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The future of CDM
A position paper by Enel
CDM in the present "Kyoto" framework
Strengths

The Kyoto Protocol envisages market-based instruments that facilitate technology transfers to Developing Nations. The Clean Development Mechanism (CDM) allows a country with an emission-reduction commitment to meet its target by promoting emissions-saving projects in the developing world, thereby stimulating the deployment of cleaner technologies and foreign direct investment.
The CDM has entered into force since mid-2005. The EU “Linking Directive”, allowing the use of Certified Emission Reductions (CERs) in the EU Emissions Trading Scheme (ETS), has created the framework for a significant increase of activity. Over 1,500 projects have been registered so far with an associated estimated emission reduction volume of over 1.5 billion tons of CO2eq by 2012.
The success of CDM can largely be explained by the direct involvement of private entities, who were put in the condition to deliver results. For example, Enel has taken action since 2004 to identify and implement CDM projects. Enel’s portfolio includes several dozens projects with a potential of emission reduction of over 100 Mt CO2eq in the 2008-2020 period.

Weaknesses
However, the CDM has not yet been able to stimulate investment at large scale, such as to have a significant infrastructural impact on energy systems.
Based on past multi-year experience, several lessons can be learned and a number of weaknesses can be identified. These include:

· Complexity: The CDM project cycle is long, complex and costly and can therefore discourage investors.
· Regulation gaps: Procedures concerning the validation and verification of projects are rather general and often vague, leading to substantially varying interpretations across countries. This places uncertainties on developers and potential buyers of CERs with respect to the eligibility of projects and the quantity of credits that can be generated.
· Lack of institutional capacity: The capability of National Authorities to manage the process is not always adequate. Local regulations, insufficient organization and unclear procedures can increase investment risks, especially in certain host countries.
· Additionality tests: Additionality remains a controversial issue. According to present rules, whether and to what extent a project delivers emission reductions which are additional to what would occur otherwise is often subjective and counter-factual. Moreover, country-specific data for baseline calculation are often difficult to find. This is another source of uncertainty for investors, as well as of concern to environmental stakeholders.
Uncertainties

The present lack of clarity as to what will be the future of the CDM beyond 2012 clearly limits the scope for CDM investments, preventing the full deployment of investment strategies over the long term.

Unanswered questions are of particular concern to the private sector: will the CDM disappear? Will it survive marginalized? Will it be the basis for a new mechanism?

The “Climate and Energy Package” launched by the EU in December 2008 has identified only a limited role for CDM until 2020. Moreover, this role depends, to some extent, on the outcomes of international negotiations and is uncertain in quantitative and qualitative terms.
In fact, the revised ETS Directive has introduced strict and unclearly defined limits on the amount of CERs that can be used for compliance, as well as a provision on possible qualitative exclusions which presents a risk of retrospective application on registered projects for credits still to be issued.
Potential of CDM in a "post-Kyoto" framework

Notwithstanding its weaknesses, CDM has proven to be an innovative tool to promote technology transfer in emerging and developing countries. If linked to “cap-and-trade” systems, CDM-like mechanisms can therefore encourage investments in emission reductions by the private sector worldwide, effectively contributing to global sustainable development by enabling huge reduction rates.

The undergoing negotiations for a post-Kyoto agreement represent an opportunity to design a strategy able to overcome the above mentioned weaknesses of CDM and build on its strengths to enhance the potential of:
· improving, through technology transfer, emerging and developing countries’ capability to reduce emissions and therefore their willingness to accept targets;
· financing sustainable development by private capitals;
· reducing overall compliance costs;
· offering an effective tool to link different carbon trading systems, thus representing a possible bridge towards a truly global carbon market.
Suggested improvements

In order to achieve long-term climate protection goals, there is a strong need for the CDM or a successor mechanism to offer recognized guarantees of environmental integrity and promotion of sustainable development in host countries. At the same time the mechanism must be able to mobilize larger volumes of capital to influence investments in energy infrastructure projects and untapped activities with significant emission reduction potential such as forest sequestration and energy efficiency.

It will be difficult for the CDM to influence these types of projects until regulatory aspects are streamlined, institutional capacities are strengthened and additionality is applied in a clear and consistent fashion. Continued application of present practices could pose a significant environmental risk that policies will fail to influence large-scale infrastructure investments that will determine future emissions long into the 21st century. Unnecessary investor risks should also be overcome, since they adversely impact economic and environmental effectiveness. To date, a case-by-case approach has been applied, making the outcome of additionality assessments difficult to predict for developers, investors and other stakeholders.  While this approach is intended to avoid environmental risk, it creates investor risks that discourage investment and limit the potential of the mechanism to deliver environmental results.
The COP15 on December 2009 is expected to make substantial progress on these issues.
In shaping the future of CDM, Enel believes that the following suggestions should be taken into account in order to overcome the weaknesses experienced so far:
· Complexity: Approval times should be reduced by streamlining the process and simplifying procedures.
· Regulation gaps: Further standardization of procedures for approval, validation and verification should be sought to harmonize rules and avoid differentiated and uncertain interpretations across countries, as well as arbitrary quantitative and qualitative limitations to types of projects.
· Lack of institutional capacity: National Authorities, especially in developing countries, should be supported through cooperation programs.
· Additionality tests: Standardisation would facilitate the calculation of baselines and performances. A “positive list” (although not exclusive) of project types can be a first step. A further step can be a sectoral approach by which technology benchmarks are defined ex-ante, taking into account geographical circumstances. Project-by-project analysis would thus be substantially avoided. Monitoring, Reporting and Verification (MRV) procedures could also be simplified, possibly applying standardized discount factors to address measurement and verification uncertainties.
Recommendations

In summary building on its past experience, Enel supports the continued development and use of the CDM-like mechanisms. For the future of CDM Enel recommends the following:
1. The CDM should be enhanced: it needs improvements but has demonstrated its potential to concretely contribute to emissions reductions at global level.
2. The private sector should continue to be directly involved: it has proven to be able to deliver results under appropriate regulatory frameworks.
3. Quantitative and qualitative restrictions should be avoided: environmental integrity should be guaranteed, but the risk of collapse of a new effective market should be avoided.
4. Retrospective application of possible new rules should be avoided: confidence of developers and investors would disappear.
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