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CLEAN DEVELOPMENT MECHANISM
BACKGROUND

The Clean Development Mechanism (CDM), created prior to and during the third session of
the Conference of the Parties to the Framework Convention on Climate Change was‘largely the
result of a merger between the U.S. proposals for “joint implementation with credit” between
developed and developing countries, and the Brazilian proposal to establish a fund to support
actions in developing countries.

The CDM provides for the functional equivalent of joint implementation with developing
countries, allowing Annex I Parties to be able to meet “part of” their targets from project
activities in non-Annex I countries. It calls for:

o emission reductions to be certified by operational entities to be designated by the
COP/moP;

 guidelines to include methods for determining that projects are additional, and generale
real, measurable and long-term benefits;

e the establishment of an Executive Board (EB) to supervise the CDM;

o an unspecified “share of the proceeds” to be used both to cover administrative expenses, as
well as assist particularly vulnerable developing country Parties (such as small island
states) to adapt to climate change; and

o early credit for certified projects beginning in 2000.

The Protocol text does not in any way limit private sector participation. In fact, it specifically
provides for the participation of “private egtities.” We anticipate that capital (e.g. from the
private sector) will flow based on the availability of qualifying projects, the potential rate of
reurn on investments, and the market value of certified emission reductions. In those cases
where funding does not exist, the CDM can assist in arranging such funding (Article 12.6), for
example by acting as a clearing-house and making widely known the pature of the proposed

projects for which funding is necessary. However, the CDM itself will not provide funding.

Little guidance is given as to how the Parties are to elaborate the mechanism. We expect 10
establish a work plan in Buenos Aires to move the process forward.

U.S. POSITION
The following are some of the key elements for which the U.S. has developed its position:

e “Part of.” CDM project activities should not be capped; either in total or in the amount of
CERs an Annex I Party can apply to its target. While Article 12.3(b) of the Protocol
provides for a determination of the COP/moP regarding how Parties may use CERs
resulting from projects to meet “part of” their targets, the COP should not seek to quantify
“part of” because it would seriously reduce the benefits for both Annex I and non-Annex
Parties derived from this flexibility mechanism.

o Sinks. Sink activities are allowed under the CDM. This will necessitate the development
of better operational guidelines to allow a determination of “additionality” for sink
projects. Such determinations should not be limited to projects in afforestation or
reforestation -- for example, they should not preclude sustainable forest management.

@oo02
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o “Share of the Proceeds.” The “share of the proceeds” should be defined in terms of
emissions and be based on the total amount of the emissions reductions achieved by the
specific project activities - not the value of the underlying project itself; the total
percentage that should be allowed should be low.

— The list of countries eligible to receive adaptation funds should be limited, where
possible confined to particularly vulnerable developing countries; mechanisms will
need to be developed to administer the adaptation portion of the mechanism, although
to avoid any conflict of interest, CDM “operational entities” that audit and verify
reductions should not administer CDM adaptation funds.

o Institutions. A number of issues arise related to the organizational strucrure and its role in
administering the CDM. Por example:

— The constitution, character, and functions of the EB will depend in part on the various
functions of the CDM as a whole. We believe the board members should be limited in
number, have professional expertise in matters related to project development and
project financing, with sufficient expertise in climate change mitigation efforts, and
there should be a balance between Annex I and non-Annex I Parties.

= Existing organizations, both public and private, should be tapped to the extent possible
to perform the various functions of the CDM including certifying emissions reductions,
. helping as necessary to arrange project funding, and administering adaptation funds.

 Additionality. We should seek to develop project guidelines/criteria that promote real,
measurable and long-term benefits, and include mechanisms for auditing and verification.
Generalizable rules or “benchmarks” should be developed that allow objective ‘decisions
regarding project acceptance. A benchmark is a standard of performance, which can be
either historical or forward-looking. Projects which would not be eligible under the
benchmark approach, or for which criteria had not or could not be developed could be
considered separately on a case-by-case basis. (The Executive Board may have a role in
the development of such guidelines/criteria.)

e Certification, Auditing and Verification. Operational entities can pre-certify projects as
qualified CDM activities, but will certify emissions reductions after they occur. If
modalities/procedures for the CDM are not in place by the year 2000, projects should be
eligible for retroactive certification of emissions reductions, if they meet applicable criteria.
To avoid any conflict of interest, entities involved in auditing and verification should not be
the same as those involved in project development and promotion (see related comments
above on administration of adaptation funds). '

OTHER ISSUES

In recent interagency meetings, some participants have raised the issue of “banking” in the
context of CDM. More specifically, they have songht to identfy ways to allow developing
countries to bank CERs forward from one period (e.g. the pre-2008 period) to apply to targets
in future periods (e.g. the 2008-2012 period). At issue is whether a developing country that
agrees (o take on a target in a particular period (¢.g. the 2008-2012 period) can continue to

: participate in the CDM prior to the onset of that period. If a developing country must curtail

its participation in the CDM, it may be less interested in taking on a target. (The legal

considerations surrounding this issue will be addressed shortly.)

DRAFT
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‘ MEMORANDUM TO DISTRIBUTION
FROM: David Gardiner
SUBJECT: CDM Papers

DATE: January 11, 1999

Attached are two papers on 1) CDM Designi and Operation Policy Issues and 2) whole
sector CDM. David Sandalow requested that I circulate these papers in advance of the
White House Climate Change _meeting that is scheduled for Wednesday, January 13,

1999.

Please note that the whole sector CDM papér is the product of a joint effort between
EPA’s Office of Policy and DOE’s Office ¢f Policy and International Affairs.
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CDM Design and Operation Policy Issues .
Initial Draft
January 12, 1998

General

What is the scope of the Clean Developmeni Mechanism?

» Individual projects only

» Pooled projects

» Targets for selected sectors

» Project-specific reductions driven by policies and measures

What activities should be included in the CDM?

Comprehensive: all project categori{:s (reduction and sequestration) and all gases
Comprehensive, however, LUCF activities adhere to definitions in Article 3 of Kyoto
Protocol :

Determination of inclusion of projedt categories by host country

Staged approach to project inclusion (e.g., begin with categories of greatest certainty)
Are there any activities that should not be included in the COM?

VVvVY VY

Is there a linkage between certified emission reductions resulting from CDM and reductions
subject to early-crediting?

> Early crediting only for domestic actions
» Early crediting can be for either domestic and international actions (with provisions to
ensure that double counting of credits does not occur)

> No linkage between CDM and early crediting

Should there be any requirements to participate in CDM?
|
> Submit national communications
> Require national plan for total emission reductions
> Schedule for adopting a target ‘

Baselines i

' How should “baselines” be established to éamnme additionality and certified emission

reductions?

» Bottom-up project baseline (e.g., project-by-project)

» Top-down baseline (e.g., benchmark, performance standard, whole-sector, technology
standard) i .

» Allow different options for different sectors and siniations
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i

e How should top-down baselines be designed?

® .

>
>

>

Based on historical data or projections?

Based on total existing capacity or iew capacity additions (marginal capacity)?
Sector or sub-sector? ‘

Country/regional or global?

e What are the key characteristics of any bas%line?

>
>
>

Static or dynamic?
Straight line or declining slope?
Rate-based or absolute?

Additionality

e What forms of additionality should be inclided in the CDM?

>
>
>

Programmatic
Financial
Emissions

Accounting i

o How should certified emission reductions (CERs) be measured and credited?
I

o .

vVVvyvy

v

Absolute amount of GHG emissioni reductions (in “tonnes of CO; equivalent”
bundled to appropriate project size — calculate using GWPs)

Rate-based approach (e.g., C/kwH)

Full credit for all CERs from all project activities

Discounted credits for CERs for ceftain activities (e.g., address leakage, baseline
uncertainty, externalities) |

Units fungible with emissions tradiing and JI units

o How should the share of proceeds and uselof adaptation funds be determined?

VVVVYY

Process

Market value of the emissions reductions achieved

What percentage share is acceptablie?

How should use of adaptation funds be determined?

How should “particularly vulnerable” countries be identified, and with what criteria?
Who should disburse/administer ac}aptation funds?

' i
e Should the CDM have a “pre-certification’ or “registration” stage?

>

o

I}
Pre-certification of project activitylto ensure project is voluntary, meets sustainable
goals, additionality, but actual emissions reductions| certified only after they occur
Pre-certification of claimed certified emission reductions

i
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» No pre-certification stage

‘ e What should be the relationship between pI'O_] ects under AlJ Eand CDM-

> Al projects grandfathered into CDM as is

> Al projects grandfathered into CDM with new baseline assessment
» Al projects not incorporated into GOM

e What should the sequence be for certification and verification?

>
»

r

Operational entity certifies the CERis and then a “body” verifies these reductions
Operational entity verifies CERs thjc‘_:n UNFCCC (or other body) certifies reductions

Compliance

e How should compliance issues be addressell in relation to CDM?

YV VYVVY

i :
Institutionally built into the operatien/design at the domestic and international levels
Compliance with broader obligations under the Protocol or Convention

Compliance with terms of Article 12 of the Protocol (addressed by Executive Board,
UNFCCC) : :

Private sector compliance/liability {e.g., contracts between private sector investors)

e How should “part of” be defined in the CﬁM?

>

>
>
>

Sustainability and Equity: ;

Qualitative but no numerical “cap”|(“part of " totality of Annex I Party reductions
from the flexibility mechanisms and domestic actions)

Numerical “cap” for offsets achieved through all three mechanisms

Numerical cap only for CDM !

No qualitative or quantitative caps imposed on the CDM

|

e How should sustainable development component of project activities be determined?

>
»
>

By host country ? ;
Formulaic approach :

Internationally agreed upon standards

o What policy mechanisms are available to aftddress equity concerns under the CDM

VVVVY

Adjusted baselines _

Discounting credits 5

Special fund to ensure geographical distribution of projects

Project Bundling, Regional Projects, Clearing house function

No consideration for equity - CDM operates as a market-based mechanism
!

|

!
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Whole S]ector CDM
|

Concept ! .
The Clean Development Mechanism (CDM) ofithe Kyoto Protocol allows for emission reduction
credits for projects in non-Annex B countries. ile CDM credits are expected to be project-
based, the term ‘project’ is not defined. Under {‘'whole sector” CDM, credits would be generated
from GHG emissions reductions for an entire sector (¢.g., the electricity sector) relative to a
preestablished baseline. Individual projects wi’(ihin this sector would not be credited.

Qualifying Under the CDM :

Credits to whole-sector emission reductions wquld have to meet'the same conditions as all other

CDM projects: : '

. Participation would be voluntary; | _

. The credited actions must assist the non-Annex I Party in achieving sustainable
development objectives; '

v The credited actions must result in reductions or removals that are real, measurable and
long-term,; :

. The credited actions must result in emis:sion reductions or removals that are additional to
any that would occur in the absence of the certified project activity; and,

. A share of the proceeds from the sectorat (based on reductions) would be used to cover

administrative and adaptation expenscs1
|

Process |

Setting the Baseline: ;

An emissions baseline would have to be established for the identified sector for some future

period. !

. The first step would be to estimate the {)roj ected emissions for the sector in 2 business as
usual scenario. f |

. The BAU projections could be based on absolute net emissions from a given sector over a
period of time or a generic measure of emissions intensity (e.g., tonnes of carbon per
megawatt hours of electricity generated) over a period of time.

. The baseline could be ‘
- the BAU projection itself (whefe any emissions below BAU would be credited),
. or a designated amount under the BAU projection (Where credits would be
attainable only for reductions that are a given percent below what would have
happened anyway). :
. The baseline could be set for each budLet period or for other designated periods.
. This baseline might be determined by an internationally: agreed upon formula or by a

country-specific negotiating process. !
Awarding Credits: : i
Credits could be awarded to the host country government, ministry, or designated entity within
the host country (e.g., an association or conglémeration). Credits would be awarded if emissions
reductions for a whole sector were below a pre-established baséline for a given period.

|
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[

)
Credits would be certified only after the emissions reductions had been achieved and verified.
‘ Individual projects within a whole-sector baseline would be ineligible for additional credits
through other CDM processes. If emissions exceed the pre-established sectoral baseline, the
participating country would not be penalized. |

Implications / Assessment i

Benefits of whole-sector credits over credits to }'ndividual projects:

. Allows for the inclusion of amorphous émission reductions such as those resulting from
domestic policies otherwise be difficult to quantify and reward.

. Total reduction potential could be greatér since the entj:c% sector is being addressed as
opposed to attempting to affect total sector emissions through crediting individual
projects. ‘ |

. Sectoral crediting could reduce some of the additionality concemns associated with
crediting individual projects.

. Could eliminate some types of leakage problems associated with individual projects (e.g.,

forestry projects where logging on one plot is displaced to another).
| .
. Whole-sector CDM would be a largely risk-free way for ia country to obtain many of the
benefits of full participation in emissions trading, without the risks associated with

‘ accepting a binding emissions target.

. Whole-sector reductions may better advance “meaningful participation” from developing
countries beyond project-by-project reductions.

. Could have lower transaction costs sinde only one baseline needs to be established and
only one ‘project’ emissions needs to be calculated, certified, and verified. No need to
verify and certify individual projects.

Drawbacks of whole-sector credits over credits to individual projects:

. No market until whole-sector emissions have been measured and verified. The time
periods of measurement and verification would depend on the level of effort needed to
measure emissions for 2 whole sector and the available data. Longer intervals between
credit awards could make capital recoviery for efficiency investments more difficult.

. Could substantially reduce the incentivge to accept a binding target, especially if the sector
baselines were comparable to (or highér than) the levels: that would be considered
acceptable binding targets . :

. Most projections are extremely uncerta!u'n, often dependent on factors that are difficult to
predict (e.g. economic conditions) andjare therefore more likely to be influenced by
political posturing. : !
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Can create distortions by shifting activities from a capped sector (e.g., electricity) to an
uncapped one (e.g., industry self generation).

|
Total incentive for private investment may be diluted because credits would not be
directly allocated to individual projectsand individual private investors would have little
or no control over whether the country meets its whole-sector target.

All developing countries may not have j.he data and capa%:ity to-develop these targets so
some may be advantaged over others.

Developing countries may perceive this as a back-door target.

e D
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|

Exainple:
‘ Whole-Sectar Baseline for
~ Electricity Generation in China
The following is a step-by-step description of how whole sector CDM would generate credits.
The example sector used is the electricity sectori’.in China.
|

Step 1: Choose relevant sector (Host country and body designated by the Executive Board)

China and a body designated by the Executive (Board will approve a sector for Whole-sector
CDM. Not every sector will be conducive to this approach, so the approved body would evaluate
the proposal based on available data to create albaseline, capacity to gather data for measurement
within project years, and the benefits of this approach over other approaches for this sector.

|
Step 2: Develop a baseline (Host country and body designated by the Executive Board)

The first step in developing a baseline for the w}hole sector is to estimate projected emissions
(either absolute or an emissions rate) for the given sector in a BAU scenario. Proj ections can
often vary widely as shown in the example below of the proj ected efficiency rates (CO,/MWh)
for the Chinese electricity sector. '

China Elactric Sector Carbon Intensity, Historic and Péojactod In this example, the Global
12 : : Scenario Group (GSG) Reference
. .‘ scenario (based largely on IPCC
1 } 92a with some added technical
\'AX e detail) shows the Chinese
0.8 > ‘ electricity sector becoming more
% oo \\ efficient and the World Bank
S ' : o Mitigation Report estimates that
o ~ Hiatorlc CO2 Intanstty - JEA data I the Chinese electricity sector will
-« GSG Reference Scanario - Chinae : become less efficient.
02 —~— Estimstad from World Bank China Miigation Report |
0 T T T T v ‘ v -
1960 1970 180 1980 2000 i na i haronn 20t of e corn

) The baseline would either be the
BAU projection itself, or a designated amount under the projection (see figure below). The
baseline would be either developed through a set formula for that sector or through a negotiating
process between the China and designated body. The baseline would need to be set prior to the
period for which credits would be considered.! In this example, the BAU projection and the
baseline are rate based, however they could be based on absolute emissions.

| |
In the example below, the baseline is based upon the BAU Projections from the GSG Reference
Scenario for the Chinese electricity sector. The BAU projectio'n is the upper line, however the
baseline to which reductions would be compared could be either line. Actual baselines would
‘ need to be revisited and updated periodically}
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Step 3: Determine method for calculating adtual emissions from the whole sector.

]

|
Many developing countries may never have estimated emissions from an entire sector.

Methodologies can be standardized across all developing countries or may be based upon IPCC
guidelines for developed countries. The methddology would determine the boundary of the

‘ sector, the required data (including the source)i coefficients and'factors, time period and other
information relevant to creating a sector emissions estimate. This methodology would need to be
agreed upon before the first eligible year. A n%cthodology for the Chinese electricity sector could
be: I

|
Boundary: On-Grid Electricity Production (no industrial or residential
production) l
Time Period: First budget pen'cild
Required Data: Fue] input by fuel type (coal must be designated by type of coal)
Factors: IPCC carbon factprs for each type of fuel :
Equation: Total Emissions = (Fuel Input , * C factor ,) + (Fuel Input, * C
Factor ) + (Fuel Input * C factor )

|
Step 4: Begin Emission Reduction Policies and Projects (Host country and Private Sector)

|
China would be responsible for creating inceniives for emissions reductions. Incentives could be
country-wide policies, incentives for regional policies, incentives for private investment etc. The
policies themselves, GHG reduction projects br other measures taken to reduce emissions within

the given sector would not be individually eviluated.

