











EXECUTIVE SUMMARY

Overview of the activities implemented jointly policy

research project

This report summarises the outputs from the EDRC Activities Implemented
Jointly (AlJ) Policy Research Project, whose goal was to facilitate South Africa’s
efforts to develop policy on AlJ and evaluate potential pilot projects. Funding for
the project was provided by the South African Human Sciences Research Council
programme on Global Change and Social Transformation, Eskom and the US-
South Africa Binational Commission (funded from the US Agency for
International Development and managed by the US Information Service).

“Activities implemented jointly” is the name given to projects or policies
undertaken collaboratively among countries to mitigate the threat of climate
change within the scope of the United Nations Framework Convention on Climate
Change (UNFCCC). AIJ grew out of international negotiations on "joint
implementation”" (JI), which refers to projects from which the investor would be
able to earn credit for reducing emissions of greenhouse gases implemented in
another country. In addition, the Kyoto Protocol to the Convention in December
1997 established a "clean development mechanism" (CDM) to support similar
activities under the UNFCCC. The CDM will allow credits for certified emissions
reductions starting in the year 2000; hence it may serve as a bridge between AlJ
and JL

Objectives

The objectives of the AIJ policy research project are to support South African
stakeholders in their efforts to understand risks and opportunities of AlJ, and to
develop strategies to manage them. Specifically, the project aims to:

e recommend AlJ policies and criteria for project selection to the National
Committee on Climate Change;

e recommend institutional processes and structures to support the
recommended policies;

e enhance the capacity of the AI] Working Group and other stakeholders to
engage in AlJ policy debates;

e contribute to the NCCC's evaluation of submitted AIJ project proposals;

e provide analysis of lessons learned by other countries active in AlJ, and by AlJ
investors and project developers.

Approach

This research brings analysis of issues raised by national and international AlIJ
policy debates together with the experiences of other countries and investors to
formulate recommended AlJ policy and criteria. Two stakeholder workshops,
with extensive discussions of AlJ experience in other countries and potential
projects in South Africa, played an important role in the development of these AlJ
policy recommendations. Climate change policy stakeholders participated in the
workshops, including members of South Africa's National Climate Change
Committee, AI] project developers from business and non-government
organisations, researchers and members of civil society. The workshops aimed to
provoke creative thinking on how to link concern for global climate change with
projects that support South African objectives for energy, environment and
sustainable economic development.

Recommendations for a South African programme on

activities implemented jointly

South Africa’s current position on AIJ declares South Africa’s intention to
participate in the pilot phase. Although projects in the pilot phase of AlIJ have
been limited by lack of economic and regulatory incentives, the decisions taken at
the Kyoto climate change negotiations in December 1997 to allow emissions



























1. Introduction

1.1 Activities implemented jointly

“Activities implemented jointly” is the name given to projects or policies
undertaken collaboratively among countries to mitigate the threat of global
climate change. Projects can be implemented in a variety of sectors: housing,
industry, commercial, transport, forestry, solid waste and agriculture.

The term ‘"activities implemented jointly" derives from the term "joint
implementation," which was drawn from the text of the United Nations
Framework Convention on Climate Change (UNFCCC). Article 4.2 of the
UNFCCC allows signatories to “implement ... policies and measures jointly” with
other signatories to reduce emissions of greenhouse gases:

Article 4.2 of the UN Framework Convention on Climate Change:
..The developed country Parties and other Parties included in Annex I
commit themselves specifically as provided for in the following:

(@)...Each of these Parties shall adopt national policies and take
corresponding measures on the mitigation of climate change...

These Parties may implement such policies and measures jointly with other
Parties and may assist other Parties in contributing to the achievement of
the objective of the Convention...

Negotiators began referring to the mechanism as “joint implementation,” or JI,
and interpreted the phrase to mean that the investing party could get credit
against its emission reduction obligations from a project undertaken in a “host
country,” which was usually assumed to be a developing country or country with
an economy in transition to a market economy.

1.1.1 Economic basis

Economists offered their analysis of JI based on principles of environmental
economics that suggest costs of abating pollution can be minimised by taking
advantage of the least cost abatement opportunities first. If indeed the marginal
cost of abatement was lower in a host country than an investor country, then there
should be economic gains from reducing emissions in the host country rather than
the investor country (see Figure 1). Greenhouse gases mix in the atmosphere, so
emissions can be cut anywhere and have the same affect on climate change. This
fact allows the international climate change regime to separate responsibility for
reducing emissions, which rests on the industrialised countries, from the
emissions reduction themselves, which under JI could happen anywhere.

