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31 July 2007

Dear Members of the CDM Executive Board

In response to the recent call by the Executive Board for public inputs regarding best practice examples of additionality to assist the development of project design documents - please find enclosed a submission drafted by Axel Michaelowa from Perspectives, on behalf of WWF-UK and WWF Germany.  

Please note that whilst this submission has been commissioned by WWF, we have not formally approved its content. 
WWF works to improve the environmental integrity of the carbon markets as a whole. Establishing additionality is obviously crucial to this. However, we are concerned that many non-additional projects are being approved. In the first half of 2007, several articles in the main stream media referred to non-additional CDM projects. Indeed, at a presentation made at the final European Climate Change Programme meeting on the review of the EU Emissions Trading Scheme, a representative of a well respected research institute (and member of the CDM EB Methodology Panel) suggested that between 30 and 50% of the CDM might be ‘hot air’. This lack of additionality clearly undermines the credibility of the carbon market as a whole.

We therefore welcome the Executive Board’s efforts to improve the robustness of this process. The submission sent with this letter argues for the mandatory application of the consolidated additionality test and a stringent application of the steps in the test that closes loopholes and ensures the integrity of the CDM process. 

Yours sincerely

Kirsty Clough
Climate Change Policy Officer
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Gockhausen, 30.07.2007

Submission regarding best practice examples on the demonstration of additionality to assist the development of project design documents, in particular for small-scale project activities
Final draft

Axel Michaelowa

1. Background

The CDM Executive Board has made a call for public inputs regarding best practice examples for additionality determination. This submission addresses additionality determination for both large and small-scale projects.

Key elements of the consolidated additionality test
 that is used in the majority of large-scale methodologies are the investment test, the barrier test and the common practice test. Project developers can choose whether to do the investment or the barrier test. In the context of small-scale projects, the barrier test is mandatory. All these tests can be applied in a “loose” or “stringent” way. If a test is loosely applied, a project that would have failed a stringent interpretation of the additionality test would be deemed additional. Moreover, project developers can game the parameters used to make the project look less attractive than it is in reality. 

Several approved large-scale methodologies do not use the consolidated additionality test or add elements to it. This is likely to lead to an inconsistent treatment of additionality between methodologies. The differences are described overleaf:

Methodologies AM 0003, 9, 10,13 and 46 require an investment test only, while AM 0014,17 and 22 mandate a barrier test. AM 0007,11,21,29,38 and ACM 9 require an investment and a common practice test. .AM 0009 defines an IRR benchmark of “typically about 10%” for gas flaring reduction projects, where the Designated Operational Entities (DOE) shall verify what value for the IRR is typical for this type of investment in the host country. AM 0033 and 0040 for cement plants allow the use of the barrier test only if the project is first of its kind in a sample of 10 cement plants. AM 0041 for charcoal production requires the investment test unless less than 33% of a control group of kilns uses non-traditional production process. AM 0044 for boiler efficiency mandates an investment test for projects done by third parties. AM 0049 for gas cogeneration plants in industry requires an investment test which either calculates a benchmark IRR from the average of projects done by project developer in last 3 years, weighted average cost of capital or optimum levelized cost of service. For AM 0052 on decision support for hydro power plant operation, the common practice test is only passed if the project is the first of its kind in the host country. These differences mean that a project that would fail the consolidated additionality test could pass the methodology-specific version of the additionality test. This leads to an unequal playing field.   

2. Aim of the submission

The consolidated additionality test is a good basis for additionality determination if implemented consistently. This submission starts from an explanation of the problems with the current definition of the key steps in the consolidated additionality test
. It will then develop a recommendation for a stringent application of all steps, and provide best practice examples that show how to avoid “loose” interpretations and minimize gaming. Recommendations on improving the consistency of additionality testing across baseline methodologies will be made. Moreover, this submission will discuss how checking of additionality arguments by validators can be improved. Examples for best practice are provided in boxes; they are fictitious.

3. Best practice for implementation of the investment test

The aim of the investment test is to assess whether the proposed project activity is economically or financially less attractive than at least one other alternative. Project developers can also show that the project is less attractive than a benchmark. This principle is sound but its implementation shows flaws that need to be remedied. Especially the free choice between the investment comparison and the benchmark test leads to biases as the investment comparison test will be used if there are alternatives with high profitability while the benchmark test is done when the project itself is the most attractive alternative and one has to find an argument why normally such a project would not be implemented.

