a positive validation is very unpredictable. In such a scenario, if any project proponent states that they have committed to funds for a project activity solely taking into consideration the highly unpredictable CDM gains, this statement would be blatantly false.


	10. 
	Section 133 
	Sub-point (d): 

There appears to be some contradiction to the Additionality tool, sub-step 2d for Sensitivity Analysis where the onus is to analyse the sensitivity of results to reasonable and realistic variations in critical input parameters. This approach is adopted for any financial analysis that is carried out during the course of investment decision making. In most cases, reasonableness of an assumption would be either based on available relevant information or on expert opinion. Such sources always point towards what can be reasonable basis, but do not provide any input whatsoever why an extreme variation can be considered as unreasonable. The absence of any such inputs would mean that despite best efforts, it may not be possible to justify why extreme variations are unrealistic. 
If the Executive Board is stipulating the assessment of sensitivity of each input parameter to the output result, thereby establishing a correlation between the input and the output and determining the key parameters on which the sensitivity analysis has to be carried out, then this point needs to be redrafted.
New sub-point (e):

There does not seem to be any requirement for the validator to analyse the financial model and carry out an audit of the financial model.  The focus is only on assumptions and parameters but nothing is said about the logical construct of the financial model or the relevant financial principles employed for the cash flow projections.

	11. 
	Section 134
	Sub-point (c): 

This sub-point can raise contradiction when applied under Sub-step 2b, Option III Benchmark analysis which states that “The benchmark is to represent standard returns in the market, considering the specific risk of the project type, but not linked to the subjective profitability expectation or risk profile of a particular project developer.”
Thus, the Executive Board may clarify that only in the instance where a company specific internal benchmark is to be used, Section 134 (c) will apply.
New sub-point (d):

The Executive Board may consider giving specific guidance that for any benchmark that is applied by the project participant, the DOE shall query the project participant on all other benchmarks that are used for similar decision making process.  The DOE shall further review all similar projects that are in the validation pipeline or registered and summarize the benchmarks that have been used in such projects.  If there are multiple benchmarks available, then the project participant should use the benchmark that is available in the public domain and accessible by everyone.  If more than one benchmark is available in the public domain, then the investment analysis should be done on both the benchmarks and the project activity should be evaluated on both the benchmarks.  

	12. 
	Section 136, 137, 138
	Let us consider that there are barriers that prevent the project activity which obviously mean that these are barriers that the project proponent can not overcome despite of its best efforts. 

Now, let us for a moment reflect on some important characteristics of the CDM benefits:

· CDM benefits are not secondary revenue sources for the project, i.e., they are linked directly to project performance.
· CDM registration is complex, time consuming and has significant uncertainty associated with it
· Project proponent has no say whatsoever on when a project would achieve registration, the amount of CERs the project would generate, the issuance of CERs, pricing of CERs

The obvious question therefore is that if the barriers are really “prohibitive” – can the anticipation that the project will generate CDM revenues (given all the characteristics of CDM revenues that are outlined above) really provide such significant drivers that would alleviate these barriers (which prevent project from being undertaken)?  

The only prohibitive barrier that a CDM project can alleviate if it has to do with revenue risks to the project – it cannot deal with any other project risks like delay (because CERs would of course not get generated) or a shortfall in capacity or technological issues affecting stabilization or non-availability of spare parts or any such issue that either delays or prevents project commissioning or affects project operation.  

The Executive Board has rightly provided that any barrier affecting the financial viability of the project should be removed from barrier analysis.  I cannot see then any barrier that can rightfully argue that it will mitigate the risks of “prohibitive barriers”.

If the Executive Board is considering discouraging project developers from using only barrier analysis which often becomes subjective, there is a more logical way to do this.  The world over, projects are financed by carrying out a financial analysis which is supplemented by a risk assessment.  A project having a 20% return with very high risks is unlikely to be undertaken for investments while a project having 13% return with very low project risk may well be considered for investments.  The Executive Board may therefore consider
(a) Instructing the project participants to carry out the investment analysis for all CDM projects but 

(b) the project participants can either argue on the basis of investment analysis alone or

(c) keeping in view the financial returns, the project participants can provide additional arguments in the barriers analysis and

(d) the barrier analysis should be renamed as “risk analysis” and it should then focus on key risks to implementation and operation and not “prohibitive” barriers.



	13. 
	Section 143 (a) (ii)
	The objective of a CDM monitoring plan is to assess the GHG emission reductions resulting out of operation of the CDM project activity. An Environmental Impact Assessment encompasses many other aspects of a project activity which may not be relevant to GHG emissions. If compliance is an issue, then the Executive Board should make it mandatory that the project participant has valid consents to construct and operate the plant. It is not clear what the monitoring of additional parameters under the EIA is intended to achieve.  What happens if one of the parameters is in excess of the stated norms under the EIA?  Is the DOE competent to decide on compliance with EIA parameters?

	14. 
	Section 159
	The Executive Board may consider clarifying here whether the test of additionality has to be repeated at this stage specifically where the methodologies where the baseline scenario determination is through investment analysis.

	15. 
	Section 179
	The verification approach by the DOEs has swung from one extreme to the other now, with even minor issues that do not impact the verification of project emission reductions holding up the verification process with the DOE insisting on filing for a deviation, doubling the already long project schedule.  Often these inconsistencies are discovered by the same DOE after one or two or three verification exercises, when earlier these were glossed over.  

The worrying issue is that the DOEs do not have any clarity on their scope of verification and are often found checking parameters, assumptions and statements that are applicable only at the time of validation.  An example would be the case where the baseline parameter is determined to be ex ante but during the verification, the DOE insists on reconfirming all the figures.  Of course, there could well be a situation where a baseline parameter (ex ante) has been computed or referred to from a public source and its value is found to be incorrect.

The Executive Board therefore may consider providing explicit guidance on where the validation scope ends and where the verification scope begins.