Step 5: Emission Monitoring and Reporﬁn]g (Host country)

| I
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economic and environmental effects of the sectér. Monitoring does not involve the actual
calculation or certification of GHG reductions rior does it involve comparisons with baseline
measurements. :

‘ Monitoring refers to the measurement of GHG reductions/sequestration and other related socio-

1
The Chinese government or designated ministry would monitor the electricity sector
performance in accordance with guidelines set forth in step 3. Monitoring methods for GHG
emissions for the China electricity sector could ﬂincludc engineering methods, statistical sampling
(including multivariate statistical models), end-;use metering, short-term monitoring and
integrative methods. i

i
The Chinese government or designated ministrir would monitor socioeconomic and sustainability
performance of the projects within the sector inj accordance with guidelines set forth by the
COP/MOP but based on objectives designated by China.

|
Step 6: Emissions Reporting (Host country) ]

At the end of the time interval set in Step 3, Chjina will compare the actual emissions for the
sector for the given period to the whole-sector baseline set forth as the beginning of the project.
China will incorporate this information onto a Standard reporting format that includes the
environmental, social and economic status of t‘file sector. There are two options for emissions
reporting: !

. (1) The Chinese government or designated miristry will report actual emissions to the [CDM,
Operational Entity, third party verificationi] in accordance to the standard methodologies set
forth in step 3. The benefit of this approach is that it incurs small transaction costs, however,
confidence in the report may decrease since the operators have an incentive to inflate
emission reduction estimates. :
(2) A third party [auditor] is hired by the Chinése govemment to check the operators monitoring
data and to complete the report to the [CDM, Operational Entity, etc.]. The benefit of this
approach is that gaming is less likely to octur, however, transaction costs increase as you
include a third party. i
{
Step 7: Certification (Operational Entity) |
- The calculation of project GHG reductions isjconducted at this stage and would include GHG
reductions, non-GHG impacts, determination o0f proper project performance baselines against the .
~ stated reference scenario, estimation of projec_i leakage, etc.

The Operational Entity would review the repe:)rts submitted by the project operator/developer
(which state the results of measuring, monitoring, and evaluating the project) and compare the
actual emissions to the baseline. Actual credits would be awarded to reductions that fall under
the baseline. As illustrated below, the baselink could be either the BAU projection itself, or a
given level under the BAU projections. ! ,
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Option 1: Provide Credits to lf\ny Reductioné Under

BAU Projection ;
1
0.9 Projected|Ermssions: GSG Reference
0.8 Qeenano |~
0.7 T
L
s 0.6 I
E 0'5 Actu LSAr-fnr A
o} Emissions for ;
Q04 given time pengg .
0.3
0.2
0.1 "
0 ]

1995 2000 2005 2010 1 2015 2020 2025 2030

Option 2: Set Sector Basclin'c; Under Projected
Emissions

! |

0.9 Projected mess:Pn..: GSG Relerence
0.8 Scepado |~ ¢

v
1

0.7

0.6
g | .
% 0.5 ——Actudl Seator . ' Scctot Baseline
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Q04 given ime perpd

03
0.2
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: , | |
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Step 8: Audit and Verify Emission Reducti;bns (Third Party Auditor)

Verification of whole sector emissions woulddocour in a similar fashion to other CDM systems.
A third party auditor would review the Chinese electricity data, for the whole sector and verify
that the sector emissions are the same as are It orted in Step 6: An operational entity would

report the verified emissions to the COP/MOP. |
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CEA Comments on EPA/OP Benchmarking Paper

The benchmarking approach has appeal because it could lower the costs of the approval process
for CDM projects, and thereby increase the number of projects that could be funded. However,
there is a risk of a trade-off between this additional simplicity and achieving desired low-cost,
real emissions reductions: if the benchmark is “too low”, then projects that are not truly
additional would receive credit, and if the benchmark is “too high”, then some projects that
would be additional do not receive credit and would not occur. This illustrates the critical
importance of the task of developing benchmarks, and the need for analysis to evaluate this trade-
off. For example, if the benchmark is too high, the transaction costs for each approved project
may be lower than what they would be under an alternative form of the CDM, but the cost-
savings to all participants of the CDM in total would be lower, because fewer projects ure
funded. If the benchmark is too low, then many non-additional projects would be funded. While
the costs of “achieving” targets would be lower, the credibility of the CDM institution could be
called into question.

The paper claims that “normative values are likely to create the most effective benchmark.” It is
not clear what these normative values would be, or what would serve as the basis for them, if
neither historical nor projected rates are appropriate. Benchmarks should be set such that they
minimize the number of rejected projects that are truly additional and the number of accepted
projects that would have been undertaken anyway. We do not believe that benchmarks should be
set so high so that the project participants only reccive a fraction of the emissions reductions that
are truly additional. This is an area where we support continued analytic work.

The discussion on the level of aggregation for the sector is not clear. It would be helpful to have
more background on what is meant by the “5-sector benchmark model”. The fourth sentence is
especially unclear on this issue. We also note that while there is a risk of subjectivity with
evaluating CDM projects on a case-by-case basis, there could also be a risk of subjectivity with
developing a large set of benchmarks for many sectors and sub-sectors across many countries.

The paper includes several attached figures, but there are no references to them in the text. It
would be useful to explain how these data can inform the discussion on benchmarks. We should
note, however, that the first chart on average carbon intensity of existing capacity is not that
usetul, since we are interested in the carbon intensity of new capacity (this is the point made in
the first bullet of the text). Also, the third chart is not clear given the two y-axes.

If benchmarks are established at levels (e.g., | kg/kWh) that are above the rates of some existing
plants (e.g., 0.8 kg/kWh), there could be the potential for gaming. If an existing plant undertook
a small modification, a.k.a. a “project”, would the plant then be eligible for CDM credit? This
would not appear to be additional, but it might receive credits under this approach.
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Concept: _ :
Benchmarks are a way to lower transaction costs and reduce subjectivity for crediting CDM
projects. Benchmarks would create a rate-based baseline for an entire sector. Any project that is
more efficient than that the benchmark would be considered additional and subject to credits

. based on the difference between the benchmark and the project performance.

Policy Issues and Options:

¢ Should the benchmark be based on total past emissions or new capacity? Some countries
have remained fairly consistent over time, however other countries’ new capacity is
completely different than past trends. For example, Argentina electricity generation used to
be largely oil based. However, recent trends are toward natural gas and large-scale hydro.
Since the additionality criteria applies to what would have happened next, current trends
(e.g., new capacity additions) are more applicable.

¢ Should the benchmark be based on historical average, projections, or normative values? A
historical average benchmark would allow any project that has better than average carbon
intensity to qualify for CDM credits. By definition, this would allow half of the existing
production in any given sector to qualify as additional. Projections, while correct in intent,
rely on many factors that are difficult to predict. Projections can vary not only in magnitude, __... -5
but directionally as well. Normative values (e.g., percentile approach) are likely to create the :
most effective benchmark. —

e Level of Aggregation for the sector. Benchmarks could be created at various levels of )
aggregation (e.g. industrial demand, pulp and paper, cardboard products). Dissagregation (e (e
leads to more precision, but more cost. The level of aggregation will vary between sectors,
however, there is generally too much dispersion within individual sectors to create a 5-sector
benchmark model. A 5-sector model likely to allow many non-additional projects from

-efficient subsectors, yet not create enough of an incentive for high carbon intensive
processes. For example, in China the electricity generation is mostly coal and hydro. One
benchmark would credit all the hydro (~25% of new capacity from 1992-1996), but be well
below any possible efficiencies for the coal production. Industrial demand energy intensities
also vary significantly between and within large sectors. An effective industrial demand
benchmark may need to be specific not only to the 2 digit U.S. SIC code (e.g., pulp and
paper), but to the 3 or 4 digit U.S. SIC code (e.g., tissue paper).

o Should the benchmark be global or regional? For the electricity sector, regional (e.g.,
country specific) benchmarks are likely to be more effective. Every country will have some
electricity production and the available resources and existing infrastructure vary between
countries. If a global benchmark were created for historical marginal capacity, all
electricity production from some countries would be considered additional. Global
benchmarks for the electricity sector could be effective if the benchmark is technology-fuel
based (e.g. coal benchmark). In this case, incentives for lower-carbon fuels could be
provided by looser benchmarks or by discounting credits for high carbon intensive fuels.

Commodity-k;ased sectors (e.g. iron and steel), while also varying greatly between countries,
have more tradeable products. It may therefore make more sense to have global commodity



benchmarks to encourage production in more energy efficient countries. Global commodity
benchmarks would also allow more disaggregation without exorbitant costs.

Updating the benchmark. The benchmark for any given year will provide the baseline for
the lifetime of a project that qualifies in that year. Updated benchmarks for new projects,
however, will be needed to account for new trends and technologies. The intervals in which
benchmarks are updated will depend largely on the level of effort needed to create the
benchmarks. If the cost is high, then the intervals between updates will be longer. Itis
possible to tighten the benchmarks using an automatic deflator to account for technology
improvements. However, the trends in developing countries have not suggested that
efficiencies historically improve over time. Decreasing the benchmark between updates,
however could create the correct incentive for efficiency improvements.

Which sectors are most conducive to Benchmarks? Sectors that are most conducive to
benchmarks will have a homogenous output, quantifiable reductions, available data, and are
likely to attract many CDM projects. Electricity, some industrial demand sectors, energy
supply (e.g., natural gas pipelines or coal mining methane recapture), residential appliance
may qualify for benchmarks. Forestry is 2 possibility that needs further investigation.
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Using a Benchmark to Award CDM Credité: An Example from the Electricity Sector
Project: Advanced Natural Gas Combined Cycle Unit

ARGENTINA
Benchmark . Project

) : : ' C Intensty Credits
Type kgC/Kwh INGCC Credit/kwh output (GWh) Total credits
Average carbon intensity, all existing capacity (1995) 0.33] - 0.38|" 0] 3,942 0
New Capacity Additions, historical (1986-96) 0.22 0.38 0 3,942 0
New Capacity Additions, historical (1992-96) 0.19 0.38 0. 3,942 0
New Capacity Additions, under construction 0.19 0.38 0 3,942 0
New Capacity Additions, historical (1992-96)- fossilonly . 0.6 0.38 0.22 3,942 867240
New Capacity Additions, under construction- fossil only 0.43] . 0.38 0.05 3,942 197100
*fossil only numbers are approximations based on graphical data -
UNITED STATES
Benchmark Project

C Intensty Credits

Type kgC/Kwh INGCC Credit’/kwh output (GWh) Total credits
Average Generation, 1995 ' 0.66 0.38 0.28 3,942 1103760
Median Capacity, 1995 (50th percentile by C int) 0.81 _ 0
Top 25th percentile of capacity, 1995 0 0.38 0 3,942 0]
New Capacity Additions, historical (1986-96) 0.39 0.38 0.01 3,942 39420
New Capacity Additions, historical (1992-96) 0.68 0.38 03 3,942 1182600
New Capacity Additions, under construction 0.7 0.38 10.32 3,942 1261440
New Capacity Additions, under construction- fossil only 0.92 0.38 0.54 3,942 2128680|
Natural gas CC average _ 0.51 0.38 0.13 3,942 512460
Natural gas CC top 25% 0.46 0.38 0.08 3,942 315360
Natural gas CC top 10% ' 0.44 0.38 0.06 .3,942 236520

* the carbon efficiency for the NGCC is based upon an advanced model
* Plant generation is based on a 500 MW plant operating 8760 hrs/yr at 90% capacity factor.
** fossil only numbers are approximations based on graphical data




Benchmarking as a Measure for -
Certification and Additionality
for CDM: Background Data

- February 1999
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- Carbon Intensity by value added in the iron and
steel industry for study countries, 1977-1995
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- Carbon Intensity Comparison: All existing
Capacity and New Capacity Additions

I Country Carbon intensity of | Carbon intensity | Difference
: all existing capacity | of capacity :
(1995 additions (last 5
year period)

Argentina 0.33 0.19 -42 %
China 0.86 0.84 -2%.
South Africa 0.83 0.99 9%
Thailand 0.61 0.56 -8%

| United States 0.57 0.68 +19%




Carbon Intensity (kg CO2/kWh)
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Benchmark Examples: Argentina
Aveﬁgc benchmark (1992-
1996)--fossil only.
Argentina
Gas Stgam
Gas CC (current)
—
Theoretical Better than
_ average benchmark
Gas CC (advanced)/'

Argentina’s “tossil only’ benchmark is an approximation based on 'gnphical data

Better-than-average Benchmarks:

Percentile Approach

V.S

- Carbon- Intensities (kg COvkwhy

share| Average - 25th %ile 10th %ile|
All Generators| 100% 0.81 0.0 0.0
Coal, Steam | 55.2%| 0.95 0.84 0.80
Nuclear 22.5%| 0.0 0.0 0.0
Hydro 10.0%] 0.0 00 0.0
Gas, Steam 8.5%| 0.62 0.60 0.60
Oi1], Steam | 1.8%]| 0.85 0.81 " 0.80
Gas, CC 1.2%1{ -0.51 046 0.44
Gas, CT 04%| 077 0.55

0.69




Allowablé credits/kWh Under Given
Historical Averages

Marginal Historical Averages
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Demand__SeCtor: ‘Heterogeneity I

Total production & energy infensity of the Pulp & Paper Iindustry in So. Africa

Product production steam electricity total
(tons) {GJ/ton) (GJ/ton) (GJ/ton)
Tissue : 114,000 20 17 37
Uncoated mechanical 61,000 19 10 29
Uncoated woodfree 238,000 19 9 28
Coated woodfree 53.000 24 11 ' 35
Newsprint 320,000 8 8 " 16
Linerboard 550,000 12 8 20
Fluting : 220,000 12 6 18
Paperboard 145,000 16 9. 25
Other 108,000 19 - 9 28
Pulp exports’ " 450,000 8 4 12

- Industrial Energy Intensity By
Sub-sector, 1990
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IDEAS FOR IMPLEMENTATION

Luiz Gylvan Meira Filho
President. Brazilian Space Agency
Brasilia, Brazil

Summary: From his perspective as the Chairman of the Contact Group that negotiated the inclusion of
the Clean Development Mechanism in the Kvoto Protocol. this author considers the historical evolution
of the Clean Development Mechanism (CDM) and examines it in terms of the broader goals of the United

Nations Framework Convention on Climate Change (UNFCCC). He then offers specific guidelincs and
practical steps for successfully implementing the CDM.

HISTORICAL EVOLUTION

The idea of promolting cooperation between industnialised and developing countries to assist the later
grow along a “cleaner” or. 1o be more precise, a morc carbon-free path, has early been recognised as a
“win-win" exercise. This is based on the fact that avoiding emissionsmight be less costly in countries
where the infrastructure in the greenhouse-gas-related scctors has vet to be built ft incorporales the notion
of technological "leap-frogging” - that development of the encrgy-related infrastructure in developing
countries should occur in such a way as 10 leap over emission-intensive steps that have bezsn taken by
industrialised countries. Much has been written on these concepts, in general finding no fault with them,

Early antempts to translate these ideas into practice fall into two major categories, with minor and, for the
purposes of this note. neghigible vanations. The first is the concept of “incremental cost” adopied by the
Globzl Environmental Facility, together with the provision of the Convention that non-Annex | Parties
could voluntarily participate in the effort to mitigate climate change. The incremental cost of such actions

would be covered by Annex | Partes through the financial mechanism of the United Nations Framework
Convention on Climare Chanae.

The second was the experiment made with the so-called “joint implementation with credit," involving
Annex | and non-Annex | Parties. and the associated interim solution of "Activitics Implemented Jointly"
(Al]) and its pilot phase. The basis for those efforts was an extensicn of the provision of Articie 4.2 of the

Climate Change Conventions on specific commitments by Annex | Parties 1o reduce their net emissions in
linc with the general commitments of all Partics. included in Article 4.1. -

The successful negotiation of the Kyoto Protocol introduced into the climate negoliations a regulatory
clement with legally binding. quantitative emission limitations and rcductions by Annex 1 Parties. The
basts for this is the agreement in the Climate Change Convention that industiialised countries must take

the Jead in decreasing their emissions. because the present concentrations of greenhouse gascs are mostly
due to their actions.

%, This transition 1o 2 regulatory approach in dealing with climate change naturally brought into the spotlight

the fundamental question of how 10 shure the burden of mitigaung climatc change among the countries.
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My personal view of the Climate Change Convention is that there are only two central issues to be
negotiated regarding the mitigation of climate change. The first issue is the consensus decision, to be
reviewed penodically. on how much the global emissions are o be reduced in the near future. This
decision will depend on the perceived importance of avaiding or limiting climate change, weighed against
the perceived hurden on countries that will result from limiting or reducing emissions The second issue is
apportioning this burden among countrics, within the principles agreed to in the Convention.

adi kel

ltis in within this new framework that the implementation of the Clean Development Mcchanism (CDM)
must be analysed There seeins to be an opportunity now to effectively change the trend of global warming

in 2 manner that is consistent with the Climate Change Convention and in a way that will be
advantageous to all Parties involved.

GUIDELINES FOR THE IMPLEMENTATION .OF THE CDM

VSRRSO N LU X 93, 10 S A%

The following are, in my personal view, conditions that must be fulfilled as necessary conditions for the
successful implementation of the CDM.

The governance of the CDM, through the Executive Board. must be efficient. Therefore the Executive

Board should be relatively small. while maintaining the necessarv representativeness of the different -
interests at stake,

The categories of projects certifiable under the CDM must, by gencral consensus. result in real reduction -
of emissions. Since it is impossible to determine the baseline against which the emission reduction is to
be counted on purely technical grounds. and there may be controversv as to whether a bascline’ is
=ppropriate or not. it is the “representativeness™ of the Executive Board that will guarantee that the credits
for emission reductions under the CDM will be accepted towards compliance gf the quantified emission

limitation and reduction objectives (QELROs). /m vrha

The selection of the subcategories of projects that will be accepted for submission to certification and the

approval of individual projccts must be left to individual non-Annex [ countries. They can then adapt their
decisions to national development priorities.