3.1 Selection of realistic alternatives as precondition for a realistic investment comparison test

According to the consolidated additionality tool, outputs and services delivered by the alternatives shall have comparable quality, properties and application areas. This is not the case in many PDDs. In our view, proposals of alternatives that are highly profitable on paper, but would never be possible in reality must be avoided. Ideally, the alternatives would include recent investments (in the last 5 years) made by the project developer. 

Box 1: Positive example for selection of realistic alternative

Project developer PowerFactor is an electric utility. It has built a baseload coal-fired power plant three years ago which is generating electricity at a levelized cost of 3.0 ct/kWh. Selling power at 4.0 ct/kWh, the plant has an IRR of 15%. The CDM project is a baseload hydro power plant that fulfils the guidelines of the World Commission of Dams and is projecting levelized costs of 3.5 ct/kWh. Selling power at 4.0 ct/kWh, the hydro power plant’s IRR is 12%. So the project developer has proved that a realistic alternative, the coal power plant, has a higher IRR than the hydro plant and thus the CDM project is additional. 

If the project developer is a newcomer in the field and thus did not do a comparable investment in the recent past, publicly available data from comparable investments, i.e. investments that  deliver outputs and services comparable to the project should be used as a second-best solution.

Box 2: Selection of realistic alternative for a newcomer
Project developer NewPower has just entered into the electricity generation business. So far, it was working on infrastructure engineering. The host country’s electricity authority has recently invited bids for a 1 GW baseload coal-fired power plant. The winning bid calculates levelized electricity cost of 3.2 ct/kWh. NewPower’s CDM project is a greenfield baseload gas power plant which is projecting levelized costs of 3.9 ct/kWh. The CDM project is having higher costs than the alternative while revenue levels are identical, and thus is additional. 

If there has been no recent investment in the host country to deliver outputs and services comparable to the project or no data on such investment are publicly available, the benchmark analysis should be used. 

3.2 Selection of the correct financial parameter and a realistic lifetime of the project and its alternatives

The investment test allows project developers to choose a “financial indicator, such as IRR, NPV, cost benefit ratio, or unit cost of service (e.g., levelized cost of electricity production in $/kWh or levelized cost of delivered heat in $/GJ) most suitable for the project type and decision context”. There should be a clear guidance regarding choice of the indicator. IRR should be the first choice as it can be used to compare alternatives of different output levels. As NPV depends on the size of the project, NPV can only be used if the alternatives have exactly the same output. Unit cost of service should be used in a situation when a regulation fixes the IRR level that a project developer can maximally reach, as otherwise several alternatives may have the same IRR. Cost-benefit ratio should only be chosen in the context of public projects that take into account externalities.

Even if it is clear which parameter is used, there are different ways to calculate it, depending on the financial structuring of the project. Generally, the calculation mode should be based on the decision making process of the project developer who cares for the equity invested in the project. Therefore, equity should be the starting point for the financial calculation. 

The discount rate chosen to convert future cost and revenues into present day levels for the calculation of the financial indicator is often chosen in an arbitrary fashion. As discounting has an important impact on the value of the parameter, there should be a prescribed level of the discount rate. As an alternative to an investment is always to put the money in a financial instrument, the returns on that instrument should be the lower bounds of the discount rate. Depending on the currency which is used for the majority of the project investment, the discount rate should be the average of the one-year benchmark interbank rate and low-risk government bond rate with a lifetime similar to the project of the most liquid government bond market denominated in that currency. If there is no bond available with a lifetime as long as the project, the longest bond lifetime available has to be used.

Box 3: Use of discount rate
Project developer PowerCDM is developing a CDM programme to disseminate energy efficient lighting. The light bulbs are bought in Germany and the Netherlands, thus 85% of investments are denominated in Euro. The programme has a lifetime of 10 years, so the most liquid German 10 year government bond and one-year EURIBOR are used to determine the discount rate. At 4.5% for the German bond and 4.4% for EURIBOR, the discount rate to be used is 4.45%. 

Even though discounting future revenue streams, the lifetime of the project and its alternatives has an important impact on their financial attractiveness. Therefore, the financial calculations always have to include the full lifetime of the project and its alternatives, at a minimum the full crediting period chosen for the project.

