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Executive summary

The Clean Development Mechanism (CDM) has been a success in both the number
of projects and the amount of emission reductions it has mobilised. On the other
hand, an increasing number of stakeholders are calling for a reform of the CDM for
further improvement of the mechanism. Of particular concern is the cumbersome
procedure of baseline setting and additionality testing. The baseline defines the
emission level that would have existed under a business-as-usual (BAU) scenario,
while a project is additional if it would not have happened in the absence of the
revenue from sales of Certified Emission Reductions (CERs). In order to
operationalise these concepts, complex methodologies and procedures have been
introduced to the CDM.

CDM methodologies often have very narrow applicability conditions and require
cumbersome data collection. Also, the bottom-up methodology development process
requires significant time and effort from project developers, and does not necessarily
provide developers with incentives to develop widely applicable methodologies. The
additionality testing approach — especially barrier analysis — is not objective enough.
There is a lack of clarity and guidance on additionality testing, leading to inconsistent
application of the test among project developers. In order to facilitate project
development, to increase the environmental integrity of the CDM and reduce
inconsistency of decisions on project registration, a greater use of performance
standards has been proposed. This builds upon a trend to introduce elements of
standardised approaches in approved CDM baseline methodologies and should help
to further standardise the current complex and often subjective process of baseline
setting and additionality testing. Standardised approaches could address many of
the criticisms levelled at the CDM but they also need careful implementation and
regulatory oversight in order to ensure the environmental integrity of the CDM is
maintained.

Standardised approaches rely on a performance standard approach, which consists
of the “comparison of performance against peers based on a set of criteria”.
Performance standards can be used either for baseline determination, or
additionality determination, or both. Baseline emissions could be derived from a
set of similar installations. Project additionality would be deemed to exist if a level
derived from a set of similar installations is beaten. The development of standardised
approaches is divided into two broad processes. Firstly, it has to be decided which
performance indicators will be used to determine the performance standard.
Secondly, the threshold level for the selected indicators has to be decided, which
specifies the baseline and/or the level that has to be beaten to show additionality of a
project.

Performance standards have already been widely used throughout the world for
comparison of energy and/or emission performance of companies. The key technical
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aspects crucial to the success of performance standards are: (1) level of
aggregation, (2) data requirements, (3) stringency of the performance standard,
and (4) updating of the performance standard. The experience gained with the
initiatives worldwide for the use of standardised approaches shows some
convergence in the approach to defining performance standards. First, performance
standards are commonly set on a product or service-specific basis. Second, separate
performance standards are usually set for new and existing installations. On the
other hand, there are key disagreements in the treatment of technological differences
and the choice of stringency level of performance standards.

Although highly standardised approaches exist in a few sectors (e.g., aluminium and
cement), the approaches taken in other sectors are very diverse and thus require
further harmonisation. US initiatives try to standardise additionality demonstration,
and in some cases baseline setting, with the use of performance standards. The
performance standards are defined either by an emission rate, specifications on
technology or practice, or a market penetration rate. However, the reliability of
this approach has not yet been evaluated independently.

Performance standards have also been used in CDM methodologies, though only on
a relatively limited scale. The existing methodologies based on performance
standards have focused on sectors where a large body of data is already available
(e.g., power, aluminium, cement sector). Detailed disaggregation by product type
is not common. On the other hand, nearly half of the methodologies using
standardised approaches differentiate performance standards by technology or fuel
type. The temporal threshold is commonly set as “most recent five years”. The
spatial boundary is normally the host country or the power grid. Further
expansion of the boundary is required if there are insufficient peers for comparison
within the boundary. A few methodologies allow for the use of conservative default
factors. The stringency of performance standards is typically set as the average
of the top 20% of performers. This threshold stems from the Marrakech Accords,
and detailed technical judgements on the “right” level of performance standard
stringency have not been made yet. Performance standards are normally updated
only at the renewal of a crediting period, i.e., every seven years. Only a few
methodologies require annual updating. Where this is required, a default value for
the performance standards adjustment is provided in most cases. In terms of
additionality testing, approaches similar to the US approach to performance
standards exist in approved CDM methodologies. Furthermore, one CDM
methodology uses an emission-rate based performance standard explicitly for
additionality demonstration.

