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FOREWORD

The EAP Task Force for the Implementation of the Environmental Action Programme of Central
and Eastern Europe (EAP Task Force) has worked since 1993 on strengthening environmental
expenditure management in economies in transition. An important result of this work was the Good
Practices for Public Environmental Expenditure Management. These Good Practices provide policy-
makers and managers of public resources for environmental investments with a framework for
allocating environmental expenditures in a manner that is consistent with the basic principles of public
finance. They provide guidance on what is needed to design and implement public environmental
expenditure programmes. They address the principles, procedures and organisational frameworks that
would be acceptable to Ministers of Finance and foreign sources of financing.

The Handbook presented in this volume complements the Good Practices by examining how they
could be implemented in practice. To help further trandate these principles into operational
procedures, the EAP Task Force has developed detailed training materials published as a Toolkit for
Managers of Public Environmental Expenditure Programmes. In addition, a simple Excel model for
calculating the cost-effectiveness of environmental investment projects was developed and detailed
instructions for its use designed.

This project was managed by Nelly Petkova (Environment and Globalisation (EG) Division,
OECD’s Environment Directorate) with the valuable support of Grzegorz Peszko (former Team
Leader of the Environmental Finance Team at the EAP Task Force and current World Bank officer). It
has benefited from detailed comments by Xavier Leflaive (Environmental Finance Programme
Manager at the EG) and Brendan Gillespie (Head of the EG at the OECD’ s Environment Directorate).

The Handbook was made possible due to the significant contributions of experts from different
countries. We would like especiadly to acknowledge the contributions of Gottfried Lamers and
Michad Aumer from the Federal Ministry of Agriculture, Forestry, Environment and Water
Management of Austria, Barbara Koszulap from the National Fund for Environmental Protection and
Water Management of Poland, Prof. Macigf Nowicki, Stanislaw Sitnicki and Adam Zakrzewski from
the Polish EcoFund, and Milojka Jerse from the Environmental Development Fund of Slovenia. In
addition, several consultants have contributed significantly to the project: Glen Anderson (United
States) and Jan Raczka, Grzegorz Moorthi, Rafal Stanek, David Toft, Andrzej Gula (from Poland) and
Vladimir Morozov (Ukraine) have provided valuable comments at different stages of the draft.

Special thanks go the Austrian Ministry of Environment and the Polish EcoFund for hosting the
experts workshops where the contents of the Handbook were discussed and agreements on proposed
tools and approaches reached. The project would not have been possible without the generous support
of the governments of Denmark (the Danish Environmental Protection Agency), Austria (the Federa
Ministry of Agriculture, Forestry, Environment and Water Management) and the United Kingdom
(Department for the Environment, Food and Rural Affairs). All these contributions are gratefully
acknowledged.

The views expressed in this publication are those of the authors and do not necessarily reflect the
views of the OECD or its member countries.
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EXECUTIVE SUMMARY

Background

Recent trends in Eastern Europe, Caucasus and Central Asia (EECCA) countries confirm that the
public sector remains a major source of finance for environmental protection and pollution abatement
and control (see OECD, 2007). It is important therefore that public environmental expenditure
programmes are efficient and effective. Amongst other things, this might help to leverage additional
resources for environmental investments both from international and private sources.

e To support these efforts, the EAP Task Force developed Good Practices for Public Environmental
Expenditure Management (PEEM) (OECD, 2006b) that were subsequently adopted as a
Recommendation by the OECD Council*. The report provides guidance to environmental agencies
on how to design and implement public environmenta expenditure programmes in line with
international good practices and according to the principles of sound public finance.

e A companion volume examined OECD country experience with PEEM (OECD, 2006c). The
report analysed aternative ingtitutional set-ups adopted by selected OECD countries/regions to
design and implement environmental expenditure programmes in the water sector. It discussed the
common principles and diverging approaches in addressing this issue, including the role that the
private sector can play in the management of such programmes.