Box 4: Lifetime of project
Project developer WindForce is developing a CDM wind power project with a crediting period of 3x7 years. The project calculations thus have to project costs and revenues for 21 years, which will then be used as basis for calculation of the IRR. The alternatives are a coal power plant with a lifetime of 30 years and a hydro plant with 100 years. The IRR for those projects will be calculated on basis of these lifetimes.

3.3 Selection of a realistic benchmark

Currently, developers have the choice whether to do the investment comparison or the benchmark test. If they do the latter, they compare the project’s IRR with a benchmark, which can be the “government bond rate, increased by a suitable risk premium to reflect private investment and/or the project type, as substantiated by an independent (financial) expert, estimates of the cost of financing and required return on capital (e.g. commercial lending rates and guarantees required for the country and the type of project activity concerned), based on bankers views and private equity investors/funds’ required return on comparable projects, or a company internal benchmark (weighted average capital cost of the company) if there is only one potential project developer (e.g. when the project activity upgrades an existing process). The project developers shall demonstrate that this benchmark has been consistently used in the past, i.e. that project activities under similar conditions developed by the same company used the same benchmark.”

According to the additionality tool, a 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”. Unfortunately, frequently benchmarks are chosen in a “black box” fashion. For example, it is said that company A does not invest in projects with an IRR of less than 15%, without substantiating that they are the only potential project developer nor providing any expert statement. Moreover, often benchmarks are chosen that are not really relevant to the characteristics of the project, e.g. a short-term government bond rates for a project with a multi-decade lifetime. Ideally, the financial product underlying the benchmark should have a lifetime comparable to that of the project. If there is no financial product with such a lifetime in the host country, the benchmark should ideally be derived from publicly available rates of return of commercial investments with a similar risk structure and lifetime as the project (but that need not be alternatives to the project). A similar risk structure could be defined as similar technology performance risk or a similar variability of the input parameters. For example, a technology which has been applied for a similar time commercially and has a similar average lifetime would normally have a similar performance risk. For example, building a steel plant and a cement plant would have a similar performance risk structure, while investing in an energy efficient lighting diffusion project and a hydro power plant would have a strongly differing performance risk. If a technology is novel, a technology with a similar duration of experience should be chose for comparison.

For retrofits, the procedure listed in para 4.c of the additionality tool is adequate, where the developer uses the weighted average capital cost of the company as a benchmark
Box 5: Positive example for benchmark analysis
Project developer WindForce develops a greenfield, energy efficient cement plant, for whose components 10 years of experience have been gathered internationally with a lifetime of 20 years and an IRR of 12%. The longest available government bond duration in this host country is 5 years. Thus, government bonds are not chosen as the benchmark. The developer provides five cases of IRRs of near net shape casting steel plants and supercritical coal-fired power plants with lifetimes of at least 20 years ranging between 15 and 25% with adequate, publicly available documentation from government planning and bidding processes.  

3.4. Use of correct parameters

According to the consolidated additionality tool, project developers have to “present the investment analysis in a transparent manner and provide all the relevant assumptions, preferably in the CDM-PDD, or in separate annexes to the PDD, so that a reader can reproduce the analysis and obtain the same results.” While not being implemented in many PDDs, the rule is sensible. However, the key problem in the use of the investment test is the possibility of gaming, i.e. underestimation of revenues and overestimation of cost by the project developers. A common way of doing this is e.g. underestimation of the plant load factor of a power plant and the overestimate of prices for inputs such as agricultural residues. In many cases, validation has not uncovered such gaming. While it is not possible to fully solve this issue, there are some ways to reduce its impacts:

- Check of investment parameters by a local expert for this type of projects contracted and paid directly by the CDM EB (and recovered through fees). The expert has to get formal accreditation with the EB and fulfil the following criteria:

· University degree in engineering-economics

· At least 5 years of experience with a technology under the circumstances of the host country

· No conflict on interest

- Definition of minimum performance parameters, such as plant load factors for projects of certain types for each host country, e.g. hydro and biomass power plants. Preferably, good practice recommendations of local research institutions should be used. For example, the minimum hydro plant load factor could be set at 60% and the minimum factor for wind at 25%. . 

