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Baseline Methodologies for PCF Projects

Background

The Kyoto Protocol (KP) provides for the possibility of creating transferable greenhouse gas (GHG) Emission Reductions through investment in mitigation projects operated under Article 6 (Joint Implementation, JI) or Article 12 (Clean Development Mechanism, CDM). Although both Articles differ with respect to their purpose, provisions and regulatory environment, which may entail different modalities and guidelines for their use,
 they each contain a reference to additional Emission Reductions. Article 6 refers to “a reduction in emissions by sources, or an enhancement of removals by sinks, that is additional to any that would otherwise occur”. Article 12 refers to “[r]eductions in emissions that are additional to any that would occur in the absence of the certified project activity” (emphasis added). 

In keeping with this language and based on work previously undertaken in the context of the Activities Implemented Jointly (AIJ) Pilot Phase, the determination of the achieved Emission Reductions requires the specification of a baseline to which reductions would be additional. The baseline describes the GHG emissions associated with a counterfactual scenario that would prevail without the JI or CDM intervention and with which actual emissions can be compared. 

The intention of Articles 6 and 12 as well as the reference in both Articles to counterfactual activities replaced by JI or CDM activities appear to suggest a narrow, project-specific approach to baseline setting and determination of transferable Emission Reductions. Such an approach is likely to be more accurate at the project level. However, both Articles are open for interpretation and decisions by the Parties as to the methods and modalities for setting baselines. Those decisions are expected to be reached as a result of ongoing negotiations and they may include an authorization to use a broader, standard-oriented approach for setting baselines. Standard-oriented baselines are expected to generate substantial cost savings in project preparation.

Research undertaken by the World Bank has suggested two main methods for project-specific baselines, namely an investment approach and a control group approach.
 Both methods have been used in similar circumstances, for instance to determine incremental cost for GEF projects and to determine electricity savings in demand side management programs in the United States. Several standard-oriented methods are being discussed, e.g., performance benchmarks, reference technologies, baseline defaults, and sectoral (or top-down) baselines. These methods are likely to be less accurate at the project level, but would attempt to reflect actual reductions on average. Standard baselines would have to be developed and agreed upon by the Parties before they can be used for concrete projects. However, it may be possible to interpret Articles 6 and 12 as permitting a “Sector” to be regarded as a project for the purpose of establishing a baseline for that sector. Bearing this possible interpretation in mind, the Prototype Carbon Fund (PCF) will explore means by which, through its operations, it can illuminate the practicalities of this approach.

The PCF’s approach

Subject to further guidance by the Parties to the UNFCCC, the PCF management team will apply the following principles to the determination of baselines.

Credibility of baselines is crucial: As a guiding principle, the PCF will ensure the credibility of baselines and resulting Emission Reductions. This implies that the PCF will strive for accuracy regarding baselines and the additionality of transferable Emission Reductions.

· The credibility of JI and the CDM is crucial in the early phases of the market for project-based Emission Reductions, both from a methodological and political perspective. Without credibility, market development may be hampered. Credibility requires full respect for the principle of additionality in generating transferable Emission Reductions.

· Incentives for a lax interpretation of additionality by project developers clearly exist. It is therefore important to emphasize the philosophy and purpose of JI and the CDM in the early phases of the market in order to prevent the emergence of untenable expectations by market participants.

· The PCF acknowledges the fact that there are differences between JI and CDM, which may lead to different UNFCCC modalities and less stringent rules for JI. However, until further guidance from the Convention Parties is received, the PCF has chosen to apply the same rules to its JI and CDM projects. In particular, by using a rigorous baseline methodology for JI and CDM projects, the PCF wishes to assure its Host partner countries that the reduction represented by the Host Country transfers have actually been achieved through the project. The PCF also has chosen this approach to manage the risks involved in JI and CDM projects and to guarantee Participants a high quality of Emission Reductions.