This Handbook aims to support implementation of the Good Practices. It reiterates the rationale
for public expenditure in the environment sector and highlights the main decisions that governments
should make to define and manage public environmental programmes. It identifies a set of core
principles to which the implementing agencies in charge of the management of such programmes
should adhere. The Handbook aso identifies the essential tools needed to ensure the smooth
implementation of public environmental programmes; each tool comes with an illustration from a
variety of (well-performing) agencies and environmental funds in OECD and Central and Eastern
European (CEE) countries, with a focus on the ingtitutions established in Poland, which has
accumul ated substantial experiencein this area over the years.

The Handbook proposes a step-by-step approach and guidance for resolving various practica
challenges that implementing agencies face in their everyday operations. It aso offers a menu of
options and management tools and techniques from which different agencies can choose, depending
on the given institution’ s needs and maturity.

! The OECD Council comprises Ambassadors of the 30 member countries to the Organisation. It is the main
decision-making body of the OECD. Council Recommendations are not legally-binding on member-states but
their acceptance by the OECD countries suggests willingness to implement them.



Economic rationale for public environmental expenditure

This Handbook is about implementing good international practices in managing subsidies for
environmental investments, with a focus on wastewater investment projects. The golden rule of
public funding suggests that governments should support only those investments that are
economically efficient but not financially viable.

The rate of assistance (or aid intensity in European Union (EU) terminology) is a critical issue
that requires close monitoring. When providing state aid, governments should ensure that subsidies do
not distort competitiveness and should seek to encourage restructuring of, and innovation in, the
industry/sector by supporting investments that result in the purchase of more environmentally-friendly
assets and activities.

The major purpose of public support is to provide incentives to local communities and enterprises
to undertake environmental investments by spending more of their own resources. Therefore, the rate
of assistance should be set in such away as to ensure that it does not replace, but rather leverages the
recipient’s spending. Thus, implementing agencies should be seen as the source of last resort for
covering the financing gap of priority environmental projects (principle of additionality). For this
reason, the level of the subsidy should be kept at the absol ute minimum. This minimum can be defined
as the rate of assistance that makes potential environmental projects economically viable.

Main decisionsfor governments regarding an expenditure programme

When considering whether to establish or reform a public environmental expenditure programme
at either anational of sub-national level governments should:

e Set few and unambiguous priorities (in terms of environmental media, economic sector,
or region supported) and define, clear, time-bound and measurable objectives they want
to achieve.

o Define digibility criteria, in terms of types of projects, projects owners, and eligible
types of costs that will be supported.

e Assign revenue sources for the programme, identify financing mechanisms and the
assistance rate per type of project/beneficiary.

e Define the application cycle (time-bound versus ongoing) that is best adapted to the
priorities they have identified.

Consultation with stakeholders, including civil society and the business sector, are needed to
ensure these decisions are consistent, applicable, and will be acknowledged and understood by the
parties, including project owners.

Only when these decisions are made —i.e., when all elements of the expenditure programme are
defined — should governments consider the most appropriate institutional set-up for the implementing
agency. In doing so, they should check that this agency is needed, keep its structure as simple as
possible, and ensure it adapts over time, including a provision for the programme to be terminated
when its objectives are achieved.



Core principlesto be considered by the implementing agency when appraising projects

Ten mgjor principles have been identified that should help implementing agencies avoid common
mistakes. These principles aim to tranglate, in practica terms, the main goals and conditions of public
expenditure management systems: transparency, accountability, and cost-effectiveness of resources

spent.

1

10.

Programming is a political process, focused on defining priorities and objectives and setting
the rules for the project cycle. Appraisal is conducted by professional technica staff, held
accountable for their decisions. Responsibilities for programming and project cycle
management should be separated.

Transparency is key. Information (on project cycle procedures, eligibility criteria, and
achieved results and benefits) should be disseminated widely. All potential applicants should
be treated equally; decisions should be explained on time; stakeholders should be invited to
participate.

Active project identification (in contrast to the passive “sit-and-wait” approach) is preferable
to help identify potentially good projects;

A two-step appraisal process is preferable (particularly with large investment projects), as it
allows preliminary screening on the basis of digibility criteria, thus saving time and
resources of both applicants and the agency.