- Often transfer prices are used between companies belonging to a group of companies for tax or regulatory purposes but do not change the overall revenue of a group. In the investment test, the following options should be used in the case of transfer prices:

· Disregard the transfer price

· Keep the transfer price but do the investment test on the level of the group of companies

Box 6: Correct parameter use
a) A host country Wind Power Development Institute has issued the recommendation that wind plants should have a plant load factor of at least 31%. So all wind power PDDs have to use at least a 31% load factor for application of the investment test.

b) Two companies belonging to the PowerSteel group of companies operate a steel plant and thermal power plants and implement a CDM project that uses the waste gas from the steel plant for power generation. When receiving waste gas from the steel plant, for regulatory purposes the power plant operators charge the steel plant a transfer price for the waste gas. This transfer price is not used for the calculations in the investment test

4. Best practice for implementation of the barrier test for large-scale projects
The aim of the barrier test is to show that the project has overcome prohibitive barriers due to the CDM. While this principle applies to both large and small scale projects, barriers are much better defined in the consolidated additionality tool for large projects, especially in its second version. However, the barrier test still only gives examples of barriers and allows project developers to argue for any other barrier in a way that has not properly been defined. Therefore, comparability of barrier assessments remains difficult and practice of barrier assessment during validation is showing serious flaws. Project developers often fail to explain how the CDM alleviates the identified barriers that prevent the project.

To avoid arbitrary assessments, comparable indicators should be used for the barrier test. Ideally, an external justification for the existence of a prohibitive barrier should be provided. Many barriers can also be monetized to enable the use of the investment test. 
4.1. Investment barriers

The current specification of the investment barrier is that similar activities have only been implemented with grants or other non-commercial finance terms and that no private capital is available from domestic or international capital markets. These definitions are sensible, but need to be complemented with methods to prove the non-availability of capital. We thus propose that the project developer has to provide letters from the three largest commercial banks in the host country and one international commercial bank that they are not willing to provide a loan or other financing to the project despite its high IRR. Moreover, the financing agent
 of the project has to provide a letter with a detailed explanation why they became interested in funding the project under CDM. It is likely that due to differing risk aversion of banks, the argumentation regarding the possibility of financing will differ from bank to bank. Only if it is clear that none of the financial institutions that provide a letter would have financed the project under the investment parameters prevailing without the CDM, the project passes the investment barrier test
Box 7: Investment barrier assessment
Despite a projected IRR of 22%, hydro power company AquaPower has not been able to get a loan for a run-of river hydro project of 10 MW. It provides letters by the local banks InduFinance, DevelopCorp and MoneySafe as well as international bank CrownInvestment that due to the 50% interannual variability of streamflow in the catchment of the hydro plant, the IRR would have to reach at least 30% before they would give a loan. GoldSilver, a financial institution which gives a loan to the CDM project developer, provides a letter that the CDM component has increased IRR by 5% and thus crossed the IRR threshold of 25% that would have prevented financing. GoldSilver is thus less risk averse than the other banks but still would not have financed the CDM project at its original IRR of 22%. Therefore, none of the financial institutions would have financed the project without the CDM component.

4.2. Technological barriers

The technology barrier test currently describes several barriers:

· “Skilled and/or properly trained labour to operate and maintain the technology is not available ,which leads to an unacceptably high risk of equipment disrepair and malfunctioning or other underperformance

· Lack of infrastructure for implementation and logistics for maintenance of the technology
· Risk of technological failure: the process/technology failure risk in the local circumstances is significantly greater than for other technologies that provide services or outputs comparable to those of the proposed CDM project activity, as demonstrated by relevant scientific literature or technology manufacturer information.
· The particular technology used in the proposed project activity is not available in the relevant region.”
These definitions do not allow to assess whether these barriers are prohibitive. Regarding the labour availability barrier, local non-availability of skilled labour can normally be overcome by hiring expatriates at high salaries. It will always be possible to find an expatriate if the salary is high enough and the personal security of staff can be protected by the project developer (see e.g. oil industry in countries with bad governance). We thus propose that regarding the barrier, the project proponent has to provide proof that no education/training institution in the host country provides the needed skill and that no expatriate workers with these qualifications could reasonably be hired in that host country due to security reasons. This has to be shown by proof that no applications of suitable candidates were received on job advertisements offering internationally competitive salaries commensurate to the qualification required and a security package commensurate to the personal safety risk in the host country.  Moreover, the project developer has to describe how the CDM allows to overcome the security risk for its expatriates
Box 8: Lack of skilled labour barrier assessment
Power company AquaPower wants to introduce a decision making system for optimal operation of its hydro power plants in a very dangerous host country. None of the host country’s technical universities is covering such decision making systems in its curriculum for electrical engineering. Due to a high security risk for foreigners, no foreign specialist engineer is willing to work for AquaPower, as shown by the lack of response to job advertisements that offered an internationally competitive salary. Only the hiring of a security squad and the building of a secure housing compound on the project site financed by CER revenues mobilized a sufficient number of foreign software engineers to apply. 