Flexible choice of baselining methodology: The PCF will currently not restrict its baseline work to one specific approach or methodology. 

· Methodological flexibility appears to be important in the early stages of the JI and CDM market, which is characterized by a steep learning curve. Priority, therefore, is given to experimenting with methodologies and learning by doing, without compromising quality.

· A commitment by the PCF to a specific baseline methodology may entail a risk of influencing the baseline practice in the early market as well as UNFCCC negotiations over modalities for JI and the CDM. The PCF has no intention to preempt any UNFCCC decisions, but rather wishes to demonstrate possible approaches and to help define related issues of policy design and application.

· The PCF will therefore be open to various baseline methodologies on a case by case basis as far as they can be reconciled with the predominant principle of baseline credibility.

Project-specific methods first: Although the PCF cannot currently commit to a specific baseline approach, in the first instance, the PCF will focus on project-specific methods for the following reasons.

· The philosophy and language of Articles 6 and 12 does suggest a project-specific approach.

· Project-specific baselines are likely to be more accurate on the project level. JI and CDM projects will be the subject of public scrutiny in an early market. The Emission Reductions from each specific project must therefore stand the test of additionality until a wider market develops. In a more mature market and subject to political decision, additionality as an average over all JI/CDM projects may be sufficient.

· Although project-specific baseline methods are not perfect, they are rooted in facts that can, in principle, be observed at the time of the project’s design or during its operation. 

· Standard-oriented baseline methods are normative in essence and will therefore require decision by the UNFCCC Parties. Guidance from the Parties as to which baselining standards may be used is not yet available.

· The World Bank has experience with project-specific methods through the GEF.  Information will be readily available for baseline analysis, because World Bank operations already require intensive investment and technical analysis.

· Project-specific methods are the reference point for the development of standard-oriented baseline methodologies. 

· More experience with project-specific methods will actually promote the development of credible, standard baseline approaches.

Investment analysis and control groups: Project-specific baselines for PCF projects will be derived principally by using an investment analysis or a control group.

· An investment analysis for a private sector project would, in essence, involve a financial analysis of the projects profitability. Using the assumption that a private sector company would maximize profits, the methodology selects as the baseline the scenario with the highest rate of financial return in the absence of JI or CDM credits or the least cost solution.

· An investment analysis for public sector projects would, in essence, involve a full economic or cost-benefit analysis of the project, which would not only consider financial flows but also non-monetary costs and benefits. Using the assumption that a public body would maximize the social benefits of its constituency, the methodology selects as the baseline the scenario with the highest social pay-off in the absence of JI or CDM credits. 

· An investment analysis for private and public sector projects is routinely undertaken for World Bank projects, and World Bank Group lending operations require the disclosure of the relevant data. Therefore, although asymmetric information, access to data and data uncertainty is a concern, these problems are unlikely to be more severe for PCF projects than for normal World Bank operations. 

· A control group analysis selects as the baseline the situation that prevails where the JI or CDM activity has no effect, either before the project activity or outside of the project area. Control groups have successfully been used in DSM projects to calculate energy savings and proven methodologies are available for selecting and surveying a suitable control group.

· Which baseline method will be chosen for a proposed project depends on the project characteristics. Generally, demand side activities appear to be more conducive to the control group method, whereas supply side activities appear to be more favorable to investment analysis. 

· The PCF will apply a conservative approach where information or data uncertainty is a problem in order to ensure that the selected baseline is unlikely to overstate real emissions in the absence of the JI or CDM activity.  A conservative approach would introduce a bias to fewer creditable Emission Reductions. Such an approach to uncertainty would also help to ensure that projects “on the margin”, i.e. projects with very low incremental GHG reduction costs, would be selected as the baseline rather than as the PCF project. 

· Where specific assumptions are required as input into the analysis, for instance regarding a country’s energy and environmental policy, the PCF will rely on standard World Bank policy guidance as, e.g. contained in the Country Assistance Strategy, the World Bank Energy and Environment Strategy, and other relevant World Bank policies.