For the sake of efficiency. the actval certification of projects must be distributed among existing
institutions working under the strict guidance and supervision of the Executive Board. The feedback only
achievable through a regulatory and auditing process is an essential part of the guidance and supervision.

OTHER ACTIONS RELEVANT TO THE SUCCESS OF THE CDM

as that there
argument applies for the CDM. Even though a

It is oftcn said that one of the reasons the concept of AlJ never produced satisfactory results w
were no credits in its piiot phase. In my opinion. a similar .
creditis clearly associated with the CDM =~ to the extent emission reduction centificates will be accepted
towards a demonstration of compliance with QELROs of Annex | Parties - there will be no real incentive
for its use until the Annex | Panies clearly establish national regulations limiting their emissions. There
will be a real incentive to acquire such emission reduction certificates only when Annex | governments
and/or private entitics'~ depending on their particular choice of cconomic management tools - are faced
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accomplish this, attention should be focused on the establishment of the Exccutive Board. the ncgotiation
of its terms of reference. and the guidelines under which it is to operate,

“The following are some preliminary idcas on relevant aspects of these tasks. bascd_ on a series of
discussions with Professor José Goldemberg over the first half of 1998,

The Conference of the Parties to the Convention must cstablish the Executive Board of the Clean
Development Mechanisim - EB/CDM.
¥

« The EB/CDM is to be composed of a group of eiae representatives of Parties to the Protocol. selected

on the basis of parity among the regions of the world and representing an adequate balanccQ\of Annex
I and non-Annex I Parties.

« The EB/CDM shall follow the guidelines cstablished periodically by the COP and have the mandate
suggested below.

* The EB/CDM shall be supported by the Secretary of the Convention/Protocol. which will act as the
Secretaniat of the CDM i i

e The EB/CDM shall meet threc times a vear and report annually to the COP.
The following are suggested initial guidelines for the CDM,
* The reduction’ of emissions obtained in specifi

computed against a baseline that takes into acco
emissions for cach country,

¢ projects to be certified under the CDM shall be
unt the projection. on a sector-by-sector basis, of the

* The Intemational Standard Organisation (ISO) will be

~ methodology for the definition of certifiable basclines and
accreditation of centifving organisations. for he
certificates.

requested to cstablish the detailed
reductions and to use its svstem of
purposes of issuing the emissions reduction

Certificates of emissions reductions mav

be presented by non-Annex | Parties (see next item on the
procedure) to the Secretariat of the CDM.

for placement in the market,

Each non-Annex | Party shall establish national mechanisms to regul
amy Panty for certification for projects in its territory, which mav v
fequest be processed and submitted by the government itselfl to

Sceretariat to recejve projcct proposals and to inform the government,

ate the submission of requests by
ary from a requirement that eacls
a general authorisation for the

The 1ol credit for cach Annex 1 Party tha may be obtained through CNM cer

. . L lificites sh; imited i
away that their natjong| emissions do not exceed the 199g level plus 2.5, il b limited in such

) < niSS r C“‘ : .'lm“.f. dla” l:ll(. ”)C “Unlbcl o! n AT \ll .
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. e

corresponding value shall be determined by market mechanisms. avoiding

the concept of incremental
costs.

* The share of the proceeds of the CDM devoted to adaptation projects shall not exceed three per cent
of the total.

* The share of the proceeds of the CDM devoted 1o administrative costs shall not exceed three per cent
of the total.

The following sre suggested terms of reference of the Executive Board of the CDM.

* To accredit organisations - governmental or otherwise - 1o systematically offer w0 the highest bidder

the cenificates of emissions reductions available at the Secretariat, without prejudice 1o an open
ncgotiation by anyone clse,

* To accredit. through the ISO. organisations - governmental or otherwise

- 1o pre-certify the emissions
reductions as requested by non-Annex I Parties.

*+ To verify periodically. through accredited organisations, the conespondence between the pre-certified

and the realised emissions reductions, and o issuc the corresponding certificates of emnission
reductions.

+ To establish and periodically review the list of project activities for w
certificates may be issued. This global Tist should take i exclusively
the establishment of a credible baseline, leaving to governments the authority to establish their own
list of eligible projects. taken from the former list. The national list will take into account,
additionally. the sustainable development prioritics.

In defining basclines on a scctor-by-sector basis. the Executive Boar

the introduction of new technologies that will create new b

incorporated into the respective sectors. with a conscquent

d shall consider, among other factors.
aselines. The technological impacts should be
review of the baselines.

In addition. the emission reductions 10 be centified must

be agreed upon by both the donor and host
governments.

The key 1o the successtul implementation of the CDM fies w
cenifiable emission reductions on a scctor-by
prcess occur in such a manner that the ¢
avalluble technical knowledge and to the poli

ith the establishment of baselines for
~scetor basis for individual countries. It is essential that this
mission reductions are comparable, according to the best
tcal agreement of paries. through the Executive Board.

LU

2. The roster of certifiable projects must be dynamic, stanting with those for w

. about the emission reductions and less coutroversy about their inclusion Such
+, cpanded 1o include other types of projects as they mect the above critena.

"
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‘ - The CDM Registry: Jump Starting the Clean Development Mechanism

Issue: The US should press for a non-binding resolution at COP-4 which would state the
political intent of the Parties to retroactively credit valid Clean Development Mechanism projects
from the year 2000 if such projects meet the criteria eventually established by the COP/MOP
or CDM Executive Board. To help operationalize this intent, should a “Registry” be created
at the UNFCCC Secretariat to document candidate CDM projects and opportunities?

Introduction and Background _
The Clean Development Mechanism, defined in Article 12 of the Kyoto Protocol, allows
certified emission reductions from project activities to accrue beginning in the year 2000.
However, the necessary institutional infrastructure, rules and guidelines to govern a CDM
crediting system will not be in place by 2000 and it could be several years beyond then before
the COP/MOP decides on the mechanics of the system. Adopting a non-binding resolution at
COP-4 and establishing a CDM Registry is one way of encourage early action.

The Registry is based on the premise that early action generates economic and environmental
benefits. Early action enables a smoother, and less costly, transition to lower national emissions
levels commensurate with Kyoto commitments. However, because of future regulatory
uncertainty the current market will not promote strong early action. In order to act, the private
sector needs reasonable expectations of investment returns. The Registry could overcome this
barrier and promote CDM projects by boosting expectations that projects will be retroactively

‘ credited.

The US has experience with registries in other, analogous regulatory contexts in which there is
a similar intent to document and recognize carly action. Section 1605(b) of the Energy Policy
Act of 1992, administered by the Energy Information Administration (EIA/DOQE), establishes
a means for US firms to voluntarily report greenhouse gas emissions reductions. The program
allows firms to (1) report annual GHG emissions, for the purposes of recording a baseline from
which to measure future actions, and (2) record specific GHG emissions-reducing and carbon
sequestering projects, at both the domestic and international levels.

Documenting action under Section 1605(b) is simple and straightforward. Guidelines and forms
are provided for a wide range of project activities that include, inter alia, electricity generation,
cogeneration, energy end use, transportation and carbon sequestration. Several measures exist
to ensure the accuracy of reported emissions including a third party certification requirement,
self-assessments, clear guidelines and procedures, and a review process.

Climate Wise, USIJI, and other government programs are vehicles for early action and voluntary
reporting. A condition of participating in Climate Wise is annual reporting of GHG emissions
through Section 1605(b). One driver of participation in the Climate Wise program and
documenting GHG emissions through Section 1605(b) is to help insure fair treatment under
future climate policies, such as a domestic emissions trading system. By documenting early
action, companies can strategically position themselves and reasonably anticipate reduction

‘ DRAFT 8/17/98 1
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been made enabling the CDM to become operational, information about what projects have
already taken place will help insure that appropriate emissions reduction activities are recognized
(beginning in 2000), in the form of certified emission reductions (CER).

I credit. The same rationale exists for creating a CDM Registry. Once COP/MOP decisions have

The CDM Registry

A CDM Registry would document and facilitate early CDM action, as well as serve as a
“bulletin board” -- a clearinghouse of potential CDM projects that matches host country needs
and investor specializations. The Registry would be UNFCCC Secretariat-based and include
information on project proposals and investments that expect to be credited by the CDM, once
the mechanism becomes operational. The Registry would complement and help actualize a non-
binding resolution or statement of intent to retroactively certify acceptable projects.

The Registry is intended to be value free and non-prejudicial - in no way will projects posted
on the Registry be guaranteed retroactive credit. The only “guarantee” is that the CDM
Executive Board will eventually review projects that are operationalized through the Registry
(i.e. projects registered will be considered for crediting). Whether the project generates certified
emission reductions (CERs) is a decision of the Executive Board or other UNFCCC body, and
a function of the relevant baselines, monitoring provisions, additionality criteria, etc. that the
COP/MOP eventually agrees to. This is analogous to Section 1605(b) in the US, where the
review process is undertaken by the US government. Whether credit is eventually retroactively
granted under 1605(b) will depend on, inter alia, the nature of the regulatory system adopted and
the magnitude, robustness and credibility of emissions reported emissions reported.

' CDM Registry would add value for investors, hosts and the process itself:

Investors. Candidate CDM projects that have already been agreed to between investor and
host country could be posted on the Registry for documentation and information sharing
purposes. In addition, Annex 1 private sector entities could use the Registry to post projects
that they are interested in financing. For example, a company specializing in photovoltaics
or combined-cycle gas turbines could “advertise” their services in a CDM context.

Hosts. Non-Annex I entities (government agencies or private sector) could use the Registry
to solicit sponsors for a project, or set of projects, that the host has identified as potentially
CDM eligible and consistent with national sustainable development objectives. Thus, the
Registry would be an enabling mechanism for Article 12.4 of the Convention, which states
that “Developing country Parties may, on a voluntary basis, propose projects for financing,
including specific technologies, materials, equipment, techniques or practices that would be
needed to implement such projects, along with, if possible, an estimate of all incrementa]
costs, of the reductions of emissions and incremental removal of greenhouse gases, as well
as an estimate of the consequent benefits.”

Process. By detailing projects that expect to earn credit, a CDM Registry would contribute
to the growing body of experience on many of the difficult methodological issues -- such as
baseline construction, additionality, leakage, monitoring, etc. -- which CDM rules and

‘ DRAFT 8/17/98 2
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procedures will address. If methodologies used by project developers are subsequently
. deemed unacceptable by the COP/MOP or Executive Board, emission reductions could be
recalculated and verified ex post, for crediting purposes, using agreed upon methods.
The information posted on the Registry would be chosen at the discretion of the Parties or
entities posting. Unlike Section 1605(b), there would not be required categories of information
that project proponents or hosts would need to provide. The Registry would employ an easy-to-
use interface (perhaps with a web-based option) and be accessible and available to any Party or
domestic entity.

Pro:

Cultivate private sector interest. The private sector is showing strong interest in emissions
reduction projects overseas. This interest is largely motivated by a return on investments that
includes CERs -- an asset useful in demonstrating compliance in a domestic and/or international
regulatory system. If COP-4 fails to make any progress on the CDM, the US business
constituency’s interest and support for the Kyoto Protocol could wane. A disillusioned private
sector may lead to negative repercussions in the domestic political arena and discourage project
initiation. In short, the private sector is ready, but international politics are not. The Registry
may help balance this disjunction, and maintain some “Kyoto momentum.”

Engage Developing Countries. In addition to Annex 1 private sector entities, constituencies in
some developing countries already support early action.- Gylvan Meira (at the Aspen CDM
workshop in Sao Paulo) proposed a non-binding COP-4 resolution for retroactive crediting.
Other developing country delegations could also be amenable to such a proposal, and should be

' engaged as early as possible to preclude concerted G77/China opposition. Because it is broad
in scope, treating the needs and interests of all Parties, the Registry should garner considerable
support from developing countries. Countries wary of unbridled CDM investment within their
borders should be comforted, rather than intimidated, by an approach that gives them discretion
and oversight over projects. Similarly, for countries fearing that the CDM -- like AIJ -- will
overlook them, the Registry gives them an opportunity use the CDM as a vehicle to proactively
promote their investment and development needs.

Kyoto Compliance. CERs generated by US entities between 2000 and 2012 will be added to the
US assigned amount. An effective CDM, which generates CERs throughout the pre-budget
period, will reduce compliance costs and domestic actions needed to comply with Article
3/Annex B commitments. The Registry would facilitate the crediting of emission reductions

during the years before the CDM becomes officially operational (in 2000 and 2001, for
example).

Environmental Benefits. Because of long atmospheric residency lives, GHGs emitted today will
contribute to higher atmospheric concentrations in future decades. Without crediting provisions,
or reasonable expectations of crediting, it is unlikely that GHG-reducing projects will be initiated
€n masse. The Registry would boost investor confidence and expectations in the system and
therefore stimulate CDM investments. In addition, because the Registry facilitates the actual
initiation of projects, helping to match project hosts and investors, transaction costs will be

‘ DRAFT 8/17/98 3
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Incremental Learning. This is one of the explicit functions of the CDM Registry. The Registry
would contribute to the growing body of experience on yet to be determined methodological
issues -- such as baseline construction, additionality, leakage, monitoring, etc.

. lowered and more potential CDM flows will be generated.

Mainzain the Kyoto momentum.  Unlike Article 6 JI or Article 17 emissions trading, CDM
negotiations entail some degree of urgency. The banking provision (Article 12.10) requires the
CDM to be operational before the first budget period begins. Unless measures are taken at
COP-4, the Parties will not be able to express their views on CDM crediting until COP-5, which
will take place just a few months before the Protocol allows credits to be obtained.

Con;

Designing the Registry. Problems designing the Registry will be a function of the detail and
information requested. If the Registry consists of a detailed set of questions, analogous to
Section 1605(b), the issue of who designs the Registry, and whar exactly the Registry consists
of, will become highly contentious and politicized,

Therefore, design if the Registry should not presuppose a certain institutional structure or other
CDM rules and modalities. To prevent design of the Registry from becoming a de facto design
of the CDM itself, proponents should insist that specific information (such as additionality,
monitoring, sustainable development benefits, etc.) not be required in the Registry. The
information offered is provided at the discretion of the registrans.

reporting.  These include standardized reports; a report review and assistance process;
certification of data accuracy; criminal penalties for falsifying data; and a self-assessment of data
accuracy conducted by the reporter. Agreement among Parties on similar measures for the
Registry may not be possible at COP-4, nor are they necessarily appropriate or desirable.
Without such measures however, CDM project developers and hosts may attempt to use
unsanctioned methodologies to inflate emissions reduction estimates for the purposes of obtaining
credit. The Registry would be unable to exclude certain methodologies and practices, which
may become standard practice.

‘ Overstating Reductions. Section 1605(b) utilizes several measures that help ensure accurate

This potential problem can be eased by clearly stipulating that the “auditing” and “review
process” (analogous to 1605(b)) are the functions of the yet to be formed Executive Board or
other COP/ Secretariat-related body. If project developers anticipate a rigorous review process
for obtaining CERs, the incentive should actually be to report as accurately as possible, because
sloppy projects with weak monitoring and reporting may be denied CERs. Thus, ideally,

Jorward-thinking project developers will self-initiate third parry verification, conservative
estimation methodologies, etc. to strengthen their case for generating CERs retroactively.

Developing country opposition. If not presented carefully, the Registry could become a “straw
man” for some developing country delegations and harm the negotiating environment for the
CDM and other issues at COP-4. In terms of operationalizing the CDM, developing countries’
main priority is that CDM rules “should be determined on the basis of equity, sustainable
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development and the other principles of the Convention” (FCCC/SB/ 1998/MISC.1/ Add.3). A
G77/China position paper also states that studying methodological issues should be a first step

. (FCCC/SB/1998/MISC.1/Add.5), and this should take place under the full authority of the COP
or other official bodies. Some developing countries may feel that the Registry -- which is geared
toward documentation for the purpose of retroactive crediting -- runs counter to stated
G77/China priorities. Registry “design” and the potential to overstate reductions, both discussed
above, could also elicit developing country reticence.

These problems can be mitigated by enlisting the support of key developing countries before
COP-4 and proposing the Registry as a joint initiative berween several Annex 1 and non-Annex
I Partles that cut across negotiating blocs. In addition, some countries may simply wish to
retard the development of the CDM in any way possible. General anti-CDM sentiment does not
constitute a legitimate argument against a Registry, and is not consistent with what has already
been agreed to in the Kyoto Protocol.

Conclusion

A CDM Registry offers numerous benefits, as discussed above. The three drawbacks discussed
-- designing the Registry, overstating reductions and developing country opposition -- are
tractable problems which a carefully proposed Registry will overcome.

Overall, the Registry performs three important functions:

“Registering” projects, thereby insuring they will be reviewed by the Executive Board and

considered (although not guaranteed) for CERs. This will also serve as a key “signal of
‘ intent” from regulators, boosting private sector confidence in the CDM and bringing
domestic political benefits.

Serving as a “bulletin board,” or clearinghouse, to match the project needs of hosts and
investment desires of project developers. Thus, the Registry lowers transaction costs,
thereby promoting CDM projects that transfer technology and reducing GHGs.

Providing a formal “space” for information gathering and learning for estimation methodologies,
additionality criteria, verification, monitoring, baseline formulation, etc.