Regarding lack of infrastructure barrier, we propose the project developer has to show that the infrastructure is not there and that the project would not pass the investment test if the project developer had to provide the infrastructure himself. 

Box 9: Lack of infrastructure barrier assessment
Project developer WindForce wants to build a wind power plant. In the host country, there are no cranes available to set up 100 m high wind turbines. Moreover, a road of 20 km needs to be built to the site. If WindForce were to buy and import a crane and build the access road, the IRR of the wind project would fall from 15% to 10%; the most economically attractive alternative would have a IRR of 13%. CER revenues would increase the IRR to 14% and thus allow WindForce to finance the infrastructure. 

Even if process/technology failure risk in the local circumstances is significantly greater than for other technologies, the project can still be the most economically attractive alternative, as a significant increase of the failure risk can be offset by an even higher difference in mean profitability compared to the low-risk technologies. Therefore, the technological risk has to be combined with the investment analysis to be credible. We would propose the following procedure: The project developer provides a statement by an internationally accredited technical certification body about the process /technology failure risk in the circumstances of the host country in terms of downtime during the crediting period. On the basis of this downtime and the resulting loss of output, the investment test is applied.

Box 10: Technological risk barrier assessment
Cement company StrongBuilding’s coal-operated 6-stage preheater CDM project reaches an IRR of 30%. However, StrongBuilding provides a certificate by ISO certification body Sure-N-Safe that under the variable coal quality available in the host country, the failure risk of the 6-stage pre-heater is 50% of operation time throughout the crediting period. Thus, cement output reaches only half of the projected level and the IRR is reduced to 15%. As the IRR benchmark reaches 20% in this host country, the project is additional.

Regarding the non-availability of the technology in the region, this is not an absolute barrier. If one is willing to pay enough money, a technology can be installed anywhere on the globe; the challenge is whether it can be operated properly for the whole crediting period. This leads us back to the technological failure risk barrier. Thus, the barrier claiming non-availability of the technology in the region should be deleted. 
5. Best practice for the implementation of the barrier test for small scale projects

Essentially, for small-scale projects the barrier test is to provide an “explanation to show that the project activity would not have occurred anyway.” So as in the case of large-scale projects, one has to prove the prohibitive nature of the barriers. 

The definition of small-scale barriers is as follows 

“(a)  Investment barrier: a financially more viable alternative to the project activity would have led to higher emissions;

(b) Technological barrier: a less technologically advanced alternative to the project activity involves lower risks due to the performance uncertainty or low market share of the new technology adopted for the project activity and so would have led to higher emissions;

(c) Barrier due to prevailing practice: prevailing practice or existing regulatory or policy requirements would have led to implementation of a technology with higher emissions;

(d) Other barriers: without the project activity, for another specific reason identified by the project participant, such as institutional barriers or limited information, managerial resources, organizational capacity, financial resources, or capacity to absorb new technologies, emissions would have been higher”

Not all of those definitions allow to check the prohibitive nature of the barriers, especially those on technological and prevailing practice barrier. The technological barrier text essentially allows to argue that all technologies with higher risks pass the barrier test regardless of the change in financial parameters due to the use of the new technology. Likewise, the wording on “prevailing practice” allows to argue that there is a barrier if the product provided by the project is currently generally produced by another technology. The barrier definition does not look at technology vintages nor does it define at what level of penetration a technology is “prevailing practice”. The definition of “other barriers” is very wide and needs refinement as well as independent corroboration.

We thus propose to change the definitions as follows

(b) technological barrier: the performance risks of the advanced technology used by the projects make it likely that the project will be less financially attractive than a less technologically advanced alternative”. 

(c) Barrier due to prevailing practice: existing regulatory or policy requirements would have led to implementation of a technology with higher emissions
(d) Other barriers: without the project activity, for another specific reason identified by the project participant, such as institutional barriers or limited information, managerial resources, organizational capacity, access to financial resources, or capacity to absorb new technologies, emissions would have been higher. This barrier has to be corroborated by a local expert for this type of projects contracted and paid directly by the CDM EB.