Marginal
cost of
abatement
($/ton CO,)

Figure 1. Reducing the marginal cost of abatement - a static view
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Figure 2 shows the theoretical gains from JI between two hypothetical countries.
The investor country must reduce its emissions from the left axis to the right axis.
The width of the graph represents the total target reductions for the investor
country. The cost to the investor country, if it were forced to meet its target
exclusively by reducing emissions domestically, is reflected in the area under its
marginal cost of abatement curve A-B-D.

The cost of emissions reductions in the host country, which has no emissions
reduction target, is reflected in area under its marginal cost of abatement curve C-
B-E. Note that, for the investor country, emissions reductions increase moving
from the left to the right, while for the host country emissions reductions increase
moving from the right to the left. The overall cost of the meeting the investor
country’s target could be minimised by reducing emissions in the investor country
from point 0 up to the point H, and in the host country from the H to point T, the
target. The total cost of reducing emissions up to the target under JI is therefore
the area under A-B-C, so the triangle C-B-D represents the potential monetary
savings from JI. The investor and host countries could split the savings through
bilateral negotiation, international agreement or market price for JI credits.

Investor Marginal cos_,t of Dl Host
country Marginal cost of abatement (/nvestor)” M country
marginal abaterment (host) argingl
cost of cost of
abaterment abatement
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A
Target
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Figure 2. Reducing the cost of emissions abatement through JI — a dynamic view

Industrialised countries with commitments to reduce emissions recognised in JI a
way to cut costs by earning credits in countries with less expensive emissions
reduction opportunities. The World Bank estimated that international carbon
emission reduction regulations requiring nations to make all emissions reductions
within their own borders could cost $250 billion a year by 2010. The Bank
calculated that achieving the same emission reductions through global offset
trading could cost only $80 billion a year (World Bank 1996).

1.1.2 A pilot phase

Many countries were uncomfortable with allowing credits under JI before the
mechanism had been adequately tested, and others had serious doubts about the
global equity and justice of the JI concept overall. At their first session in Berlin,
the Conference of the Parties to the Convention negotiated a compromise, and
established a pilot phase for “activities implemented jointly” which would allow
co-operative efforts among countries to reduce greenhouse gas emissions.
Significantly, no credits for emissions reductions were to be allowed during the
Al] pilot phase. The Parties agreed to evaluate the pilot phase and its rules no
later than 2000.
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Policy context 13

investor countries. In addition, the Working Group has approved in principle the
project between Iscor and Hoogovens (Weather Bureau 1998).

2.3.3 South Africa's current AlJ position

The current position was developed by the political delegation to Berlin in 1995 in
consultation with other African countries. The NCCC and DEAT adopted the
position with minor modifications. The NCCC has emphasised that South Africa’s
official policy on AlJ will be developed as part of the climate change White Paper
process. The current position is therefore subject to further modification, but is
being used to guide decisions on the proposals already submitted to the AlJ
Working Group (Weather Bureau 1998).

The position is consistent with the Berlin Criteria, with some additional
conditions:?

e transparency (no other country’s criteria mentions this);

¢ effective measurement of costs and benefits;

e capacity building to judge JI concept (no other country mentions this).

o (DEAT 199

o the position notes that it applies only to AlIJ, and that a position on JI with
credits will be developed in due course;

2 See the Appendix for the full text of the position.
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submitted. Guatemala’s development of legislation for private power projects also
took several years, during which time much project development had to be
suspended due to the uncertain regulatory environment (US Export Council for
Renewable Energy 1996).

3.1.1.3 Exchange risk

Fluctuating currencies are more and more of an everyday hazard, as economies
globalise. Loans or other expenses may be denominated in one currency, such as
dollars, while project income is denominated in the local currency (Shiflett, R
1997). If the local currency loses value, the project developer will not be able to
service the loan or pay suppliers.

3.1.1.4 Restricted repatriation of profits

Some countries restrict the amount of local currency than can leave the country, or
put an artificial cap on the rate of return an investor may recover. Such
restrictions may make sense from the host country’s perspective, but they pose
problems for investors, whose returns are measured in their home countries
(Shiflett, R 1997).