Insuring that the statement of intent and the CDM Registry are agreeable to all Parties at COP-4

will depend on enlisting the support of key developing countries before COP-4 and packaging

the Registry as a non-confrontational and non-institutional entity that will not pre-judge future
COP/MOP/EB decisions.
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The Role of Benchmarks in Assessing Additionality
and Emission Reductions under the CDM

INTRODUCTION

A key concern in the debate over project level activities undér CDM is the assurance that the GHG
¢mission reductions represent crediblo and quantifiable reductions in global cmissions, which would not
havz occurred in the absence of the given projest,

A benchmark approach to determine additionslity and/or assessing emission credits under the CDM would
uss performance standards based on bistorical or projucted practices to create standard basslines for projact
evaluation, Under this framework, achvitles that generate reductions in excess of baseline reductions
would receive credits under the CDM. This concept Ls illustrated in its most basic form in the graph below.
Project A (with a low eimissions rate of 0.19 kgC/kWh) falls well below the benchmark emissions rate set
2t 0.23 kgC/kWh. Using this same benchmark, project B (with a high emissions rate of 0.25 kgC/kWh)
would not pass the additionality criteria in this example.

0.29
0.27
Zo2s a8 —n—a - ——f—g—f |—e—PrjactA
0.23 ——a— 60 —¢ -¢—0—0—8 |—m—Frjcts

0.21 —&@— Bonchmark
0.19 ) —————o - - ®
0.17

0.15 4 + } + t 4
2000 2002 2004 2008 2008 201D
year

C/KWh)

Emisslons Rale

These benchmarks would be specific to project categories, location, and represented by thc average or
marginal performance by profect category (with a possible requirement that projects meet a minimum
standard of improvement over the benc k). 1o addition, it is possible for benchmarks to be
recalculated periodically to reflect technology and efficiency changes.

This paper explores methodological issues surrounding the development snd iraplementation of
benchmarks, as well as some of the significant policy issues raised with this approach.

METHODOLOGICAL JISSUES

A number of important methodological questions concerning benchmarks still need 1o resolved. These
issues will greatly influence the reliabllity of benchmarks and directly impacr the transaction costs for
project development, implementition and assessment.

=  Data Availability -The development of any benchmark is dependent upon accurate existing data or
reliable forecasts of cnergy production, fucl mix, and efficiencics within differing scetors. Tn many
developing nations, the lack of existing data may make historical benchmarks both time consuming
and costly. At the same time, accurate forward-looking benchmarks which rely on forccasts for

speclfic sectors may prove difficult to produce in certain countries due 10 a lack of technical expertisc
or a clear set of nationsl plans for encrgy dcvclopment.

e Sample Size - The sample size bas a large impact on the effectivansss of the banchmark. A small

sample can create a mrget technology that could inadvertently bias the qualifying projects. A larger
sample has the advantage of being more flexible In that it might be vsed to create benchmarks for a
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variety of project typos and may be morc accurate; however, the Jaxger the sarople, the larger the daa
requirement and the greater lag between the emerging technological baseline and the benchmark.

Scctor Targeted - The scctor, subscctar, or project type for which the benchmark is being calculated
largely determines the design and measurement units of the benchmark. Reasonable benchmarks may
not be possible for all project types because some sectors or subsectors do pot lcnd themisclves to
quantitative analysis at such an cerly stage in projeot development or the data requircd are not
available. In thiz case, an alternative method to determine additionality must be flexible cnough to
account for projects which can caly be assessed through non-benchmark means.

Certification and Verification of Reductions - Benchroarks could be used either for measuring
additionality alone, or for determining the amount of cmission reductions, In this first case, the
benchmark system would only assess whether the project meets the additionality criteris and thus is
accepted as 2 CDM project. Certification and verification of emission reductions camned annually
would be based on actual project performance. In the sccond scenario, benchmarking would be used
not only to assess sdditionality, but 1o determinc the amount of credits that would be awsrded up front
to the project based oo projectcd perfarmance. Although wansaction costs for the second option are
much Jower, the credibility of the system may be called into question.

%:,‘.-ua_z %h‘lJLrM (,f—Q;(B

Ce ~cq eho s
BENCHMARK QPTIONS

"\"7"':—5 0‘(: C;-‘Fbwr;(l ot ?rvdv»‘lw;_

A number of benchmark options exist. The effectiveness and accuracy of each option depends in large part
on the availability of data on past, current and futuce energy generation and cfficiencies within the country.
This section outlines six potential benchmark options (3 historical, 3 forward-looking).

Historical

A historical benchmark relies upon existing data for energy resourees a0d gencration in the selected
country. Unlike forward-looking benchmarks which rcly upon projections to detcrmine emissions rates,
historical benchmarks rcly on established infonmation for existing energy generation, fuel mix dewa, and
cates of technalogical change. A criticsl weakness of this approach is that a static historical benchmark can
quickly become outdated if not periodically revised, and therefore will not reflect the current situation.

Sclect Year Emissions Rate - This option chooses un average emissions rate for 3 given year or sot of
years ond asscsses the project over its projected lifetime against this static marker. The strength of this
benchmark is that it is relatively easy to develop. However, this benchmark does pot account for
changes in efficiency or fue] mix over time and raay prove 8 Jenient standard over the longer term. As
with any bistorical benchmaak, the size of the cross-seotional samplc (e.g., types of fossil fuel facilities
included) will preatly influence the averuge emissions ratc that is sclccted to serve as the benchmark.
Moreover, if older plapts arc included in the development of the benchmark (for example including all
plants built over the last ten ycars as compared to the last five), your benchmark will be less stringear.

Updated Static Benchmark - The utlity of static historical benchmarks can be improved by ypdating

them over time. The advantage of this option is that it can more accurately account for changes in N
efficiency or fuel mix over ime. An updated benchmark requires quick rurnaround of previous year's a._J,-%::-A]
emissions data, and may potentially prove difficult and more costly to develop, particularly in large. P b

less developed pations. Tn nations whete gains in efficiency may occur more slowly, or data is more —S o cotn ™
difficult to collect, a timetable for updating benchumarks conld be set at five year increments. In this ro - Jé?
scenario, the static beochmark would be updatcd every flve years to rcflect changes in the national fue) Qe Gema
mix, advances in technologies and fuel cfficiencies, and other factors. This concept is graphed below: reders

< c/>1vu¢
ot ]p»gu/‘f’
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During the first benchmark period (2000-2004) Project A would be considered as additional and
would carn emission reductions for the first five years. As the static benchmark is upgraded in 2005,
all new projects would huve to have emission rutes below the new, meore stringent, benchmark. Now,
Project A would no longer qualify if assessed as a new project. By the year 2010, only new projects
with emission rates below 0.17 kgC/kWh would be considered additional. If Project B were
introduced in 2000, it would earn emission reductions throngh the year 2010, Project C would provide
reductions under this scheme through the year 2014,

Alternarnively, an updated siatic beachmark could incorporate a modest “deflator” which would
anticipate new technologies and gains in efficiencies over the fiva year pariod. This example would be
8 hybrid of historical and forward-looking methodologicxs and be representad by a downward sloping
benchmark over the five year increment, rather than 3 straight line. '

. Forward-Lookin

A forward-looking benchimark relies upon forecasts for onergy resources and generation in the selected
country. Projections for emissions rates by secior or technology are averaged on the basis of planned
development of encrgy generation, {ucl mix data, and technological change.

s Projected Average Emissions Rate - A dynamic benchmark, which would rise and fall along wilh the
projected average crissions Yates, can be constructed using the annual cmissions rates themselves. D
Since the realized fucl mix may not match the actual fucl mix in a given year, this beachmark may ’
tend 10 over- or under-estimote the actual annual average emissions rate, As this is 3 dowoward
sloping curve, some projects evaluated under this benchmark may be considered additional, even
though they do not nzcessarily earn emission reductions in the later swges of the profocts Lifetime.

This cusc is yraphed below;
E 0.3+
g 0.25
] —o— Project A
3 02
- —8— Benchmark
S o015l
w99 + + et~ + + + +
5] > s 2 3 & 8 B 3 2 e
R = ] ] & 5| S | 8 1 &
In this scenario, project A would not be eaming emission reductions after 2006 under the dynamic
. beochmark.
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. » Lowest Projected Emiasions Rate - Of the projected annual aversge emission rates, this option uaes
the lowest average of the data set as a static benchmark for the duration of the project’s lifctime. This
type of benchmark assumes that the lowest rate represents the best achisvable combination of clean

fossil fuel mix and efficient techuology over the pcriod, thus encouraging project developets to better

the optima) average in lerms of efficiency.

« Bost Planned Technology - This benchmark is based on the best (i.e., lowest-emitting) planned
generation technolopy. This benchrmark may be optimsl if the planned project will displace generation
ia a couptry where large gains in cfficiency are expected in the short term. This benchmark is the most
progressive and would cstoblish the most difficult benchmark to be achieved (as well as providing the
least somned credits to a projsct developer),

The beachmark type chosen will result $n a wide range of 1otal emission reductions caraed over the lifetime
of the project. The following bar chart highlights projected emission reductions earned under differcat
benchmark scenarios for a wind power project in Costa Rica,

120,000

100,000

80,000

€0,000 -

Total Emissions Reductons ({G)

.38 w3k %é 385, 3E: 2o o358
<39, o2 3583 33837 3385 233 Z3u5
=&3 JE5” g<g® sg=° BES "ge Egge

Note that all the forward-looking benchmarks (first three bars) tend to be more conscrvative. The most
\cnicnt benchmazk is that of a static ernission ratc benchmark based on emission rate averages for plants
built over the last ten years. :

POLICY ISSUES

Benchmarking scherncs used to assess pdditionality or 10 measurc emission reductions carned will directly
affect the effecdveness, cost, and speed at which the CDM is developed and projects implcmented. These
policy considerations must wake into account the trade-offs inhereat in cach benchrnarking option.

= RBenchmark Selection - When choosing which benchmark (whether historical ar forward) to use for
project comparison, various policy optiens exist. A new project can be cvaluarcd agsunst: (1) the
avcrage cmissions Tate for sll generation sources in coundy: (2) the rate within a sector of project type
gizni]ar to the project at hand; or, (3) the sate for that sector which will be displaced by the new project.
These options are displayed graphically, illustrating the potentially Jarge differences in amount of
credits which can be earned over a projccts lifenme depending on the type of benchmark solected.
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Although considercd additional under any of the ebove benchmarks, Project A's total valuc (in terms

of emission reductions) would differ substantially depending upon

which benchmark is used. T this

case, the benchmark chosen for project evaluation rmay be determined by the availability of data.
When the sovrce being displaced is clearly identified, that benchmark could be utilized. If the project
is just adding power to the prid in general, the wall sources” benchmark may need to be used.

Need for Minimum Standards - In cascs where the policy objeotive is to promote projects which
advance the pace of technological change or gaias in efficiency, minimum stendards may need to be
applied. In this case, projects would be sdditional only if they “beat™ 8 given benchmark (In this case

sn average rate forall scetors) by a prcdetmnined percentage.

Some projects may be mofe efficient

than the existing average, but may still not be considered additional because the do not better the

average by 8 ccrtain percentage (Project C in the graph below).

0.33
o.Nn
0.20
0.27 e ProjectA
025 + m ProjectB
023 1 — - — 10% below Benchmark
0.21 ¢ /
0.19 + S \ e FrojectC
017 T —=—— Benchmark
0.15 + + . : — : + . - FrojectD
2 &8 & 8 % 2 8 5 8 8 g
& & K] & s 8 &8 ] ® &

In this example, Project A and B both fal] within the minimum standard of 1
While Project D docs not qualify by any standard, Project C may prove more ¢

facility in the country,
below the existing benchmark.

Benchmark Accursey - A nbmber of crroneous assurmptions may Joed to ovcrestimating or
underestimsating projectcd smission reductions under s benchmark system. “Thesc assumptions
jnelude: the amount of power generated by the project; the souxce(s) and amount of power displaced;

the duty cycle of the project;

cstimated growth ih cnergy demand in the host country; and the impact

of current or future energy policies. The graph below {llustrates how changes in these variablcy may
affect the “actual” versus the “projected” project cmission rate of the project lifctime as comparced to

the benchmark

DRAFT

0% below the benchmark.
fflcicot than the average
but would still not qualify under this scenario of a minimum standard of 10%

0
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" " Although these types of nhcmihﬁes are often encountered in any evoluation mechanism, policy

" ghould balance the need ©© simplify project assessment and reduce transaction costs with the desixc to
* roaintain a reladvely high giandard for benchmark accuracy.

s o

.- » - Discounting T o .
In those sectors where data is diffiéult 1o pather or greater uncertiinty exists on foturo rates for p
. afficicncy gains, & benchmark mechanism could sull be used with the addidon of 8 discounting scheme |
" far credifs camed. In this casc, the discount would help to correct for these uncertainties, The greater * -/
" the level of upcertainty, the higher the rate at which the crodit eamed would be discounted.

s - Cost-Effectivencss - The cost and level of effort for developing forward-looking benchmarks will be
. selatively bigh due to-the peod for on unbiased forcoast of system resources and generation. On the
. ' otherhand, historical benchmarks rely on dats which may be readily available. If a shorter lag time
" for updating the benchmark is faccd, then the cost of gathering the dataona timely basis tmay raise
.+ costs. The Costa Rican casc study showed thet it ok the same or less cffort to develop histarical
" ‘benchmarks as 1o develop project specific baselines.

. . Gaming - Under any benchmuarking systemD, & potential for gaming exists: Varying beachmarks
". . among countrics will affect their rclative competitiveness in atracting CDM investment. This crcates.
an Incentive for developing nations to have 2 higher benchraark (less efficient) in order to atact CDM
- ' investment and generale Mo credits. Policy must address the possibility that the primary intercst of
" the developibg nation partner may be investroent and access to technalogy, not necessarily GHG
* mpitigation. Asa result, the hosf nation or the developer may time the implcmentation of 8 projsct to
maximize additiona) emission reductions under a given benchmark scheme. At the sarne ume, set
""" benchmarks which are upgraded at specificd times xnay be advantegeous enviropmentally as they can
'+ promote early action on the part of investors.

- e Longer-term Objectives - Flexibility to refine and update a benchmark may prove critical to the
. guccess of thc CDM. Attbe samc ime, a0y benchmark meohanism should recognize that the longer
' term abjective of U.S. policy is 1o move these nationg from CDM toward a JI type System, and o
. eveatnally to Emissions Trading. The characteristics of the benchmark choscn may either facilitate or
- impede this process. For cxample, a Jess stngent benchmarking system (which provides ensily :
_eamed credits and promotes large scale investment) may make developing nations reluctant to move
- forward from the CDM framework. In another example, & farward-looking benchmark systcm may

- gcrve to strengthen a pation’s own capacity for doveloping accurate emission projections and data
gathering, thus cnabling the country to mare easily adopt binding targets in future.



Clean Development Mechanism and Buenos Aires

Issue: What CDM issues can be decided at COP-4 in Buenos Aires?

Background: The Clean Development Mechanism is addressed in Article 12 and in
Article 3.12 of the Kyoto Protocol. The purpose of the CDM is to assist non-Annex I
Parties in achieving sustainable development and contributing to the ultimate objective of
the Convention. CDM also provides for the transfer and acquisition of certified emission
reductions from non-Annex I Parties to Annex I Parties to assist Annex I Parties to
achieve their reduction commitments under Article 3.

Article 12.10 of the Kyoto Protocol provides that certified emission reductions
obtained during the period from the year 2000 up to the beginning of the first
commitment period can be used by Annex I Parties to assist in achieving compliance in
the first commitment period. It is clear, however, that the necessary institutional and rule
making infrastructure for the CDM will not be in place by the year 2000 and could take
several years beyond then to become fully operational. Progress can nevertheless be
made at COP-4 in order to implement the CDM as close to the year 2000 as possible.

In order to make the progress that is necessary, several options may be proposed:

Option 1. Prepare a work program for essential methodological and technical elements
of Article 12, with a specific timetable for completing activities, and an indication of the
entity responsible for completing each element of the work program. Priority elements
include: 1) additionality criteria; 2) criteria for establishing that reductions are real,
measurable and long-term; 3) certification of emission reductions; and, 4) modalities for
independent auditing and verification of project activities. This would provide the
foundation for the COP/MOP to reach agreement on these aspects of the CDM by COPS.

Option 2. At COP-4, pursue the following decisions:

A) That Parties agree that certifying, monitoring, and verifying emission
reductions are essential elements of a credible CDM program and agree to draft
guidelines for these elements to be completed as near to the year 2000 as possible.
These guidelines would build on progress already made under the AIJ pilot phase
and would provide necessary guidance for project developers and Parties to be
able to determine potential reductions from CDM project activities. (EPA is
currently drafting a paper that outlines this proposal in greater detail).

B) That Parties agree to establish a mechanism to retroactively credit valid CDM
projects from the year 2000 on if such projects meet criteria eventually established
by the CDM Executive Board. This mechanism could take the form of a CDM
"registry" which: 1) would allow for the registration of candidate projects that
meet appropriate rules for baseline measurement (incl. additionality), monitoring,
certification, verification, and reporting; and 2) would be compatible with any

-D‘:\ s ‘H "L“‘\"NWQ SfeS



national registry systems established for emissions trading. (AID is currently
drafting a paper that outlines this proposal in greater detail).

Option 3. Prepare a decision with selected developed and developing country Parties to
establish an interim set of guidelines and institutional and operational modalities for
CDM at COP4. This would allow projects to begin in 2000 under these interim
guidelines, with a clear timetable for finalizing a full set of rules and guidelines for full
implementation of the CDM, as near to the year 2000 as possible. This option would also
identify terms by which existing AIJ (or other) projects could be "grandfathered" into the
CDM..

Recommendation:

Option 2 because it: 1) permits forward movement on the key methodological
issues for which we have already gained enough experience to begin to draft international
rules and guidelines (through the international AlJ pilot phase); and 2) would generate

international support for CDM by engaging vested interests in developing as well as
Annex I countries.