6. Best practice for implementation of the common practice test 

The common practice test is essentially a double check whether there are really barriers preventing projects from being implemented. It says “projects are considered similar if they are in the same country/region and/or rely on a broadly similar technology, are of a similar scale, and take place in a comparable environment with respect to regulatory framework, investment climate, access to technology, access to financing, etc”.
If the investment test is done properly, the existence of other projects of the same type is not a convincing argument that the CDM project is not additional. It may well be the case that the developers of the other projects had a different degree of risk aversion. However, in the context of barrier analysis, which reflects risk perception of the project developer, the universe of implemented projects is a good proxy for the prohibitive nature of the barriers. The common practice test should thus only be applied to projects that have undergone and passed the barrier test. The definition of “broadly similar technology” has to be refined to avoid an arbitrarily narrow definition for identifying similar projects. Essentially, the definition should be derived from the eligibility criteria of the baseline methodology. If the baseline methodology is applicable to more than one technology, the broadest possible definition of each technology should be used (e.g. “wind power in China” instead of “gearless wind turbines > 1.5 MW with a plant load factor of less than 30% financed through equity in the mountainous parts of province X”). 

Box 11: Technology definition for common practice test
Power company PowerFactor is building a 1 GW supercritical coal power plant with an efficiency of 42% and wants it to be registered as a CDM project. In the host country, 5 subcritical coal-fired power plants have been built in the last 5 years with efficiencies of less than 38%. Moreover, two supercritical plants have been built without the CDM with an efficiency of 40%. PowerFactor argues that there is no other project of this kind as the two other supercritical plants only use 550°C steam temperature, while PowerFactor’s plant uses 600°C. Validator Sure-N-Safe refuses validation due to the fact that supercritical coal power plants are common practice.

As normally prohibitive barriers are removed through a “first of its kind” project, any project that can show that except publicly supported projects, no project of this type is currently operational in the host country should be deemed to pass the common practice test. If one wants to apply a longer-term perspective, the definition could be that no privately-financed project of this type has been successfully operating for at least 5 years in the host country.

Box 12: Common practice assessment
Cement company StrongBuilding is building a 6-stage preheater. It can prove that there are only two 6-stage preheaters in the host country. One of them stopped operation after three years due to technical problems while the other one only started operation three years ago. The project thus passes the first-of its kind test.

7. Rules for DOE assessments of additionality argumentation in the validation report

The consolidated additionality test specifies that DOEs “should carefully assess and verify the reliability and creditability of all data, rationales, assumptions, justifications and documentation provided by project participants. The elements checked during this assessment and the conclusions should be documented transparently in the validation report.” Unfortunately, DOE practice does not follow this rule. Thus, the term “should” has to be replaced by “shall” to make it clear that the DOEs have to follow this rule. Moreover, incentives have to be introduced that induce the DOEs to do so. As low quality work of DOEs is likely to be detected by RIT and UNFCCC Secretariat members and thus lead to a request for review and possibly to a review, DOEs should bear all costs of request for review and review procedures for projects they have validated, including fees to RIT members for an evaluation of the DOE’s responses to the EB’s questions as well as time of Secretariat staff and EB members working on these assignments. Moreover, a review of a project should automatically lead to a spot check of the DOE that validated the project, which should bear all costs of that spot check. A rejection of a project by the EB should lead to an automatic suspension of the DOE if the EB finds that the DOE acted in a fraudulent or incompetent manner. Furthermore, the legal immunity of EB members has to be guaranteed by the COP to avoid that they could be the target of lawsuits by project developers and / or DOEs.

A more general problem is that DOEs are selected and hired by project developers and thus understand themselves as service providers for the developers. In some host countries it is common practice that DOE fees are not paid if the project is not validated. Often, competition for validation services is very tough and DOEs who decline validation of projects that are validated by their less scrupulous competitors lose market shares. A solution to this incentive problem is the random allocation of the validator by the CDM EB once a project is submitted for validation. The EB would set a fee scale for validation and charge a fee to the project developer according to the fee schedule.
8. Recommendations to the CDM Executive Board
While we applaud the Board for supporting the principle of additionality and for introducing the consolidated additionality tool, we think that the practice of additionality testing is weak, leading to validation of a large number of non-additional projects, only some of which are reviewed and rejected. We therefore propose that the steps of the additionality tool need to be defined more clearly and that DOEs have to bear direct consequences of not checking the arguments of the project developers properly. Below we list our recommendations.
Recommendation for shielding the EB from undue pressure

· Legal immunity of EB members has to be guaranteed. This will avoid pressure from large CDM project developers and DOEs.