· Investment and control group methods can be supplemented by alternative approaches on an experimental basis. 

· With the consent of the host country, the PCF may determine aggregated or sectoral baselines in cases where a project can be defined as an aggregate or sectoral project. Additionality of Emission Reductions would then hold on the aggregate or sectoral level. The PCF views this approach as consistent with the Kyoto Protocol, since Articles 6 and 12 do not restrict the size or aggregation level of a project. 

Promoting standards for baselines: While the PCF will not develop a methodology for standard-oriented baselines of its own, it will support the development of standard-oriented methods wherever feasible. The PCF will explore and may use standard-oriented methods when those become available based on decisions by the Convention Parties. 

· The PCF welcomes the development of standard-oriented baselines as these would reduce the transaction costs for all market participants and promote JI and CDM activities. The PCF hopes that baseline standards will become available soon for use in a mature JI and CDM market. However, the development of standard-oriented baselines is an expensive undertaking that cannot be funded through the PCF.

· Standard-oriented baselines are politically contentious, since they can have consequences for the distribution of benefits from JI and CDM activities and since standards may imply a move towards commitments for non-Annex I countries. It would be inappropriate for the PCF to take a position in the discussions and negotiations about the modalities for JI and the CDM by advocating or using a specific baselining standard.

· A generalization of the project-specific analysis for specific project types is a first step towards standard-oriented baselines. The PCF hopes that the results of its work on baseline can be used to replicate similar projects.

· The PCF intends to address the issues associated with the adoption of standard-oriented baselines versus project baselines and disseminate the learning gained through operating the PCF through workshops and public information material.

· The PCF wishes to work with other agencies on the development of standard-oriented baselines and hopes to contribute its experience with PCF projects to such efforts. The World Bank intends to establish a research program that would use the PCF experience and data base. However, such a program cannot be funded by the PCF, but would require new and additional financial resources from external partners.

Securing quality by procedures and institutions: The PCF will ensure the quality of its baseline work and the additionality of the resulting Emission Reductions by using appropriate procedures and institutions.

· The work on baselines for PCF projects will be undertaken by external specialists under the supervision of a World Bank task managers and under guidance from PCF management. Each PCF project will require a baseline study as part of the overall project design. 

· The result of the project baseline study will, wherever possible, be made operational as a formula or an algorithm that would allow to calculate baseline and project emissions. This formula or algorithm will be a part of the Monitoring and Verification Protocol (MVP) that will be established for each PCF project. The formula or algorithm would, wherever possible, make use of data and information that would be collected during the project’s operational life, if this helps to increase the accuracy and credibility of the baseline and Emission Reduction calculations.

· The project design, including the baseline study and the MVP, will be subjected to a validation process, which will be performed by an independent third party, e.g., an environmental auditing company, before the project is implemented. It is expected that a validation process of some kind will be required by the emerging modalities for the CDM and would help to meet the requirement of “certified project activities” contained in Article 12. 

· At fixed intervals during a projects operation, a different independent third party, e.g. an environmental auditing/certification company, will undertake to verify actually achieved Emission Reductions from each PCF project as well as the project’s conformance with relevant criteria for JI and CDM projects.

· The PCF will report fully to the UNFCCC and intends to render all information about its work, in particular the baseline study and the validation and verification reports for each project, open to public scrutiny through its web site and other means in order to ensure the transparency of the process. The PCF welcomes critical reviews of its projects and comments on its work and will make every effort to respond to queries from interested parties.

� The modalities for JI projects are expected to be less strict, since JI countries must also meet an emissions limit (or cap) and can transfer any surplus of their assigned amount of emissions to other Annex I Parties (international emissions trading, Article 17 KP).


� Compare, e.g., Ken Chomitz (1998), Baselines for GHG Reductions: Problems, Precedents, Solutions.
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