We also need to define a strategy -- using key international fora — to advance our
position on CDM between now and November:

J follow-up to BNC meeting in Mexico - mid August

. CDM consultations and workshops in Argentina and Chile - August-September
J Canadian ministerial - September 24-25

. Umbrella Group meeting - September 7-8

. IEA CDM workshop in Africa - SEptember
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USUI PROJECT

USIJI PROJECTS

FACT SHEET

THe U.S. INmianive on Jant InpLEwenTamicn (USIJI) 18 prouD To PROFILE 32

ACGEPTED PROJECTS THAT OFFER INNQVATIVE APPROACHES TO COMBAT THE THREAT OF

CLIMATE CHANGE AND PROMOTE SUSTAINABLE DEVELOPMENT. THESE PROJECTS TAKE PLACE

IN TWELVE COUNTRIES ON THREE CONTINENTS AND APPLY A VARIETY OF TECHNOLOGIES AND

PRACTICES, INCLUDING WIND, GEOTHERMAL,, HYOROELECTRIC, AND S8OLAR ENERGY; COAL TO

NATURAL GAE FUEL SWITCHING; METHANE GAS CAPTURE, BIOMASS WASTE-TO-ENERGY

GERERATION; FOREST CONGERVATION] REFORESTATION AND SUSTAINABLE LAND

MANAGEMENT, REDUCED IMPACT LOGGING; AND ENERGY-EFFICIENCY IMPROVEMENTE TO

DISTAICT HEATING GYSTEMS. IF ALL PROJECTS ARE FULLY IMPLEMENTED, MORE THan 189

MILLION METRIC Tonnes oF CO, wiLL BE sEQUESTERED OR orrseT. USIJI Looks

FORWARD TO ESTABLIBHING EYEN MORE PARTNERSHIPS THAT WILL RESULT IN THE REDUCTION

OF GREENHOUSE GAS (GHG) Emissions.

PROJECT ABSTRACTS

FOREST MANAGEMENT

PROJECT CARFIX: Sustainable Forest
Management

Country—Costa Rica: The project
plans to cxpand a pilor praject
instituting sustainable forest
management in 4 major national park
(71,000 hectaras) and a buffer zone
(20,000 hecrares) in central Costa Riea.
Funding for buffer zonc acvities
would support annual payments o
private landowners for progressive forest
management. Funding for park
activities would police illegal logging
and purchasc private inholdings. If the

project is fully funded, the carbon .
benefits are estimated to be 21.6
million tonnes of CO, over 25 years.
The Costa Rican government recencly
commirted to provide new project
funding, and additional hecrares of new
forest land are being added to the
project area.

Accepred February 3, 1995.
Participants: Cosra Rican Ministry of
Environment and Energy; FUNDECOR;
Wachovia Bank of Georgia.

Praject Contace: Franz Tarrenbach,
Fundecor, 011-506-297-1065.
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ECOLAND: Piedras Blancas National
Park

Country—Casea Rica; The project
prescrves tropical forest through
purchase of 2,500 hectares (depending
on prices) in a “paper park,” the Piedras
Blancas National Park in southwestern
Costa Rica. The land was under threat
of deforestation from private
Jandowners who were awaiting a
delayed buyout by the government.
ECOLAND has acquired all of the
land, and as of mid-1997. the land was

Fuel Switching and Cogeneration

for Decin District Heating System
Country—Ceech Republic: The project
has replaced parr of 2 ligmie coal-fired
district heating system in the City of
Decin located in Northern Bohemia
Domestic participancs will assist in
coaverting the Bynov Districe Heating
Plant from coal-fired boilers ta natural
gas, internal-combustion engines, and
associared exhaust gas/hot water heat
exchange equipment, in addirion to
assisting in improving the efficiency of
the hoc water disaiburion nerwork.

FOREST PRESERVATION

in the process of being conveyed © the
National Park Scrvice. Projested GHG
benefics ate estimated at 1.3 million
onnes of CO, over 16 yrars. Accepred
Februacy 3, 1995.

Participants: COMBOS; Costa Rican
Minisery of Envivonment and Energy;
Rainforents of Austria; Tenaska
Washingron II Partners, Led; Trexler and
Associares, Inc.

Project Contacs: Dr. Mark Trexler,
Trexler and Associates, Inc., 1-503-786-
0559.

BMP™ CUELSWITCHING

The projecr will seduce GHG emissions
and dramatically improve local air
quality. A groundbreaking ccremony on
Seprember 18, 1995, attracred Caech,
U.S., and other foreign dighitaries.
Accepred Fcbruary 3, 1995.
Participants: Center for Clean Air Policy;
City of Decin, Cazch Republic;
Commonwealrh Edison Company;
NIPSCO Deuelopment Company;
Wisconsin Electric Power Company,
Project Contact: Mary Birtle Koenick,
Cenwer for Clean Air Policy 1-202-408-
9260.

doos
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WIND POWER GENERATION

Plantas Eédlicas, S.A. Wind Faeility
Country—Costa Rica: The project, a
20-mcgawamn, privately owned and
operated wind electric plant near the
town of Tejona, became fully
operarional in 1996. The project
consists of 55 KENETECH Model
33M-VS third-generarion, variable- *
speed wind rurbines. It is the firsc
commercial-scale wind project in Larin
America and the largest private power
project in Costa Riea, Electriciry

Rie Bravo Carhon Sequestration Pliot
Project

Country—DBelize: The project has two
components: the purchase of [and o
add to existing protected arcas and che
implemenrarion of sustainable forest
management practices on the larger
conservation area ro produce economic
benefits to the neighboring population.
The project will purchase a 6000-
heerare parcel of endangered forest land
to protect two adjacent tracts from

LAND CONSERVATION AND MANAGEMENT

generated by the project is sold 1o the
national wiility company of Costa Rica
and displaces electricity currently
generated by che burning of foesil fucl.
The estimated GHG benefits are
223,000 rnetric tonnes of CO,.
Accepred Febtuary 3, 1995.
Pardcipants: Charter QOak Energy Inc.;
Planeas Edlicas, S.A.

Projece Contact: Jobn R. Movisseste,
Charter Qak Energy, Inc., 1-860-665-
5605.

conversion to farmland. I also will
sustainably manage 44,000 hecrares of
forest. I is estimated to sequester

4.8 millien metric tannes of CO,.
Accepred February 3, 1995,
Participants: CINergy; Detroit Edison
Company; PacifiCorp; Programme for
Belier; The Nature Conservancy (TNG);
Unlitree; Wisconsin Blectric Power
Company,

Projecr Contact: Tia Nebon, TNC;
1-703-841-5372,
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- LAND MANAGEMENT

RUSAFOR: Saratov Afforestation
Project

Country—Russian Federation:
Originally proposed to plant seedlings
on 500 hecrares of masginal
agricultural land or burned forest
stands, RUSAFOR has planted 900
hecrares, with an initial seedling
survival rate of G5 percent: additional
rcplanting occurred in 1996, The
project is designed 1o evaluate the
biological, operational, and
insurutional opporrunities for
managing a Russian forest planrarion as
a carhon sink. It will sequescer 293,000

SOLAR ELECTRIFICATION

Solar-Basad Rural Electrification

in Honduras

Counery—Honduras: The project plans
to increase the penetracion of solar
panels in rural Honduras. Building on
pilot-scale solar electrification acrivities
underway since 1992, CO, would be
displaced by replacing kerosene lamps

-with solar-based clectrie lights in rural

homes. Project participants set up a
solar-electric system financing program

wonnes of CO, over its 60-yrar lifetime.
prevent soil erosion, and foster public
parucipation in joint implementarion
activities. Accepted February 3. 1995
Participants: [nsernarional Forertry
Instisute; Orcgon Stare University;
Russian Federal Foress Service:
Suseainable Develogpment Technology
Corporarion: U.S. Environmental
Prorecrion Agency.

Brojecy Coneact: Ted S, Vimson. Ph.D.,
PE., Oregon Stare Universicy 1-541-
737-3494.

in May 1995, and thc number and
technical capacity of Honduran selar
technicians has grown since the
project’s acceprance. Accepted February
3. 1993.

Parricipants: ADESOL-Honduras;
AHDE: AHDEJUMUR: COMARCA;
Enersol Associates, Inc.

Project Convact: fulie Smith, Enevsol
Assocsares, Ine.. 1-978-251-1829,

doos
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EEm—_ WINDPOWERGENERATION ey

Aeroenergia Wind Facility Project
Country—Casza Rica: The project will
develop a 6.4-rmegawart private power
wind facility using 16 Mican Model
750-400-100-kilowatr latest
genceration wind turbines. Elecrricicy
generated by the facility will be sold o
the Costa Rican Insttute of Elecrricity
(ICE} and will displace electricicy
currendy generared by burning fossil
fuels.

The project is expected 1o reduce CO,
emissions by more than 33,000 metric
tonnss over a four-year period.
Accepted December 19, 1995.
Participants: Aerosnergle, S.A.,
EnergyWorks; Power Sysvamys, Inc,
Project Contacts: Joscph Viroslav, Power
Systems, Inc., 1-214-879.6555;
Salomon Lachtman, Asroenergia, S.A.,
011-506-227-4555.

FOREGT REGENERATION

BIODIVERSIFIX: Forest Restoration
Countyy—Casta Rica: Composed of
two complimentary subprojects,
WETFIX and DRYFIX, the
BIODIVERSIFIX project plans w0
regenerate cropical dry forest and
ropical wer forest for sustainable use
withour damaging biodiversity.
Generarion of carbon offser benefics will

.occur as the forest regenerares,

producing a standing crop of 70-140
metric tons per hectares stored in 50
years. Sustainable uses of these
forests—such as water purification and
gencraden, ecotoutism, biodiversity
conservation, biodiversity prospecting
for genes and chemicals, and
production of finc hardwonds—

constitute 3 biodiversity industry chac
can help guarantec the permanent
storage of this carbon. Over iws 50-year
lifetime, if fully funded,
BIODIVERSIFIX is projected to
sequester 18.3 million metric tonnes of
CO, by restoring 58,500 hectares of
abandoned or matginal pasture
interspersed through a 120,000-hecrare
masaic of middlc-aged o primary dry
and wer forest. In addition, 16,000
hecrares will be purchased and plaored.
Accepred Decernber 19, 1995.
Parvicipants: Guanacaste Conservation
Area; Narional Institutr of Biodiversity;
The Nature Conservancy (TNG).

Project Contact: Randall Curny, TNC,
1.703-841-4864.
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BIOMASS POWER GENERATION

Ble-Qen Biomass Power Ganerstion
Projact

Country—Handuras: The project will
develop a 10- 0 15-megawarr biomass
power gencration plant in Guaimaca,
Honduras. Sawmill and logging
residues, zurrently burned in an
uncontrolled manner and left to
decomposc on the fotest floor, will serve
as the fuel source, making the usc of
trees from planadions as a fuel souree
unnecessary and not cost-effective. All
power produced by the plant will be
sold to the Empresa Nacional de

Encrgfa Elécrrica, the utility
responsible for generaring,
transmitring, and distributing mosc
clecrricity in Honduras. Acceptad
December 19, 1995.

Pardcipants: Add-On-Energy I;
Biomasa-Generacidn; Internarional
Unilisy Efficiency Partnerships (Edsson
Elecrric Institute); Nations Energy
Corporasion.

Project Contacs: Ronald Shiflets,
Inwernational Unility Efficiency
Parenerships, 1-202-508-5507,

HYDROELECTRIC POWER GENERATION

Doiia Julla Hydroelectrio Projact
Country—Costa Risa: The project
involves the construction and operation
of a 16-megawatt hydroclectric plant
using the Puerto Viejo River and
Quebradén Craek in northern Cosea
Rica. Estimated average annual
electricity generation is expected to be

83-87.8 gigawarthours during peak

energy demand, displacing

clecrricity and GHG cmissions
currently produced by thermal fossil
fuel-burning facilitics. The project
facility became operational in October

1996, and the power gencrarcd is being
sold to the Costa Rican Instirure of
Electricity. Duting its first five years of
operation, the hydroslectric plant is
cstimated to produce a ner reduction of
210,000 metric tonnes in CO,
emissions. Accepted December 19,
1995.

Participants: Compaiila Hidroeléetrica
Dosa Julia; Costa Rican Minisery of
Environment and Energy

Projecr Contact: Carlos Corvales,
Compasita Hidrocléctvica Dofia Julia,
011-506-260-2433,
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GEOTHERMAL POWER GENERATION

El Hoyo-Monta Galan Geothermal
Praject

Country—Nicaragua: The project will
develop a privately owned and operared
geothermal powerplant. A 70-megawact
plant will be constructed and is
expected o come on line by 2001. A
final-stage upprade of the plant to 105
macgawats may be constructed in

2004. The Facility is designed o meet

the demand for increased elecrricicy
supply in Nicaragua, and will use
flashed steam technology with hot
water brought from a reservoir by deep
wells. Accepted December 19, 1995,
Participants: C and R Jnc; Trans-
Tatific Grothermal Corporation.

Project Contact: Ellen Margron, Trans-
Lacific Geothermal Corporarion,
1-510-763-7812,

REFORESTATION

The Kiinki Forestry Project
Country—Costa Rica: The project
analyzes the carbon emissions of
homeowners, small organizarions, and
businesses in the U.S., and esmablishes
specialized tree plantings in Costa Rica
to offsct those emissions. Cooperaring
farmers provide fand and long-term
management in teturn for financial
incentives provided by emitrers to
establish Greenhouse Gas Mitigation
Cercificares, issucd and guaranreed by
the Costa Rican Government,
documenting the acrual carbon
sequestered, A 40-year contract wich
farmers allows them to thin their foress
to maintain the health and productivity
of the smnd, while the earbon
scquestered is registercd in the name of
the U.S. enticy. .

The Klinki Carbon-Offser Forest is a
mixturc of native and naruralized
specics, a fasc-growing srand which
produces high-grade indusuial wood.
Products made from thinnings, such as

urtility poles and plywood, continuc the
storage of sequestered carbon in use.

The projecr. also wotks with schools
in Connecticur, educating students
about global warming and raising funds
to offset school emissions through
establishing Klinki Carbon-Offset
Forests. Students strive towards
establishing a “Carbon-Balanced
Communiry.”

This 40-year demoenscration project
is designed to offser 7.2 million metric
tonnes of CO, on 6,000 hectares,
involving huadreds of small U.S.
emitters and C.R. farmers. Accepeed
December 19, 1995.

Participans: Farmers in Costa Rica, The
Cantonal Agricultural Cenrer of
Turrialba, Yale School of Forestry and
Environmensal Swudses, USDA Foress
Troducss Labararory, Schools, emirsers, and
other domors in sthe U.S,

Project Contact: Dr. Hester Baryes,
Reforest The Tropics, Inc. (A nonprofis
erganizanon), 1-860.572-8139,

doog
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METHANE GAS CAPTURE

RUSAGAS: Fugitive Gas Capture
Project

Counrry—Rusian Federation: The
project plans to reduce fugitive
methane emissions, imptove
operational cfficiency, and seal valves on
the main pipclines that are contiguous
to the Storozhevskaya and Pallesovslaya
compressor stations, Saratev and
Volgograd oblases, Russia. The GHG
benefits of the project can be direcdy
measurable and will reduce mechane
cmissions equivalent o 31 million
ronaes of CO, over the 25-year lifc of
the project, if fully funded. The project
will evaluate rechnological, operational,

wWIND POWER GENERATION

Tierras Morenas Windfarm Project
Counery—Casta Rira: The project will
construct 1 20-megawarc powerplant
consisting of 40 Enercon E-40 500-
kiloware wind tucbine generatars.
Studies indicate the site has 2 very
strong wind resoutce sufficient to
support economical wind energy. The
project is estimated to genorate 98
gigawatthours annually, displacing
30-megawart thermal units chac burn
high-sulfur dicsel fuels, bunker oils,
and IFO 180 fucls. The project is

and institutional opportunities for
reducing methane emissions in che
natural gas preduction and
transmission system of Russia.
Acccpted December 19, 1995,
Pardcipants: GAZPROM: Oregon State
University; Sealweld Corporarion;
Soushern Californic Gas Co.; Switainable
Development Technology Corparation;
The Center for Enengy Efficiency: U.S.
Environmental Protection Agency;
VOLGOTRANSGAS; YUGTRANSGAS.
Project Contace: Ted S. Vinson, Ph.D.,
PE., QOregon Stave University, 1-541-
737-3494.

projected to reduce CO, emissions by
over 108,000 mewic tonnes. Elecuicity
generated will be sold w the Costa
Rican Institute of Elecuicity (ICE).
The facilicy will be operarional in June
1998. Accepred December 19, 1995.
Participants: Costa Rican Minisery of
Environment and Energy; Energla del
Nuevo Munds, S.A.; Encrgy Works;
Molinas de Vienzo del Avenal, SA.
Project Contaer: William Moore, Energy
Works, 1-301-918-7381.
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BICMASS POWER GENERATION

The BEL/Maya Biomass Power
Ganeration Project

Country—Belize: The projecr involves
the installation and operation of an
18-megawarr wasre-to-enerpy
powerplant adjacent to a sugar mill in
the communiry of Orange Walk in
northern Belize o be fueled by
suparcane bagusse, orange processing
wastes, and wood waste from sawmills
and ocher nearby sources. Circulating
fluidized bed combustion technology
will be used at the plant. By displacing
dicsel oil-fired power gencration witch
wastc biomass Fuel (that would revert
eventually «o CO, in any casc), the
project would reduce urility CO,
zmissions by as much as 3.4 million

- BIONMASS POWER GENERATION

The Bio-Gen Biomass Power
Genaratlon Projact Phase |I, Saba Site
Counsry—FHonduras: The project will
locate 2 15-megawart biomass-fucled
steam powerplant 15 kilameters wesc/
northwesr of the city of Saba,

Hondutas. The plant will be gwned
and operared by Biomasa-Generacion
for the purposc of generating elecrrical
power for sale ro ENEE (Empresa
Nacional de Encrgia Electrica), the
ptimary utility responsible for dhe
generarion, transmission, and
disteibution of electricity in Honduras.
By displacing diesel-fired power
generation with biomass fucl obtained
from wastc from the forest products and
palm oil industtics, the projecc '

metric tonnes over it projecred 30-year
life.