3.1.1.5 Bureaucratic delays

Host countries’ governments are often understaffed, and hence cannot make
decisions quickly (Abuehl, C 1997 and Shiflett, R 1997). Large companies with
many investment opportunities often require quick decisions in order to maximise
their returns, and every day of delay imposes opportunity costs.

3.1.2 Additional hurdles for "“unconventional” projects
Projects that feature technologies or methods that deviate from business as usual,
including most AlJ projects, confront additional barriers:

3.1.2.1 Difficulty of financing small projects

The cost of analysing a project’s financial viability varies little with project size, so
banks and other sources of finance prefer larger projects because the costs of
analysis are a smaller portion of the total project costs. A lawyer involved in
financing AIJ projects graphically demonstrated the transaction cost problem by
holding up two hardbound volumes of legal project financing documents. One
was for a small financing of a few million dollars, the other for a large financing of
$100 million; both volumes were the same size (Johnson 1996). The bias against
small projects works against most renewable energy and energy efficiency
projects because they tend to be smaller than fossil fuel or large hydropower
projects. For instance, multilateral development banks often will not consider
projects smaller than 15 megawatts.

One illustration of this effect on AlJ projects is the financing search for a fuel-
switch in the city of Decin, the Czech Republic (Centre for Clean Air Policy 1995).
The International Finance Corporation (IFC) is the part of the World Bank which
provides financing to private entities. The developers of the Decin project met
with the Prague-based representative, and learned that the IFC was not a good
source of financing for the following reasons (Center for Clean Air Policy 1995):

e Al IFC projects must be at least 51% private sector owned. The Decin project
was being developed as a joint stock company, but was to be virtually 100 per
cent owned by the City of Decin.

e The amount of capital sought was too small. The IFC prefers projects that
borrow over $5 million.

e The required backing of the IFC loan by a Czech bank would make it too
expensive. Before agreeing to back the loan, the Czech bank must conduct due
diligence for the project. After adding on the Czech bank’s percentage fee,
charged to cover the costs of evaluating the project’s financial viability, the
project developer might have lost the advantage afforded by the IFC’s lower-
than-standard rates.
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Developing criteria 31

“No regrets” “Low cost” “High cost”

Cost of CO,
reductions

Tons of reduced
emissions

Figure 7. “No-regrets” and cost of emissions reductions

As the emitter of 95% of all greenhouse gases from SADC countries, and as a
middle-income country, South Africa may face its own emissions reduction
obligations in the future. With this in mind, several stakeholders have expressed
concern that AlJ investors may “pick off all the cherries”, investing in the lowest
cost mitigation measures, leaving only the higher cost measures for the time when
South Africa is required to undertake its own mitigation actions.

5.3.3.1 Experience from other countries

Countries are divided on whether they wish to prevent “no-regrets” AlJ projects.
Poland, for example, even encouraged some “no-regrets” projects, while Kenyan
stakeholders were much more concerned.

Poland’s criteria clearly state that JI projects should directly or indirectly result in
cost-effective realisation of environmental goals. Where JI projects involve the
installation of new capital equipment, they should also lead to a net reduction (or
at least no increase) in the facility's costs of meeting current and anticipated
environmental standards. The preference for projects that involve, for example,
process changes and pollution reduction technologies, could easily result in a
large number of “no-regrets” projects even though it would deter inexpensive
forestry projects (Galon-Kozakiewicz 1997).

Interviews conducted in Kenya as part of the Kadoma research project revealed a
preference among AlJ stakeholders to limit AlJ to projects that Kenya could not
implement independently. The project cites carbon sequestration as an area Kenya
could implement and so should not be available for AlJ (Climate Network Africa
1995). While this is not exactly the same as ruling out “no-regrets” projects, the
position would prevent “cherry-picking” in forestry projects.

5.3.3.2 Illustration from South Africa

One could argue that the thermal performance measures in the Guguletu AlJ
project, the Lwandle solar hot water-heaters, and the steel processing
improvements are all low-cost measures that South Africa should keep in reserve
to meet its own future obligations. In the Guguletu case, IIEC has argued that the
reductions are a one-time opportunity that, if not seized now, will be lost because
the houses will already be built without the Eco-Home features.