Developing standardised approaches can be complex and approaches need to be
specific to each sector. However, experience has shown that this complexity can be
mastered. In general, sectors appropriate for standardised approaches produce
outputs or services similar in their nature and in their production processes. Also,
ideal sectors are highly concentrated, with limited geographical factors affecting the
level of greenhouse gas (GHG) performance, and already have a large amount of

8



data available for the design of performance standards. Therefore, standardised
approaches are likely to be a suitable instrument for large, homogeneous
sectors. For sectors less amenable to standardised approaches, alternative
approaches (e.g., default parameters) have to be considered as a fall-back option.

An appropriate level of aggregation plays a crucial role in filtering out projects
with characteristics which are not representative of the baseline. An important
trade-off exists between the simplicity and the stronger investment incentives for low-
carbon technologies given by a single performance standard, and the opportunities
for performance improvement by high-carbon technologies provided by performance
indicators differentiated by technology. One of the most important grounds for
disaggregation is the differentiation between new and existing installation projects.
Other important parameters for disaggregation are product homogeneity and the
geographic availability of certain resources to supply the target market. As well, local
conditions can have a large influence on additionality.

Setting the right level of stringency for baseline and additionality is essential. The
choice of the stringency levels has to ensure a balance between credited
emission reductions by the standardised approach and real emission
reductions generated. The more stringent a performance standard is, the more
likely that non-additional projects are weeded out, but at the same time less projects
will be able to beat the performance standard. The determination of specific levels for
additionality and baseline should rely on expert judgement and should be based on
in-depth technical and economic understanding of the specific sector and efficiency
or carbon intensity distribution curves of BAU projects. A large body of objective data
that can inform the decision is available, such as knowledge of BAU practices and
technology costs. Where the judgement cannot be made with sufficient rigour,
project-specific additionality tests or credit discounting should be used as an
alternative approach.

As performance of a sector changes over time due to autonomous technical
progress and other factors, performance standards need to be updated
regularly. This is especially important for existing installation projects, which are
more likely to see autonomous technological progress over time, including both
technical and operational measures. For new installations, most of the measures are
expected to be implementation of specific technologies, and they would in most
cases last until the end of the crediting period. In this case, the baseline level should
be fixed for the crediting period applicable to the project, or only be updated
according to parameters which can be improved without major technical upgrades.

Standardised approaches are feasible with careful design. However, this will
require an improvement in data collection, and the early set up of adequate
institutions, as well as the development of specific approaches. Data collection
efforts which could be used by the CDM are already underway, but need to be scaled
up. New data collection should be started as soon as possible for additional key
sectors. Additional data (e.g., on mitigation costs and current practices) might be
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needed in order to derive appropriate levels. The overall timeframe for the
development and approval of standardised approaches would be between one and
four years (including data collection), depending on the complexity of the sector and
the availability of necessary resources for standardised approaches. A preliminary
cost estimate of the development of a standardised approach covering 200 plants
would be €1.2-4.5 million, assuming one-year monitoring for the data collection. If the
data already exist, the cost would be €0.2-0.5 million. In particular, data collection is
the most time and resource-consuming step and would require substantial
international upfront financing. The overall cost-effectiveness of standardised
approaches is largely influenced by the number of performance standards to be
established and the replicability of projects that the standardised approaches target.

The shift of the burden of developing baselines and demonstrating additionality from
project developers to a dedicated body would likely encourage greater
participation of underrepresented countries, e.g., the least developed countries
(LDCs) in the CDM. However, installations in these countries are typically less
efficient in emissions performance. If performance standards are set without taking
into account the local conditions of these countries, standardised approaches would
likely result in an unfair distribution. Moreover, many host countries currently lack the
capability to set up appropriate performance standards. The capacity to monitor,
report and verify emissions and activity data for the relevant sector and its
installations needs to be developed and supported by financial and technical
assistance. Given that the CDM only issues CERs ex post, there will be a financing
gap between the establishment of the domestic institutional capacity and the
revenues from potential CERs and thus both technical assistance and funding is
required. Besides the possible financial support from the surplus of the CDM
Executive Board (EB), multilateral or unilateral support programmes could be
established to increase institutional feasibility.