The project will help reduce the
pewer supply deficir in Belize, increase
the economic cfficiency of one of the
country’s principal exporr industries,
and use biomase wastes thar are aften
incinerated in open piles or disposed of
improperly. Accepted December 6,
1996.

Partners: c-prime, Ine., a subsidiary of
Public Service Company of Colorado; _
e-primc (Belize), Lid; the International
Usility Efficiency Parencrships, Inc.
(IUEP).

Projecy Contact: Ronald Shiflers, Jr,
TUER 1-202-508-5507.

participants estimate it will reduce CO,
by as much as 2.3 million meuic
tonne over its projecred 20-year life.
The collection and controlled
burning of blomass for the project will
aleo eliminate current dispasal methods
of palm and wood wastes chat
contaminate local air and wacer
resources and jncrease the threat of
forest fires. Accepred December 6,
1996.
Partners: Biomase-Ganeracidn, §. de
RL; International Utilicy Efficiency
FParenerships, Inc. (TUEP); Nations Energy
Corporation, a substdiary of Tucson
Elecsrie Power Company
Projece Convact: Ronald Shifler, [r.,
IUER 1.202.508-5507.
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DISTRICT HEATING IMPROVENENTS

District Heating Improvements

In Zelenograd

Country—Russian Lederation: This
project will upgrade a portion of the
disrriec hating system for the ciry of
Zelenograd o provide mote reliable,
higher quality service with less
consumprion of nacural gas. If fully
implemented, the project has the
potential o reduce GHG emissions by
over 1.5 million metric ronnes of CO,
over the cstimated 30-year life of the
project. The reduction would resule
from the inswllation of hear exchangers,
pwmps, control valves, and relared

instrumencation and control drcuiuy
at 28 substatons within the ciry’s
districr heating system. Accepred
December 6, 1996.

Fartners: Gty of Zrlenograd: Johnson
Consrols, Inc.; Russia Energy Savings
Fund; Consortium for Integrared Resource
Planning ar the Unsversity of Wisconsin;
Leonardo Academy Ine,

Project Contucs: Patrick Cronin, Jobnson
Controls International, Inc.,
1-414-2744148; Michael Arny,
Leonardo Acadermy, Inc., 1-608-250-
0400.

10
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SUSTAINARBLE LAND USE

The Noel Kempff M. Climate Action
Project

Country—B8olivia: This land-use
project is located in the province of
Velasco, Depattment of Santa Cruz,
Bolivia, and strerches wo the border of
Brazil. Ir combines elements of park
expansion, protection, regeneration,
and developmenr of sustainable forest
product enterprises. Component A
involves the cessation of logging
activities on 639,057 hectares and
expansion of an existing park o
encompass these and arher adjoining
lands totaling 842,095 hecrares.
Component B will eswblish income-
generating acrivites that will be used 1o
preserve and procect the cntire
1,523,446 hectates of park land. The
income-generating activiries include an
endowmenc fund, commecrcialization of
orchids and other products, and an
ecotourism program. Component C

will extend mitigation activities beyond
the boundaries of the park by
establishing environmentally
susuiinable econamic opportunities for
local populations. The project
developers estimatc that Componcnts A
and B will sequester approximarely 53
million matric tonnes of CO, over the
30-year projec liferime.

The project is located in an
envirohmentally sensirive area. The
environmental benefiss of the project
arc substantial and include prorection
of biodiversity and habitat, water and
air quality improvements, and soil
conservation. Accepred December 6,
1996, |
Partners: American Electric Porver
Company Inc. (AEP); Fundacién Amiguy
de lu Naswralera (FAN): The Naswre
Corservancy (TNC).

Project Contact: Tia Nelron, TNC,
1-703-841-5372.

11
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Reforestation of Chiriqui Province
Com!ry—RepubEc of Panama: The
project involves the teforestation of
degraded pasture land in the Chiriqui
Provinee in westeen Panama. The
project plans ro plant 500 hecrares
with teak (Tectona grandis) with an
estimated net sequestration of 212,000
rmexric tonnes of CO, over the 25-year
lifeime of the project, if fully funded
and implemenud. The sustainably
managed teak plantation is expectad o

Reforestation in Vologda
Cosntry—Rusian Federasion: This
project plans o convert 2,000 hccrases
of active hayficld to natural forests in a
location adjacent to the Russky Sever
Narional Park in the Vologda region.
Approximately 1,100 heerares are
Jocated within the borders of the
nadonal park, bur they are not
considered part of the patk These
hayfields would be taken out of
production and the area allewed

TSRS

yield a stream of high-quality
hatdwood fot furniture producton,

praviding a subscitute for unsustainably -

harvested narural forese hardwoods.
The plantation is also expecred
reduce soil erosion from graziog and
ctopping and will incrcase wildlife
habirat. Accepred December 6, 1996.
Partnem: CACBO, Jnc.; Cenper for
Clean Air Policy
Project Contact: Guillermo Swescurn,
CAOBO, Inc., 1-212-684-4064.

REFORLESTATION

regenerate. The estimarc of abave- and
below-ground carbon sequestration is
apptoximatcly 878,000 metric tonnes
of CO, over the 60-year life of the
project. Accepted December 6, 1996.
Partners: Center for Environmensal
Economics, Moscow; Environmensal and
Economic Conwulting; Vologda Region
Department of Narural Resources.
Project Contact: Alice LeBlane,
Environmental and Economic Consulting

1-212-798-3045.

12
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BIOMASS CULTIVATION

Project Sallcornis:

Halophyte Cultivation

in Senora

Country—Mexico: This is a
demanstration project on 12 hectares of
land (in Phase I) to eultivare a nacive
halophyre (a salt-tolerant cuphorb
plant, Salicornia bigelowsi) in a coastal
desecr region of northwest Mexico. The
crop could provide a valuable source of
biomass maierial, food, and incame
from Jand unsuited 1w other human
purposes. The developers estimate the
project will sequester 440 metric

CSMT_IJI

tonnes of carbon by increasing soil
organic matter and long-term storage of
COJ in the low~catbon desert ails. A
greatly expanded Phase 11 of the project
is in the planning stages but has nor
yet been submirced o the USIJL
Accepted December 6, 1996,

Partners: Econergy Invernasiona!
Corporarion (EIC); Genesis, S.A de CV;
Halophyre Enserprises, Inc. (HEI); Salt
River Project (SRP).

Project Contace: Michael Ashford, EIC,
1-202-822-4980.

FOREST CONSERVATION

Forest Conservatlon—Bilsa Reserve
Country—Ecuador: World Parks -
Endowment, Inc., will implement a
forest preservation project with the
second largese Ecuadorian
environmenral NGO, Fundaciédn Jarun
Sacha, which has successfully managed
forest reserves in the Ecuadosian
Amazon and the highlands. The
project will add 2,000 hectares of
uopical forest ta the already
established 2,000 hectares comprising
the Bilsa Reterve in the Montanas dc
Mache in the Esmeraldas province of
northwest Ecuador, The developers
estimare that the projecr site will store
approximactely 1,170,000 metric

ronnes of CO, that would otherwise be
last becausc of land conversion. The
Pacific coast wer farest where the reserve
is Jocared has suffered exaemely high
deforestadon rates. The project will
protect a forest arca that is exeremcly
rich in biodiversity and is under
imminent threat of deforestation.
Jatun Sacha will manage the reserve
for ecotourism and research purposcs.
Accepred February 26, 1997.
Partners: Fundacidn Jatun Sacha; World
Parks Endowmens, Inc.
LProject Contact: Byron Swift World
Parks Endowment, Inc., 1-202-939-
34808.
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SUSTAINABLE FORESTRY

Seolel Té—Sustalnable Land
Management and Carbon
Sequestration, Chiapas
Country—Mexico

The Scolel T¢ project is 2
demonstration of sustainable foresary -
and agroforestry (wee/crop system)
management practices in nine Mayan
indigenous communities, in the humid
lowland and deier hill forese-cropland
mosaics of northeast Chiapas. About
2,400 hecrares of farmers' and
communal Jands have been identified
by the villagers as suitable for improved
practices chosen by farmers through
their rural agricultural credit union.
Plans call for a 3-year start-up phase,
then 27 years of social, economic,
environmenal, and carbon benefics.
totaling 842,000 metric tonnes of CO,
if fully funded and implemented. Scolel
Té seeks ta develap a model for
delivering technical assistance from che
projece coalitian and for delivering
income from investocs seekiog potential

GHG reduction benefits to farmers
who increass carbon scquestration on
their lands. It also is developing
prowxols for the administration,
menicoring, and evaluation of larger-
scale land usc scquestradon progﬁms
for low-producrivity lands in souchern
Mexico, through s sueng rescarch and
monitoring components. Project
activities should help conscrve
biodiversity, and reduce human
migration to the critical Lacandon
forest frontier undetgoing deforestarion.
Acceptred February 26, 1997.
Partacrs: Amenican Forests; Econergy
Internasional Corporation (EIC); El
Colegio de s Fronterz Sur; [FA
Greenbouse Gas Re¥D Programme;
International Carbon Sequestrarion
Federation: Unidn de Geédira PnjdL
University of Edinburgh,

Project Contact: John Faul Moscarclle,
EIC 1-202-822-4980: Gerry Gray,
American Foresti, 1.202.9554500.

14
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REDUCED IMPACT LOGGING

Carbon Sequestration Thraugh
Reduced Impact Logging
Country—Indanesia: The project will
implement reduced impace logging
(RIL) techniques to reduce GHG
emissjons associated with lopging
pracrices jn East Kalimanan,
Indonesia. RIL will be intraduced on-
600 hecrares of forest land within the
Kiani Lesrari and Inhurani private
logging concessions in East

Kalimantan, on the island of Bomeo.

‘The forssts ars Jowland diptcrocarp rain

forest, have not been previously
harvested, and are not denscly
populated. The project will include
developing guidclines and procedures
for implementation of RIL techaiques,
providing onesite training, and
implementing the techniques on the
600 hccrares. Some logging operations
in the tropies damage 2 much higher
proportion of the forest than the trees
that are harvested, However, it Is
estimared that logging damage o the
remaining biomass can be reduced by
as much as 50 percenr through
precutting vines, directional felling,
and planned extraction of timber on
properly constructed and utilized skid

trails. Project developers estimate that

this pmject will generare cumulative
savings of over 130,000 mecric tonnes
of CO, over the 40-year life of the
project,

~ As heavily damaged residiial farests
yield lictde cmber and, therefore, are at
high risk of conversion to other uses,
RIL rechniques help preserve existing
biodiversity. RIL techniques also reduce
the susceptibility of the forest to weed
infestations thar reduce biomass
recovery rates and reduce the
susceptibility to destructive fires.
Furthermore, by reducing the amount
of forest canopy that is opened up,
thete are fewer ill cffecm on undcrstory
plants and snimals because of changes
in temperacure, light Intensicy, wind
speed, and moisture. Accepted March
24, 1997.

Partners: American Foresss; the
Associanion of Indonesian Forest
Concession Halders (APH]); the Center
Jor Internarional Forestry Research
(CIFOR); COPEC, 2 joint
implementation project develgper; the
Kiani Leseari and Inhutani IT
conceisionasres,

Projecr Congace: Don Juitin fones,
COPEC, 1-626-795-9059.

15
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District Heating Efficlency
Improvements, Metallurguichesky
District of Chellabinsk
Country—Russian Federation: This
project will upprade the central heating
syseem of the Metallurguichesky
District of Cheliabinsk, Russ{a, which
serves 2 human populadion of 144,500,
Energy efficiency improvemens will be
made 1o the heat diseribution system,
public buildings, residential housing
stock, and boiler houses, Potential
GHG bencfits of the project arc

CSMT_IJI

DISTRICT HEATING IMPROVEMENTS

estimaced ar 828,000 merric woanes of

CO, over the 10-yeus life of the project.

Accepred March 19, 1998,

Parmers: Adminiserasion of Oblase and
Mesallurguichesky Districr of Cheliabinsk
(the municipal government); Battelle
Memorial Inssisute/Pacific Northwess
Nanional Laboratory (PNNL), the Center
Jor Energy Efficiency (CENE) in
Moscow

Project Conracr: Susan Legro, Bareelle
Memaorial Institure/PNNL,
1-202-646-786G1.

DISTRICT HEATING IMPROVEMENTS

District Heating Renovation, Lytkarino
| Country-—Russian Federation: The
project will employ energy cfficiency
technologies to rehabilitare and
modemize the cenual heating system of
Lydiarine, Russia. The syscem, which
serves 2 human population of 53,000,
will undergn improvements o the
boiler house and cenwal heating points,
municipal and public service bulldings,
and the housing stock. I fully funded
and {mplemented, the wral GHG
benefits of che project are estimared at

486,000 meuic tonnes of CO, over the
10-year project lifetime. Accepred
Match 19, 1998,

Parers: Adminissrasion of the City of
Lytkarino (the municipal governmang);
Batzelle Memorial Instituze/Pacific
Norshuwers National Laboratory (PNINL):
the Cemsor for Energy Efficiency (CENEF)
in Moscow

Project Convact: Susan Légro, Bateelle
Memorial Instituse/PNNL,
1-202-646-7861.
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RENEWNRBLE POWER GENERATION

APS/CFE Renawable Energy
Mini-Grid Project

Cowntry—Mexice: The project involves
the development of a hybrid power
supply system thar will use solar, wind,
and diesel capacity to replace 2 205-
kilowart diesel generator in the wown of
San Juanico, Baja California Sur Swrr,
Mezico. The hybrid system will extend
the availability of electrical service from
the currenc 3—4 hours per day w 24
hours per day. The projecr has the
porential to raduce GHG emissians by

Coammunity Slivicuture In

Sierra Norte, Oaxaca

Country—Mexico: This project will
improve existing silviculture and forest
protection activities in six cammunitics
in rural southern Mexico through forest
restoration and improved forest
management, increased agriculeural
efficiency; and increased wood use
cfficicncy over 49,027 hectares of land.
The project will build on and supparr
local communicy-based efforts w
expand and urilize forests in a
sustainable manner over the 30-year life
of the project. If fully funded and
implemented, an estimated 3,065,000

LAND CONSERVATION AND MIANAGEMENT

more than 4.000 meuic wane of CO,
over the 30-year projecr lifedime.
Accepred March 19, 1993,

Partnees: Arizona Public Service
Company (APS) of Phoenix, Arizona;
Comisidn Federal de Eleciricidad (CFE),
the Mexican nasional usility; Niagara
Mohawk Power Corporation (NMPC) of
Syracuse, New York.

Praject Contact: Dr, C.V. Mathai,
Avigona Public Service Company,
1-602-250-3569.

metic toanes of CO, will be
sequestered. Accepted March 19, 1998,
Partners: Consejo Civil Mexicano para la
Sthnculeura Sostensble, A.C. (CCMSS);
Bconergy International Corpovarion
(EIC); Estudios Rurales y Asesorla
Compesina, AC. (ERA); Fideicomiso do
Recursos Nasurales de la Sierra Norte de
Qaxara; Secretarly del Medio Ambient,
Recursos Nasurales y Pesca (SEMARNAP);
Unidn de Comunidades Jxldn-Esla,
Oaxaca (IXETQ); Union de
Comunidades Zapoteco-Chinantecas
(UZACHI).

Project Contact: Edward Hoys, EIC,
011-525-563-4280.

18
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SOLARELECTRIFICATION

Rural Solar Electritication Project
Country—Bolivia: This project intends
to finance and inerall phorovolaic unics
of 4855 wars in 400 houscholds in
the two Departments of Bolivia, Oruro
and Chuquisaca, which are not serviced
by the national electricity grid system.
The photovelmic units will be used for
residendal lighting and will reduce
CQ, emissions by replacing diesel wick
laneerns. The project is intended wo test
the commercial feastbility of
phorovolraic technology in rural arcas
of Bolivia. If successful, this projest
could lead to a secand, much larger
project. Accepred October 15, 1997,

CSMT_IJI

Partncts: Center for Susiainable
Development in the Americas (CSDA);
Empresa Eléctrica Guaracachi S.A.
(EGSA—an affiliate of GPUT, Inc);
Gengral Public Unlity International,
(GPUI) Inc. (An independent power
provider); National Rural Electric
Cooperative Association (NRECA
Insernational, Led.); the Profectures of
Oruro and Chuguisaca,

Project Contacs! Jame Torpey GPUI,
Ine., 1-973-263-6376; Anne
Hambleian, CSDA, 1-202-586-0155.

HURAL ELECTRIFICATION

SELCQ—Rural Electrification Project
Counery—Sri Lanka: This project will
marker and install 812,000 solar home
systcms in Sri Laoka as an alternarive ro
the use of kerosene lamps for lighang
and the use of diesel-eleceric charging
of lead-acid batreries for powering small
home appliances. The project will build
an successful pilot efforts in Sri Lanka
to deronstrate and install solar home
syscems, obrain consumer financing,
and provide technical assistance o rural
homrowners who lack access to the
eleccricity prid. Fach solar system will

consisr of a 12-volr phoroveluic panel,
batrery, and charge controller as well as
compact forescent lamps and
hardware, The systems will provide
decrricity for lighring, radie, and
eclevision services. Accepred October
15, 1997.