Research from the Energy and Development Research Centre on providing energy
efficiency to the urban poor shows that interventions such as the installation of
energy-efficient lighting, improving the thermal efficiency of housing and
switching from paraffin to other fuels have net economic benefits. EDRC has
found this to be true even when the avoided health and environmental costs of
energy use are ignored. While these options are “no-regrets” in an economic
sense, the window of opportunity to implement them (for example, through the
mass housing programme) is closing and South Africa has not yet invested in
these options on a large scale (Fecher 1998; Simmonds & Clark 1998).
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Recommendation

The South African AIJ institution should invite experts in the project type
(housing, public transport, industrial energy efficiency) to assess whether a
proposal’s assumptions about temporal durability are realistic in the local context.

5.3.8 Financial additionality
Berlin criteria
[Financing of activities implemented jointly shall be additional to the

financial obligations of the parties..as well as to current official
development assistance.

Kyoto Protocol

[Industrialised country parties shall] provide new and additional financial
resources to meet the agreed full costs incurred by developing country
Parties in advancing the implementation of existing commitments.

(Article 11b)

The Clean Development Mechanism shall assist in arranging funding of
certified project activities as necessary. (Article 12.6)

South Africa’s position on AlI]

Funding for Al] projects should be additional to all existing funding and
technology transfer.

The Financial Additionality criterion was included to prevent industrialised
countries from diverting development assistance toward AlJ, or from reducing
previous obligations to contribute to the Global Environment Facility (GEF). The
GEF is the designated interim financial mechanism of the UNFCCC and cannot be
used to fund AlJ projects.

The UNFCCC Uniform Reporting Format for AlJ asks governments to report the
total cost of each project, and then to disaggregate the “Al] components” of the
project (UNFCCC 1996). Some projects that received Official Development
Assistance (ODA) or GEF funds, or that would have been implemented under
business as usual, have still reported an AIJ component added on to the project.

5.3.8.1 Experience from other countries

Costa Rica's proposal guidelines ask whether the project developer states the AlIJ
financial component (in US dollars) of the project and whether the proposal shows
financial projections with and without the AIJ additional financial contribution
(CC:INFO/ Al 1997).

Czech Republic's Al] rules exclude from AI] any investments of foreign
companies in their Czech subsidiaries (Ministry of the Environment of the Czech
Republic nd).

5.3.8.2 Illustration from South Africa

The USIJI is providing a grant to fund some feasibility research and proposal
preparation for the Clean Commute project (Scholand 1998). The question is
whether this money is “additional” given that US official development assistance
is declining, and that the US has not fulfilled all of its other financial obligations

under the Convention.

5.3.8.3 Input from workshops

Discussions concentrated on clarifying the interpretation of the financial
additionality criterion, which applies only to governments, not the private sector.
Participants, especially those developing projects, had not understood that the
financial additionality rule is meant to keep government from diverting or
decreasing aid funds, not to censure the private sector.
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5.3.8.4 Analysis and recommendation

A host country AlJ programme will have difficulty determining whether AJJ
funding is actually additional to all existing funding and technology transfer.
Parties to the Convention have devoted considerable energy to debating North-
South resource transfers. In 1992, countries at the Rio Earth Summit agreed that
industrialised countries would devote 0.7% of their gross domestic product to
foreign aid. The UNFCCC and the Kyoto Protocol both say that the industrialised
countries will pay the incremental costs the developing countries incur to comply
with the Convention. Few industrialised countries have fulfilled these
commitments. Indeed, some countries, notably the United States, have cut their
foreign aid budgets since 1992.

Developing countries in some regions, such as Central and South America, have
successfully gained access to climate change resources by co-operating at a
regional level to push industrialised countries to live up to their UNFCCC
commitments.

Recommendations

e Rather than focusing on the domestic reasons for declining Northern aid
budgets, South Africa should form alliances with other developing countries
to hold the industrialised countries accountable for their specific
commitments under the UNFCCC.

e South Africa and its allies should develop detailed, constructive negotiating
positions on support for institutional AIJ capacity, as well as for project
development. Positions on AlJ and the Clean Development Mechanism
should be integrated into proposals for South Africa’s overall climate change
national action plans, and should ideally be co-ordinated with other SADC
countries.

5.3.9 Crediting
Berlin criterion
That no credits shall accrue to any Party as a result of greenhouse gas

emissions reduced or sequestered during the pilot phase from activities
implemented jointly.

Kyoto Protocol

Parties included in Annex I may use the certified emission reductions
accruing from [JI] activities to contribute to compliance with part of their
quantified emission limitation and reduction commitments....