If standardised approaches become a voluntary option, project developers would
have a choice between a presumably stringent standardised baseline and a project-
based baseline. This would provide positive incentives for exploring new CDM
opportunities, potentially leading to an improved distribution of CDM projects.
Mandatory standardised approaches could reduce the CER potential as performance
standards are likely to be set more stringently than in BAU scenarios.

The case study on whole-building efficiency improvement projects shows that
standardised approaches can provide solutions to some of the key barriers to
building efficiency projects by allowing a combination of mitigation measures,
giving wider flexibility in technology choice, and streamlining monitoring
requirements. It is of note that, besides implementation of concrete technologies
(hard measures), management measures that reduce emissions through operational
improvement or behavioural changes are also an integral part of building efficiency
improvement. Although the CDM has conventionally focused on hard measures,
standardised approaches need to work with soft measures as impacts of any
measures will be reflected in an emission performance indicator (in tCO,/m?) on
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which the approach needs to be based. A careful balance in the choice of
aggregation level is crucial as standardised approaches to this project category
require a relatively high degree of disaggregation. In order to be cost-effective, it is
recommended that initial efforts focus on homogeneous, energy-intensive
building unit categories (e.g., residential) in regions with a high potential of
replicability (e.g., East Asia, South Asia, and Middle East & North Africa).
International support is necessary in order to overcome the limited data availability
and institutional capacity with which most host countries are faced.

The case study on charcoal production reveals that standardised approaches could
help realise its large untapped mitigation potential, primarily by streamlining the
current complex monitoring requirements. In Sub-Saharan Africa, where the
largest mitigation potential through efficient charcoal production exists (ca. 100
MtCO.elyr), the degree of disaggregation can be kept relatively low due to the
great homogeneity in charcoal production observed in the region. Also, the
replicability of this project type is considered high. Thus, standardised approaches
are likely to prove cost effective. Further, the impact on environmental
effectiveness and geographical distribution would likely be positive. As further data
collection efforts are needed, international support for capacity building and funding
is essential. Most importantly, data collections on the share of non-renewable
biomass should be improved.

In conclusion, we recommend the following:

e Set standardised approaches in a product or service-specific manner.

o Recognise soft measures: A performance standard set as emissions per
output inherently accommodates impacts of any mitigation measure. Soft
measures have been excluded from the CDM so far as they do not result in
stable, long-term emission reductions. But standardised approaches need to
work with soft measures.

o Differentiate the standardised approach between new and existing
installations, and according to vintage classes so that sufficient incentives
for improvement are given to existing installations.

e Choose appropriate performance indicators: Given the one-off decision
on the indicators, it would likely be challenging to agree on indicators
because there are many vested interests. Wrong decisions on performance
standards are more difficult to reverse than wrong decisions on specific
projects, as performance standards cannot be changed very frequently.

e Balance the aggregation level of a standardised approach: The
aggregation level is a key determinant of the effectiveness of standardised
approaches. Highly aggregated standardised approaches increase the risk of
non-additional projects while not harnessing certain mitigation potentials, as
they cannot capture country or even region-specific differences in project
attractiveness. Low levels of aggregation raise issues of data confidentiality.
The choice of aggregation level has a strong impact on transaction costs. In
order to strike a balance, it is recommended that a standardised approach be
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developed in a manner that is technology-neutral, but that distinguishes new
and existing installations, possibly further differentiated by vintage classes.
Determine the right level of stringency for the performance standard: An
overly stringent performance standard for the demonstration of baseline and
additionality will restrict uptake of the CDM in the target sector, while an
overly lenient one could risk allowing large amounts of CERs from BAU
projects. The decision on stringency levels therefore requires a high degree
of judgement and will inevitably be contested. However, a large body of
objective data is already available that can aid the decision on the stringency
level.

Regularly update performance standards: Due to technical progress over
time, performance standards need to be updated at regular intervals. The
length of the interval depends on the speed of technology development but is
likely to be several years. Clear processes for updating performance
standards should be defined upfront.