Parcners: Renawabls Energy Services
Company of Asia, Led ; Solar Eleceric
Light Company (SELCO); Trexcler and
Arsaciares, Inc,

Project Comarr: Dr. Mark Thexler
Trexler and Ausociases, Inc., 1-503-786-
0559.
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FOREST CONSERVATION

The Carbon SequestrationThrough
Costa Rican Yerritorial and Financlal
Consolidation of Blologica!l Reserves
Project

Country—Costa Rica: This project
intends to purchase threarened park
lands from private owners and
nongoverament organizarions and
rransfer ownership w the government
for management and conservarion. If
fully funded, the project would
sequester an estimmared 57 million
metric tonnes of CO, through
avoidance of tropical daforestation and
regencradon of secondary forests and
pasture lands on 530,000 hecrares of
land newly converred to full protection
status. Funds o purchase chesc lands
are proposcd to be generated from the
sale of “Cercifiable Tradable Offsers”
{CTO:s).

CTOs represent the creation of the
first cradable commodity for mitgadng
global climate change. Each CTO will
represent a third party certification of
1,000 tonnes of carbon the project
scquestcred the previous year.
Monitoring and verification of the
project’s increased carbon sequesuation
and original baselinc will be conducted
by an experienced commedity made
monitoring firm. The Costa Rican
government will guarantee the CTOs
for 20 years. Accepred July 28, 1997.
Parwers: Costa Rican Ministry of
Environment and Energy (MINAE);
Costa Rican Natvional Parks Foundation;
Earth Council Feundarion—Costa Rica;
Earth Counril Foundation—U. 5.
Project Conracr: Adalberso Gorbitz,
QCIC for MINAE, 011-506-220-0036.

16



Preliminary Draft, Do Not Cite, Comments Welcome, 4/24/98

CDM vs. Target and Trade

Inspired by comments that CDM is equivalent to target and trade, this analysis seeks to provide
information about how CDM should be designed and its merit relative to a target and trade
approach. This note presents an illustrative calculation suggesting that CDM, by focusing on
“large” emissions reductions opportunities on a case-by-case basis, would likely generate fewer
emissions reductions than the target and trade approach. Thus a target and trade approach should
continue to receive priority over CDM in U.S. diplomatic strategy. For the purposes of this
calculation, we address the CDM in the context of new investment in Chinese electricity
generation, the sector where it might be most successful.

Electricity Generation in China

In 1996, China generated 925 billion kilowatt-hours of electricity, of which about 3/4 came from
coal-fired power plants. Electricity consumption in China is projected to increase 5.8% annually
between now and 2010. To generate this increase in consumption, EIA projects more than $300
billion of electric power investments over 1995-2010 in China, with about 72% going to new
coal-fired plants and 22% for renewable (primarily hydroelectric). New gas-fired plants account
for less than 1% of investments. Over this period, an annual average of 73 billion kilowatt-hours
of generation would come on-line.

Carbon-Lean and Carbon-Free CDM Projects in China’s Electricity Sector

Suppose that through the CDM, 10% of all new electricity generation in China is natural gas-
based instead of coal-based. In 2001, this would be about 7 of the 70 billion kilowatt-hours, and
in 2012, 13 of the 130 billion kilowatt-hours of new generation. Using the differential in carbon
emissions per kilowatt-hour between natural gas-fired plants and coal-fired plants in the U.S. of
0.106 MMTCE/billion kilowatt-hours, CDM projects resulting in this 10% shift to natural gas
over 2000-2012 would yield total annual emissions reductions of 15 MMTCE during 2008-2012.
This shift to natural gas would reflect investments 34 times greater than the projected natural gas
investment in China.

If the CDM projects stimulated a shift of 10% of all new electricity generation in China to nuclear
instead of natural gas, then the nuclear investments would yield total annual emissions reductions
of 39 MMTCE during the first commitment period. This shift to nuclear would result in more
than 2 ¥4 times the projected BAU investment in nuclear in China.

The emissions reductions under both fuel switching scenarios are less than the SGM estimate that
with international trade in permits priced in world markets at $26/ton, and a target at BAU, China
reduces 275 MMTCE annually during the first commitment period. Only if 97% of all coal
investments is diverted to nuclear, would CDM projects conducted through the electricity sector
achieve the same level of emissions reductions.

The following chart illustrates the carbon emissions credits generated if CDM projects divert
investments from coal-based power to natural gas or nuclear. It should be recognized that these
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calculations ignore offsetting increases in emissions that may result as more CDM projects lower
coal prices and raise natural gas prices.

Electric Power Investments by Fuel in China, 1995-2010

Scenario Coal | Natural | Nuclear | Renewable | Emissions Credits during
Gas the Commitment Period
(MMTCE)
EIA BAU (IEO98) 72% 0.3% 6% 22% 0
10% to Natural Gas 62% 10.3% 6% 22% 15/yr
10% to Nuclear 62% 0.3% 16% 22% 39/yr
70% to Natural Gas 2% 70.3% 6% 22% 108/yr
70% to Nuclear 2% 0.3% 76% 22% 270/yr

Implications for CDM

1) While present joint implementation rules assess emissions reductions on a year-by-year basis,
awarding emissions credits by summing the entire stream of emissions reductions relative to the
baseline at the time the project goes on-line could improve the attractiveness of CDM. Assuming
that power plant projects have a life of 40 years and all 40 years of emissions reductions are
credited on day one of the project, a shift to natural gas equal to 92 times the projected
investment in natural gas would be necessary for CDM emissions credits to equal emissions
allowances sold to developed countries under the target and trade approach. Under the same line
of reasoning, nuclear power investments would need to nearly triple for CDM to equal target and
trade. It is not clear that a tripling of nuclear power would be reasonable for a well-run CDM

program.

More importantly, this approach raises three issues. First, since an effective CDM will require
such large changes that calculating the baseline becomes criically important, especially since the
CDM will result in changes in relative fuel prices that would offset some of the emissions
reductions. Second, this approach creates.a moral hazard problem. Since emissions credits are
awarded on the first day of the project, an operator may shut down the plant prior to the end of its
scheduled 40-year lifetime. Third, this approach is essentially emissions borrowing and so may
draw a negative diplomatic response, since borrowing was rejected in Kyoto.

2) To achieve emissions credits in excess of these, efforts will need to focus.on other sectors.
However, the diverse nature of those sectors may present difficulties in developing a standardized
approach to projects to minimize transaction costs.

Target and trade deserves continued high diplomatic priority because CDM is apparently
significantly inferior to target and trade approaches in terms of potential carbon reductions.
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U.S. POSITION PAPER
CLEAN DEVLOPMENT MECHANISM

BACKGROUND:

The Clean Development Mechanism, created prior to and during the third session of the
Conference of the Parties to the Framework Convention on Climate Change was largely the
result of a merger between the U.S. proposals for “joint implementation” between developed
and developing countries, and the Brazilian proposal to establish a fund to support actions in
developing countries.

The CDM provides for the functional equii/alent of joint implementation with developing
countries, allowing Annex T Parties to be able to meet part of their target from project activities
in non-Annex I countries. It calls for:

o emission reductions to be certified by operational entities to be designated by the
COP/MOP;

e guidelines to include methods for determining that projects are additional, and generate
real, measurable and long-term benefits;

e the establishment of an executive board to supervise the CDM;

e an unspecified “share of the proceeds” to be used both to cover administrative expenses, as
well as assist particularly vulnerable developing country Parties (such as small island states)
to adapt to climate change; and

e it provides for early credit in that pre-2008 period.
In addition, the Protocol text does not does not in any way limit private sector participation.

However, lile guidance is given as to how the Parties are to proceed to elaborate the
mechanism. The June 1998 agenda for both subsidiary bodies includes an item on the CDM,
and we anticipate a more thorough discussion than one limited to pre-budget period project
certification (as referred to in Article 12.10).

U.S. POSITION

Given the opportunity provided in the text to begin CDM activities in 2000, developing the
operational rules and modalities is urgent. The U.S. should continue 10 strongly promote
action to develop agreed rules, and to allow CDM actions to proceed as soon as possible. The
following are some of the key elements on which the U.S. should take a clear stand in Bonn, in
intersessional meetings, and in Buenos Aires:

e There should be no limits on the extent to which reductions from CDM project activities
may count against targets as long as these activities result from legitimate projects.

e Sink activities - including on any aspect of sustainable forest management - should be
allowed under the CDM (noting that this will necessitate the development of better
operational guidelines to allow a determination of “additionality” for sink projects).
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e The “share of the proceeds” should be defined in terms of emissions and be based on the
value of the emissions reductions achieved by the specific project activities — not the value
of the underlying project itself; the total percentage that should be allowed should be low -
perhaps in the range of 2-3 percent.

— The list of countries eligible to receive adaptation funds should be limited, where
possible confined to particularly vulnerable developing countries; mechanisms will need
to be developed to administer the adaptation portion of the mechanism, although to
avoid any conflict of interest, CDM “operating entities” that verify reductions should
not administer CDM adaptation funds.

e A number of issues arise related to the organizational structure and its role in administering
the CDM. These are described in a separate paper and organizational graphic.

e Inasmuch as it can be applied, decisions on project criteria (including for additionality, for
assurance of real, measurable and long-term benefits, and for auditing and verification)
should be drawn fram the experience of the AIJ pilot phase.

~ Simplified reference cases should be developed so that project developers have clear
guidance on what kinds of projects will be accepted, and can plan accordingly.
However, the absence of generalized rules should not be grounds for excluding a
specific project; projects falling outside of agreed criteria may be subject to
certification on an individual basis by the operating entities or under the supervision of
the Executive Board.

PROCESS ISSUES

A pumber of forthcoming meetings present opportunities to raise COM issues. These
include the April 28-29 IEA Workshop in Rio de Janeiro, the May 12-13 IEA workshop in
New Delhi, the May 12-13 UNEP workshop in Lima, the May 18 IEA workshop in Beijing,
the September 21-22 IEA workshop in Accra, and the final IEA wrap-up session in Paris in
October. In addition, multilateral meetings (such as the OECD ministerial session, ASEAN
and the G-8 present opportunities, as do bilateral sessions with key developing countries (e.g.,
Secretary Albright's trip to China).

The U.S. effort at these sessions should focus on adopting guidelines that will allow
specific projects to move forward, largely drawing on existing agreement within the
international community on elements of the AIJ process. At this time, the USG has not yet
agreed on specific, simple project criteria that we are prepared to accept as an international
basis for the CDM. The USUI should be tasked with developing a set of such
recommendations, based on its experience with agreed projects. Draft recommendations
should be completed by mid May for consideration by the IWG and the A/S group in late May.

file: h:/egc/CDM/DRAFT CDM 2 pager 4-23-98.doc
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Alternative CDM Structures

Option 1: Multiple Operating Entities Authorized by an Executive Board to Certify
Reductions. '

Option 2: Utillize Existing Single Intematidna] Organization (e.g., World Bank, UNEP) as
the operating entity.

Option 3: Establish New International Organization Exclusively Devoted to Administering
the CDM - :

Option 4: Establish New International Organization with the Authority to License External
Certifying Entities, conducting random audits as necessary to preserve the integrity
of the system. - . '

Executive Board of the Clean Development Mechanism - as prescribed by Article 12.5, the
cdm shall be “supervised” by an executive board (Ex-Board). The Ex-Board receives guidance,
direction, and approval from the COP on matters such as; 1). which group(s) will be “designated”
“operational entities,” capable of certifying emission reductions (Art. 12.5); and 2). what will be
the rules under which the cdm will function to ensure credibility and accountability (Art. 12.8).

Undér Option 1, the Ex-Board takes a more direct role in the authorization of certifying entities

- within the guidance provided by the COP. In the case of Option 2 and 3, it is assumed that the

COP would have “designated” an international organization and, as such, it would certify the
reduction directly from the projects. Under Option 4, the Ex-Board would create a Certifications
Group directly reporting to it that would be responsible for the licensing and auditing of entities
that it had determined complied with the standards established by the COP.

The Ex-Board should be limited to 9-15 members, representing Parties, and to the extent possible,
with professional expertise in matters related to project development and project funding, as well
as in climate change mitigation. Board members should serve for single terms of 3 to S years, as
established by the COP. :

Advisory Committee on Certification and Verification - Because of the relatively small size of
the Ex-Board, there will understandably not be resident experts in all areas. Therefore, thig
Advisory Committee will assist the Ex-Board in developing standards for certification and
verification, which in turn the Ex-Board would present to the COP for approval. Further, this
Advisory Committec would be available to the Ex-Board for consultation and to assist the Ex- -
Board in making recommendations to the COP for subsequent revisions and/or additions to the
guidanca and modalities, based upon changed circumstances and/or experience.

Advisory Committee on Adaptation - This Advisory Committee will augment the depth of
technica! and country-specific experieace not necessarily represented on the Ex-Board at all times
when recommendations need to be presented to the COP regarding providing funding assistance

tc;!:l.: developing country Party that may be particularly vulnerable to the adverse effects of clirnate
change. _ _
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Operations Group - Reporting directly to the Ex-Board, the Operations Grouj: would have the

" following functions:

L. Facilitate Funding for Projects, as called for under Article 12.6, including project
“bundling”, as appropriate . :

2. Collect Share of Proceeds from Projects

3. Administer Adaption Fund, in accordance with Article 12.8.

Certifying Eatity (CE) - As provided by Article 12.5, guidance will be provided by the COP
regarding the designations of entities and their associated credentials necessary to become
qualified to certify emission reductions. One or more such operating entities can be designated.
Subject to such guidance, and prior to being able to represent itself as an official certifying entity
affiliated with the CDM, each CE would bave to demonstrate to the Ex-Board that it possessed
the technical competency and capacity required. Further, such CEs would be subject to periodic,
random audits by the Ex-Board or its agent (e.g., the Certifications Group of Option 4) to ensure
that the CE was conducting its certification processes as required and that the personnel
performing such certification functions possessed the requisite skills and training. Some form of
“qualifying” and/or “re-qualifying exam” might be used to ensure that CE staff were maintaining
their slalls consistent with current technology, etc.

‘ Remedies Following Audit Deficiency -

Option A: Require each CE to maintain the equivalent of a performance bond through a
recognized/approved surety which could be looked to in the event an audit discovered that the CE
had not petformed certifications as required and thus made all, or a portion of, such reductions
invalid. To correct the matter, the surety would purchase on the open market reductions equal to
those determined to be invalid. The amount of the performance bond required would be
established by the Ex-Board on the basis of the volure of emission reductions being certified by a
given CE. : :

Option B: Should an irregularity be discovered that raises questions concerning the validity of the
reductions from a given project, previously certified reductions would be unaffected, but any
pending/future reductions would be placed in suspension until the issues raised had been resolved
and the project successfully recertified. Ifit is not recertified, suspended reductions from the time
an irregularity is discovered would be invalid.’

TOTAL P.21
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U.S. POSITION PAPER
CLEAN DEVLOPMENT MECHANISM

ISSUE: What actions must be taken in Bonn and in Buenos Aires to operationalize the
Clean Development Mechanism?

BACKGROUND:

The Clean Development Mechanism was created in a burst of creative energy immediately
prior to and during the third session of the Conference of the Parties to the Framework
Convention on Climate Change. It was largely the result of a merger between the U.S.
proposals for “joint implementation” between developed and developing countries, and the
Brazilian proposal to establish a fund to support actions in developing countries.

As incorporated into the Kyoto Protocol, Article 12:
e Provides for the functional equivalent of joint implementation with developing countries.

* Provides for Annex I Parties to be able to meet part of the target (to be defined by the
COP/MOP) for emissions reductions from project activities in non-Annex I countries.

 Calls for emission reductions to be certified by operational entities to be designated by the
COP/MOP, based on:

— voluntary participation by each involved Party;

— real, measurable and long-term benefits related to mitigation of climate change
(which would include sinks projects);

— reductions in emissions that are additional to any that would occur in the absence of
the activity (note-that this standard apparently differs from that in Article 6 of the -
Protocol on Joint Implementation).

e Calls for the establishment of an executive board to supervise the CDM.

* Calls for the COP/MOP to ensure that a share of the proceeds from certified activities is
used to cover administrative expenses, as well as assist particularly vulnerable developing
country Parties (such as small island states) to adapt to climate change.

e Makes clear, as with the provisions in Article 6 on joint implementation, that the private
sector may participate; participation may either involve investing in project activities that

yield emissions reductions or acquiring certified emissions reductions without such
investment.

 Significantly, provides for early credit in that certified reductions obtained from 2000 up to
2008 can be used to meet the target.

While a significant number of operational issues are raised by the text of the Protocol, little
guidance is given as to how the Parties are to proceed to elaborate the mechanism. In spite of
U.S. requests for consideration of issues related to the CDM at COP-4, the decision taken at
COP-3 on next steps only provided for:
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“... the Chairman of the Subsidiary Body for Scientific and Technological
Advice and the Chairman of the Subsidiary Body for Implementation . . . to
give guidance to the secretariat on the preparatory work needed for
consideration by the Conference of the Parties, at its fourth session on the

following matters. . .: (e) Analysis of the implication of Article 12, paragraph
10, of the Protocol.”

However, we understand that the June 1998 agenda for both Subsidiary Bodies includes an item
on the CDM, and we anticipate a more thorough discussion than one limited to pre-budget
period project certification (as referred to in Article 12.10).

U.S. POSITION

While questions remain on operational issues for the CDM, consensus has been reached on
large number of CDM elements. Given that the Protocol allows credits from projects to be
counted after 2000, there is considerable urgency to developing the operational rules and
modalities for the CDM. Thus, even though certification of individual projects is required by
the COP/MOP (or perhaps by entities it designates), and no actual credit can be received until
after the agreement enters into force, the private sector may still plan for, and bank for later
credit, any projects begun after the year 2000 that ultimately meet applicable criteria.. The
following are some of the key elements on which the U.S. should take a clear stand in Bonn, in
intersessional meetings, and in Buenos Aires:

It should be noted that other ACAP countries have suggested an alternative interpretation of
the relevant provisions of the text, namely that the COP/MOP is not authorized to set a
limit on CDM; rather the COP/MOP more generally, is to determine how Annex I Parties
may use certified emissions to satisfy Article 3 commitments. It is premature to
recommend any limits on CDM activities now. For the time being, the focus should be on
encouraging CDM activities, not creating a chilling effect by imposing a limit.