(Article 12.3b)

Certified emission reductions obtained during the period from the year
2000 up to the beginning of the first commitment period [2008-2012] can be
used to assist in achieving compliance in the first commitment period.
(Article 12.10)

South Africa's Position on AI]

South Africa supports AlJ as a defined, finite phase and notes that the
ending or continuation of AlJ will be evaluated by the year 2000. The terms
of participation during the subsequent JI phase will be based upon a
national position on JI or any alternative; such a national policy will be
formulated in due course.

To summarise, the Berlin Criteria do not allow credits during the pilot phase,
which was to be evaluated no later than 2000. The Kyoto Protocol ruled that
Annex I parties may earn credit towards their emissions reduction targets from JI
projects with other Annex I parties starting in 2000. Emissions reduction credits
from the Clean Development Mechanism (that is, projects with developing
countries) which occur after 2000 can also be applied toward meeting targets.
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Kyoto Protocol

[Parties shall] ... co-operate in the promotion of effective modalities for the
development, application and diffusion of, and take all practicable steps to
promote, facilitate and finance, as appropriate, the transfer of, or access to,
environmentally sound technologies, know-how, practices and processes pertinent
to climate change, in particular to developing countries....

(Article 10c)

promote at the international level ... the development and
implementation of education and training programmes, including the
strengthening of national capacity building, in particular human and
institutional capacities and the exchange or secondment of personnel to
train experts in this field, in particular for developing countries.
(Article 10)

[Industrialised parties shall] ... provide such financial resources, including
for the transfer of technology, needed by the developing country Parties to
meet the agreed full incremental costs of advancing the implementation of
existing commitments.

(Article 11.2)

The South African NCCC emphasised the instrumental role of capacity building
in developing effective rules for future JI regimes:

South Africa’s position on Al

The AlJ pilot phase must be used to develop capacity in South Africa so
that full local understanding of issues relating to the implementation of the
UNFCCC is achieved. This enhanced understanding will improve South
Africa’s ability to judge the potential positive or negative impacts of a
foreseen crediting mechanism and future resource requirements.

5.3.11.1 Experience from other countries

Thailand requires endogenous capacity building as an integral part of projects,
while the Netherlands requires a training component for authorities or companies
in the host country in project proposals (Plamphongsant 1997, Ministry of
Housing, Spatial Planning and the Environment 1997). In contrast, Poland's Al]
criteria declare that only projects involving the transfer of technological hardware,
or of financial resources to procure technologies and equipment, will be endorsed
as JI projects. Projects which include only technical assistance, education, or
training, are considered valuable forms of assistance but they will not be accepted
as JI projects (CC:INFO/ AlIJ 1997).

In Africa, the Kadoma Workshop statement suggests that equipment should carry
a warranty and spare parts for the life of the project (Maya and Gupta 1996).

The United States Government had initiated a “Climate Technology Co-operation
Framework Pilot Project” which seeks to help specific countries identify priorities
and develop plans to implement sustainable energy technologies. The project will
hold stakeholder workshops with representatives from “recipient countries”
(Brazil, Mexico, Indonesia, India, Kazakhstan and the Philippines), development
organisations, the renewable energy and energy efficiency industries, US Federal
agencies and technical advisors. The country teams present their technology
priorities to the other participants and discuss opportunities for complementary
collaborative actions by countries, donors and the private sector. The US National
Renewable Energy Laboratory will help countries refine their plans and seek to
implement their top priorities (Climate Technology Cooperation Pilot Project
1997).

5.3.11.2 Illustration from South Africa

The Iscor-Hoogovens project will train plant operators in “good-housekeeping”
measures to improve energy efficency. If new technologies or processes are
introduced, Iscor personnel will be trained to operate or implement them. Iscor
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addressed in the required environmental impact study, but some environmental
NGOs countered that many projects in South Africa are still going forward
without proper impact studies.

5.3.12.4 Analysis and recommendations

Addressing impacts outside a project’s main focus is problematic for any type of
project, not just AI]. Many development debates focus on how to avoid or
minimise negative impacts. These debates have already led to requirements for
environmental impact assessments, local planning hearings, offsetting donations,
or similar measures.

Recommendations
e The South African AlJ programme should ask project developers to detail the
local sodial, environmental and economic impacts of the project.

e South Africa should integrate AlJ into existing frameworks for addressing the
impacts of foreign investment and development, and not invent a separate
policy infrastructure. The South Africa AlJ programme should not approve
projects that do not comply with local requirements.
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