Recommendations for incentivizing DOEs to objectively check additionality

· Validators should be randomly allocated by the CDM EB once a project is submitted for validation. The EB would set a fee scale for validation and charge a fee to the project developer according to the fee schedule.

· DOEs should bear all costs of request for review and review procedures for projects they have validated. Review of a project should automatically lead to a spot check of the DOE that validated the project, which should bear all costs of that spot check. A rejection of a project by the EB should lead to an automatic suspension of the DOE if the EB finds that the DOE acted in a fraudulent or incompetent manner.

Recommendations regarding additionality testing in general

· The consolidated additionality test or the combined baseline selection and additionality tool should become mandatory and have to be applied in all approved baseline methodologies. All methodologies that currently apply only parts of the consolidated additionality test or introduce new elements have to be revised accordingly. 

Recommendations for improving the investment test

· All parameters used in the investment test should be checked by a local expert for this type of projects contracted and paid directly by the CDM EB. 
· The discount rate used for conversion of future costs and revenues in the investment test should be the average of the one-year benchmark interbank rate and low-risk government bond rate with a lifetime similar to the project of the most liquid government bond market denominated in the currency which is used for the majority of the project investment. 

· The investment barrier should require written proof from the three largest commercial banks in the host country and one international commercial bank that they are not willing to provide a loan or other financing to the project despite its high IRR. Moreover, the financing agent of the project should provide a letter with a detailed explanation why they became interested in funding the project under CDM.
· The investment test has to be done on the basis of the investment comparison test, for which the project developer has to use alternatives that are real investments done in the last five years. If he has not done any investments, publicly available data from comparable investments have to be used. Only if such data are not available, the benchmark test can be used. The benchmark should be a financial product (e.g. government bond) with a lifetime comparable to that of the project. If such a product does not exist, publicly available rates of return of commercial investments with a similar risk structure and lifetime as the project should be used. 

· Generally, equity IRR calculated for the entire lifetime of the project is the most appropriate parameter to be used in the investment test, as long as IRR is not limited by host country regulation. 

· In the investment test, minimum performance parameters for specific technologies should be defined. 

· In the investment test, transfer prices between companies belonging to the same group should be disregarded or the investment test done on the group level.

Recommendations for improving the barrier test

· The technology failure risk barrier should require a statement by an internationally accredited technical certification body about the process /technology failure risk in the circumstances of the host country in terms of downtime during the crediting period. On the basis of this downtime and the resulting loss of output, the investment test should have to be applied.
· The small-scale projects’ “other barrier” test requires confirmation by a local expert for this type of projects who is contracted and paid directly by the CDM EB.

· The small-scale project technological barrier test requires proof that the project will be less financially attractive than a less technologically advanced alternative.

· The barrier regarding non-availability of skilled labour requires proof that no education/training institution in the host country provides the needed skill and that no expatriate workers with these qualifications could reasonably be hired in that host country due to security reasons.

· The lack of infrastructure barrier requires proof showing that the infrastructure is not there and that the project would not pass the investment test if the project developer had to provide the infrastructure himself.
· The barrier claiming non-availability of the technology in the region should be deleted.
Recommendations for improving the common practice test

· The common practice test should require that except publicly supported projects, no project of this type is currently operational in the host country.

· The common practice test should only be applied to projects that have undergone and passed the barrier test.
· The broadest possible definition of each technology should be used for the common practice test

Gockhausen branch


Axel Michaelowa


Phone: +41/ 433550073


Fax: + 49/ 89 14 88 28 08 22


www.perspectives.cc 


� HYPERLINK "mailto:michaelowa@perspectives.cc" ��michaelowa@perspectives.cc�


CH-020.9.002.577-8


Tax Reg.-No.: 555 98 91





Perspectives GmbH, Im Tobelacker 23, 8044 Gockhausen, Switzerland








� The consolidated aditionality test was first published in October 2004. It was revised in November 2005 and the current version dates from February 2007. So far the test is not mandatory and we would recommend the EB to make it mandatory.


� Our recommendations equally apply to the steps of the “Combined tool to identify the baseline scenario and demonstrate additionality”.


� If the project is financed by 100% equity, this has to be done by the project developer himself.
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