Set up a Standardised Approach Coordinator (SAC): The SAC would
function as a working group or panel reporting to the CDM Executive Board.
Its functions would include calculating the performance standards for specific
sectors or for specific countries, coordinating data collection and preparing
standardised approaches for approval by the CDM EB.

Ensure transparency of decision-making: It is essential that a transparent
process for standardised approaches development be ensured, providing
open access to the performance standard study results and opportunities to
give public inputs at key milestones in the process.

Provide support for standardised approaches development: Introduction
of standardised approaches shifts costs from project developers to public
institutions. A high share of the cost accrues upfront, but recurrent costs for
updating of specific levels should not be underestimated. Performance
standards cannot be developed without the collaboration of host country
institutions in providing data, and international support for financing and
technical assistance is indispensable. Seed funding could be taken from the
accumulated surplus of the CDM EB that has reached about $40 million.
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1. Introduction

The objectives of the CDM, as set out in the Kyoto Protocol, are twofold: (1) to assist
developing countries (non-Annex | countries) to achieve sustainable development
whilst at the same time (2) to assist developed countries (Annex | countries) in
achieving compliance with their quantified emissions targets in a cost-effective
manner (UNFCCC 1998). These targets are not necessarily consistent, as a focus on
cost-effectiveness may lead to low sustainability benefits, while projects with high
sustainability benefits may be more costly and thus less competitive (e.g., Sutter and
Parrefio 2007).

Does the CDM in its current form meet these possibly conflicting demands? Both the
number of CDM projects and the expected CER volumes support a positive
conclusion. On the other hand, an increasing number of stakeholders have called for
a reform of the CDM for further improvement of the mechanism. The criticisms focus
particularly on the cumbersome procedure of additionality testing, where both NGO
and industry representatives argue that no objective measure of additionality exists
(e.g., Hayashi 2007, IETA 2006). Given the increase in rejections of projects due to
perceived lack of additionality and the increase of transaction costs for regulators
and project developers alike, the burning question is whether an alternative to the
current project-specific additionality test can be found.

This study assesses the potential of standardised approaches as a means to
standardise procedures for CDM baseline setting and additionality demonstration. At
the international climate negotiations, standardised approaches are referred to as
standardised, multi-project baselines. A greater use of standardised approaches is
being discussed under the Ad-hoc Working Group on Further Commitments for
Annex | Parties under the Kyoto Protocol (AWG-KP).

We first analyse the current status of the CDM in Ch. 2 to examine where
standardised approaches could play an important role for the improvement of the
mechanism. In Ch. 3, we then provide an overview of the existing standardised
approaches available, both outside and within the CDM, to analyse implications of
adopting a CDM based on standardised approaches. Ch. 5 further elaborates on the
methodological approach for standardised approaches. In Ch. 5, practical issues
related to the implementation of standardised approaches under the CDM are
discussed in detail. Based on the above analyses, we assess implications of a
greater use of standardised approaches under the CDM in Ch. 6. Furthermore,
detailed case studies are presented for whole-building efficiency projects in Ch. 7
and charcoal production projects in Ch. 8. Finally, Ch. 9 concludes.
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2. Current status of the CDM

— Summary —
The number of registered projects and their expected CER volume underlines the
overall success of the CDM. Nevertheless, a closer examination of the mechanism
reveals some deficiencies.

CDM projects are not distributed equally across countries, sectors, and
project-size categories. For instance, the number of CDM projects in Africa lags far
behind Latin America and is minuscule compared to Asia & Oceania. Some sectors
or scopes are not as well represented as their mitigation potential would suggest -
only few projects have been registered in sectors such as energy distribution,
transport or construction. Besides the unequal geographical distribution of registered
projects, it becomes obvious that the mechanism favours projects that surpass a
certain volume of CERs per year, i.e., 20,000 CERs.

The contribution of the CDM to sustainable development has been
guestioned, as has its environmental integrity. The rules and procedures are
seen as complex, partially inconsistent and unreliable, as they are frequently
changed over time. These problems have generated criticisms of the CDM and a calll
for reform among various stakeholders.

Although it has improved gradually over time, the determination and
assessment of additionality is still a contentious aspect of the CDM. Further
standardisati