* Sink activities should be allowed under the CDM. Thus, we need to create operational
guidelines to allow a determination of “additionality” for sink projects. Such a
determination should not be limited to projects in afforestation or reforestation - but should
not preclude any aspects of sustainable forest management.

e The “share of the proceeds” should be defined to apply to the value of the emissions
reductions achieved by the project - not the value of the underlying project itse]f.

~ The total percentage that should be allowed should be low - perhaps in the range of 2-3
percent. -

— We may wish to consider a “sliding scale” so that the larger the magnitude of emissions
reduced the lower the percentage that might apply.

— It has also been suggested that the percentage be calculated in terms of emissions
credits, and not of US dollars or other national currency.

* The list of countries eligible to receive adaptation funds from the CDM should be limited. Aow. N
Where possible, it should be confined to countries “particularly vulnerable to the adverse -/l Se
effects of climate change” (largely the small island states, or perhaps countries facing C ,\__q(,h‘q
significant desertification threats). Cile T S
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— There will be a need to develop appropriate mechanisms to administer the adaptation
portion of the mechanism; preferably the administration should be by an existing

international entity with a track record in project development, disbursement and
oversight.

— Inorder to avoid any conflict of interest, CDM “operating entities” that verify
reductions should not administer CDM adaptation funds.

¢ The Montreal Protocol Executive Committee structure, with weighted voting for donors,
may be used as a model for the CDM Executive Board. Alternatively, a GEF-like
structure, while much larger, may be considered as a model. In any event, the Board
should not be an open-ended body if it is to be effective in its supervisory role.

— The Board should be limited to 10-15 members, representing Parties, and if possible,
with professional expertise in matters related to project development and project

funding, as well as in climate change mitigation. Board members should serve terms of

3-5 years with no renewals.

— Parties should be asked to nominate candidates with appropriate expertise. Ideally
there would be an equal number from developed and developing countries - but we
should seek to avoid strict “regional representation” and instead focus on competernce.

— Additional thought must still be given to the specific tasks to be undertaken by the
Executive Board. However, we would anticipate it would perform a regular
assessment of the operation of the CDM, and report on progress — and possible
modifications to CDM procedures - to the COP/MOP for action. We would not
anticipate that the Board would have any role in project selection or project review or
verification - such responsibilities would be left to the operational entities.

* CDM operational entities should make use of multiple existing institutions. Entities should
be selected on the basis of their expertise in dealing with project development financing.

— While stock exchanges may have the financial expertise, it is not clear they have
adequate project experience; we may instead choose to focus our attention on the
regional development banks, UNDP or other development institutions for this function.

— Operational entities would also be responsible for project verification and monitoring,
although on an individual basis, this task could be delegated to private contractors.

* Inasmuch as it can be applied, decisions on project criteria (including for additionality, for
assurance of real, measurable and long-term benefits, and for auditing and verification)
should be drawn from the experience of the AlJ pilot phase.

— Simplified reference cases should be developed so that project developers have clear
guidance on what kinds of projects will be accepted, and can plan accordingly.
However, the absence of generalized rules should not be grounds for excluding a

. specific project; projects falling outside of agreed criteria may be subject to
certification on an individual basis by the operating entities or under the supervision of
the Executive Board.

STRATEGIC ISSUES
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Notwithstanding the desirability of operationalizing the CDM, there is some concern that
the mechanism will ultimately detract from the more desirable goal of engaging developing
countries in taking legally binding targets - and, as an incentive, becoming part of the
emissions trading regime. However, in the near term, it seems unlikely that countries such as
China will accept targets, and the advantage of engaging them (and others) in meaningful
emissions reductions is well worth the effort invested in the CDM.

Recognizing its potential to generate project related financing, developing countries are
likely to be extremely interested in the CDM. As a consequence, it may be possible to
leverage this interest into support for other aspects of the U.S. position. However, a decision
will need to be made about trade-offs between this element and other aspects of the U.S.
position - and what priorities we assign to the use of this leverage.
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IMPLEMENTATION STRATEGY

Unlike other flexibility mechanisms, the CDM is likely to have a relatively high level of
developing country support. While significantly different than the original Brazilian proposal
(which had also been incorporated into the G-77 text), the current structure of the CDM
benefits from having elements of this initial concept. In addition, there will be strong
proponents for the key elements of a U.S. proposal.

With respect to the issue of what part of a budget may be offset by CDM credits, we can
expect countries which anticipate benefits from projects to support either no limit at all, or at
least a very non-restrictive level. Such benefits accrue not only to those where investments are
likely (e.g., big developing countries, as well as countries in Central America such as Costa
Rica), but also countries in AOSIS that are likely to benefit from the CDM funds set aside to
pay for adaptation. Early diplomatic efforts should stress this advantage in seeking allies.

We anticipate that the EU will have a number of concerns about the CDM effort. They
have suggested that no Party may meet more than 50 percent of their commitment through
flexibility mechanisms, and have also argued for extremely limiting rules and guidelines in
discussion of AlJ projects criteria. They may be most readily persuaded through a combination
of (1) finding themselves isolated on this issue, with other JUSCANZ and developing countries
supportive of our proposals and procedures, and (2) arguing that without meaningful
participation of developing countries we will not ratify - and that the CDM may provide some
component of such meaningful participation. Even with these arguments, we may anticipate a
significant level of opposition to the CDM from the EU, and their insistence on too rigorous
rules to enable the ready flow of capital and technology to developing countries.

The FSU and Eastern European countries may fear that the CDM will divert funds away
from their projects to less expensive offsets in the developing world. For this group, it would
be appropriate to indicate that the added expense of project administration could be prohibitive
- and that most funding could still be expected to go to emissions trading. We may also
indicate to this group (as with those in the EU), that the mechanism provides an initial basis for
participation by developing countries, essential for US participation in the CDM and in JI or
trading. '

We may aiso anticipate a number of international institutions seeking to become the
operational entities of the CDM. Already, we have seen proposals from the World Bank (with
its Carbon Initiative) and from the GEF, as well as informal indications that UNEP Is seeking
to become the entity to perform monitoring and assessments of projects. Each of these
organizations will have proponents in the international community — and many may have
substantial funds to devote to such an effort. The U.S. will need to decide on their role, and
perhaps use them in building coalitions for our own view of the CDM.

file: h:/egc/CDM/DRAFT CDM position 3-25-98.doc



Discussion Paper
Clean Development Mechanism: Answers

(1/15/98)

Timin
How much needs to be decided by COP-4?

We need to have as much as possible decided by COP-4, under either of two
assumptions. If the Administration decides not to sign the Kyoto Protocol until after
COP-4 (to influence the adoption of various important decisions in Buenos Aires), we
will need to specify clearly what we want well before COP-4 and use COP-4 to get as
much of it as we can. Only if we are satisfied with the outcome at COP-4 would we then
move to sign — and any leverage we get from withholding signature runs out after COP-4,
because Convention subsidiary bodies are not likely to meet again (and the COP clearly
will not meet again) before March 1999 when the signature period lapses. Thereafier, the
U.S. would need to accede.

If we decide to sign the Protocol in March or in any event before COP-4, we will
still need to get most of what we need quickly. If we do not, it will be difficult to send
the Protocol to the Senate for advice and consent because we will be giving opponents
another target to shoot at. :

In addition, we want to move on the CDM as quickly as possible because certified
project activities can count against emissions reductions commitments in the 2008-12
budget period as early as 2000. The private sector will need to know how the CDM will
work as early as possible before the year 2000 in order to begin structuring their
investments in project activities in developing countries appropriately.

If we delay getting what we need on the CDM until after COP-4, our next
opportunity to get it would be COP-5, presumably in late 1999 (but the COP could decide
not to meet until sometime in the year 2000). That will be rather late for the U.S. private
sector in terms of planning their investment strategies. In effect, the more time that goes
by without having what we need, the more people will begin to question whether the

CDM will prove workable — with the many other issues that we face, we do not want to
be on the defensive with this one.

This said, some issues with respect to the CDM are more important to resolve at
COP-4 than others (more fully discussed herein). We can, and perhaps should, take more
time to deal with the less immediate items because we will have more and better
information later on which to make some decisions.



activities are a “loophole” in the targets imposed by Article 3 — and they may advocate
closing this loophole as much as possible.

Those with concerns about (or opposed to) “flexibility” may seek to argue that
developed country Parties should not be allowed to use any of the flexibility provisions in
the protocol (joint implementation, emissions trading and/or Clean Development '
Mechanism project activities), alone or in combination, to account for more than 49
percent of their reduction commitments. Some may even seek to limit these flexibility
provisions to a lower percentage.

Advocates of such restrictions will have difficulty making their case with respect
to joint implementation and emissions trading because the protocol does not define
“supplemental” and does not ask the Parties to take a decision in this regard. However,
they will have an opportunity to push restrictions on how much will count under the
CDM because of the need under Article 12.3(b) for a COP/mop decision.

Those anxious to see CDM project activities go forward (many developing
countries, generally) and those anxious to ensure that the CDM generates funds for
adaptation (particularly AoSIS) may resist an overly restrictive approach. Still, we are
likely to have a difficult time pushing a high percentage for CDM project activities to
count against emissions reductions commitments, while perhaps simultaneously
defending against efforts to restrict emissions trading and joint implementation.

The resolution of this issue in the context of all three “flexibility mechanisms”
will be one of the biggest issues we face in Buenos Aires, surpassed only, perhaps, by the
broader issues of “meaningful participation of developing countries.”

Imposing a ceiling at any level on CDM project activities will create a number of
problems — how will a country know, much less an individual company, whether a given
project activity will “count” against a country’s reduction target, particularly as a country
approaches its ceiling? If a project activity exceeds any ceiling imposed in one budget
period, can the reductions be “banked” against subsequent budget periods?

Countries may need to develop implementation strategies that include specific
projections or targets of how much they plan to accomplish domestically, how much
through joint implementation, how much through emissions trading, and how much
through the CDM- and these projections will not be easy to make because it is unclear,
and will likely remain unclear for some time, what the real opportunities are or will be in
the areas of joint implementation, emissions trading and the CDM.

In addition, we face the issue of how a Party will make up the difference should
its projection with respect to CDM reductions not be realized in practice. The fact that
CDM project activities from the year 2000 until the beginning of the 2008-12
commitment period can be used to assist in achieving compliance in the first commitment
period should help in making projections, however. Since these activities are likely to



What share of the proceeds from certified projects should be collected by the
CDM for administrative expenses and adaptation?

In the case of either administrative expenses or adaptation, the answer to this
question will likely depend on projections of the volume of traffic under the CDM. In its
original proposal for a Clean Development Fund — which was supported by the G-77 and
China -- Brazil indicated that 10 percent of the funds collected could be used for
adaptation projects. Similarly, in Kyoto, a key representative of the Alliance of Small
Island States (AoSIS) suggested that about 10 percent should go to adaptation under the
Clean Development Mechanism; however, this same AoSIS representative acknowledged
that much would depend on the volume and value of project activities under the CDM.
He said that if there is substantial volume, perhaps 10 percent would be too high; if
volume were lower, perhaps 10 percent would be about right. In any event, it is
reasonable to assume that even AoSIS countries (likely to be the primary beneficiaries of
the adaptation feature of Article 16-bis) do not anticipate that more than 10 percent would
go to adaptation projects. It is also possible that the Parties should consider a sliding
scale — the larger the project activity, the smaller the percentage.

A key question arises, however, concerning a percentage of what? Article 12,
paragraph 7, talks about “a share of the proceeds from certified project activities” will be
used to cover administrative expenses and adaptation costs — but is this a share of the

value of a project, or simply a share of the value of the emissions reductions achieved in
the project?

In the interest of preserving the CDM as a workable “flexibility mechanism” we
clearly and forcefully support the second interpretation. It is inconceivable that the
private sector in any country would take the CDM seriously if “proceeds” were defined to
mean proceeds from the underlying activity, not proceeds from the value of the emissions
reductions achieved as the result of the underlying activity. However, achieving such an
understanding may be difficult because resolution of this question has huge financial
implications and some (unrealistic) colleagues may be difficult to persuade.

Fortunately, because we were able to beat back a last minute effort by OPEC to

“open up use of these “adaptation funds” to a broader range of developing countries,

AoSIS is likely to be the chief (and perhaps only) interlocutor on this issue. And
fortunately, too, AoSIS representatives are sensible — they understand that setting too
high a percentage will discourage participation in the CDM, and they also understand that
a small percentage of a large volume may be worth far more than a large percentage of a
small volume. They may also support a sliding scale.

Some representatives of the U.S. private sector seemed to indicate in Kyoto that
2-3 percent might be reasonable. Presumably this level would include both
administrative and adaptation costs.



Notwithstanding the importance of resolving this question, the immediate need for
doing so would seem less pressing than with respect to the other questions here. Also,
the operating entities of the CDM may have some important thoughts in this regard --
they will be responsible for scoring projects and will want to ensure the accuracy and
reliability of their determinations.

More important, in the near term, will be the instructions, guidance or charter
given by the COP to the operating entities it selects. Those entities will want to know
with some precision exactly what they are being asked to do, how they should go about it,
what criteria should be applied in scoring project activities, etc. We could, and perhaps
should, interpret the issue of “modalities/procedures for ensuring transparency,
efficiency and accountability” as a way of beginning to deal with the broader issue of
what instructions, guidance or charter should be given by the COP to the operating
entities selected.

Other (for example, should there be guidance to the operational entitigs on
what constitutes “real, measurable, and long-term benefits related to the mitigation
of climate change” or “additionality”?)

_Answering this question raises the issue of the relationship between the CDM and
the Pilot Phase for Activities Implemented Jointly. In the AIJ Pilot Phase, Convention
Parties are seeking to develop approaches to the kinds of questions asked here. We
should seek to use information and approaches developed in the pilot phase and build on
them in providing such guidance to the operational entities.

The answer to the specific question is “yes — there should be operational guidance
on these issues” — at least broad operational guidance that will give the operating entities
enough to work with. Ultimately, there is a need for an iterative process — the operational
entities will need to operate (much as the Global Environmental Facility does) under
broad operational guidance from the COP — but there will also be a need for reporting

back to the COP by the operational entities and for refining approaches as the CDM
becomes operational. :

Again, however, the need to resolve this question is not as immediate as the need
to resolve other questions here. We may have more time with this one and may not need
to resolve it by Buenos Aires in November.

Institutional Issues

What form should the CDM executive board take?

It has been impossible thus far under the Convention to constitute any body with
limited membership (recall the painful process with respect to Technical Assessment
Panels — which still have not been established). However, if we want the executive board
to work and be effective, it will be vital that it not be open-ended. There would seem to



l ’

conflicts of interest. It would also seem desirable to keep these functions distinct
because, particularly if stock exchanges or the like serve as operational entities, it is not
clear they have any expertise in project development and financing or could take on the
additional task of serving as a financial institution. Representatives of the European

‘Union, many of whom have long experience with the GEF and Multilateral Development

Banks, were particularly concerned that we not confuse these two functions and that
responsibility for disbursing money to adaptation projects be given to an entity or entities
with experience in project development and financing. Many also urged that this
particular role be given to the GEF itself.

In the interest of building support among our European allies for the Clean
Development Mechanism (and perhaps ensuring that we develop reasonable approaches
in other areas under it), we should work closely with them on this particular question. In
this sense, we should agree that the two functions be clearly separated.

CDM Answers.doc
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. From Joint Implementation to Technology Transfer Credits

The Current U.S. Position on JI. The U.S. has proposed that Annex T countries be given credit
for emissions reductions in other nations which, by some metric, are additional to the existing
path of emissions. While this position has substantial business support in the U.S. it has, perhaps
surprisingly, been mct with strong opposition from the developing world. This appears to be
largely based on the fact that the developing countries see little advantage to themselves from a
J1 system, despite the implied valuable technology transfer, since U.S. firms get all the credit

An Alternative: Technology Transfer Credits. Under this system, developing countries would
directly reap the benefits from carbon-reducing investments made within their borders. More
specifically:

. The World Bank, or some other multilateral institution, would be authorized to issue
Technology Transfer Credits (TTCs) for investments that offer incremental reductions
from business-as-usual emissions in developing countries. Incrementality would be
assessed by independent engineers. either through a comparison to existing average
emissions for an investment of that type, or through estimates of how this project deviates
from the minimum cost project that ignores carbon reduction. One credit would be issued
for each ton of incremental carbon reduction.

. The credits would be issued directly to the country in which the investment takes place.
These credits could be used in a number of ways:

. . They could be traded into the Annex I intemnational trading scheme, with the
developing country receiving the current market clearing price as a cash transfer

T e They could be directly used to pay down existing debt to the World Bank or other
multilateral institutions

. Some share of the credits could be given to the investing companies as an
inducement to place their investment in that country, and as an incentive to attract
the most incrementally beneficial project. For example, companies could offer to
bid a power plant contract, with the winner receiving a share of the credits for the
incremental reduction in emissions.

. The bottom line is that, with the TTC system, developing countries win in two ways: they
get a cutting edge technology transfer, and they get a cash transfer.

. For U.S. companies, this alternative is much better than the absence of JI, which is
currently strongly opposed by the developing world. They will undoubtably share in the
credits received by developing countries, providing an extra return to enivironment-
friendly investments abroad.

. This approach can also be molded to be responsive to the Brazil plan supported by
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