Simple and traceable appraisal procedures and criteria should be preferred; typicaly, cost-
effectiveness anaysis is preferred to cost-benefit analysis and multi-criteria analysis in
assessing projects.

The agency should be ready to assist applicants in the application process. Assistance,
however, should be equally available to al potentia clients and should be limited to training
and providing written comments on applicants’ project proposals.

Data provided by applicants should be carefully checked and verified. Applicants, not only
projects, should be appraised as well, although this could be outsourced to banks.

The financial sustainability of the project should be checked: bankable projects do not need
public support and projects that are not sustai nable should be rejected.

The process does not stop once a decision to finance a project has been made: contracting,
monitoring project implementation and assessing project outcomes are also essential, as the
agency will learn from this experience.

Attracting and retaining qualified staff is key; the capacity to challenge project owners and to
manage the complex process of project appraisal requires experience in the fied.



Essential management tools

The appraisal process relies on a number of tools and procedures that facilitate its management:

An information package for applicants designed to reiterate the agency’s mission, priorities,
and dligibility criteria.

A questionnaire for eligibility screening, along with instructions to applicants and a checklist
for agency’ s staff to summarise results from the eligibility screening of projects.

A full application form with detailed instructions to applicants on how to complete it, aong
with certain indicators that should be provided by the agency (such as a discount rate, input
prices, and inflation rates). Detailed instructions to agency’s staff on how to handle data and
information that enter the appraisal process are also essential.

Methodological guidelines for conducting cost-effectiveness analysis.

A project fiche, prepared by agency’s staff, to synthesise information and report to the
decision-making body.

A manual of operational rules and procedures for staff.

A database for project cycle management.

The Handbook includes illustrations based on concrete experience of well-performing institutions
in CEE. All these tools aim at ensuring transparency and efficiency of the agency’s operations as well
as accountability of staff for decisions made. In addition, such tools help prevent the mismanagement
and misuse of public resources provided by the agency.

10



INTRODUCTION

Strengthening public environmental expenditure management in general, and ingtitutions
managing public environmental expenditure in particular, has been one of the major objectives of the
EAP Task Force's work on environmental finance over the past several years. One of the main
conclusions emerging from this work has been the need for practical management tools and
operational procedures that can be used by these ingtitutions in their daily operations as a benchmark
to improve their effectiveness and efficiency.

Objectives and scope of the Handbook

To respond to this need, the EAP Task Force has developed a number of tools aimed at helping
decision-makers and managers of public environmental expenditure to improve the performance of
their programmes. The OECD Good Practices for Public Environmental Expenditure Management
(adopted as a Recommendation by the OECD Council) provide guidance to environmental agencies on
the design of such programmes in line with internationally-recognised standards and in accordance
with the principles of sound public finance. The Good Practices aso provide a framework for the
evaluation of individual expenditure programmes. A number of EECCA environmental funds have
been reviewed and their performance assessed using the methodology developed on the basis of these
Good Practices.

This Handbook has been prepared as a supplement to the Good Practices. It aims to support
implementation of good international practices in programming and project cycle management. The
Handbook explains not only what governments and implementing agencies should do but also why
they should do it. To this end, the Handbook proposes a step-by-step approach and guidance to
resolving various practical challenges that implementing agencies face in their everyday operations. It
also offers amenu of options and management tools and techniques from which different agencies can
choose.

The Handbook is focused on investment projects. Given the need for public support for
investments in the water sector, most of the examples and management tools are linked to projects of
the wastewater collection and treatment sector. This sector is used as an example to demonstrate the
value of proposed approaches.

Target audience

The Handbook is first and foremost targeted at managers of public environmenta expenditure
programmes, such as environmental funds, who work on the appraisa and selection of individua
projects for which public support is sought. Decision-makers and politicians responsible for designing
public environmental expenditure programmes and supervising the performance of implementing
agencies may also be interested to learn from the experience of other countries and other well-
functioning agencies.
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Although the main audience is managers from CEE and EECCA, the main principles, tools and
approaches to programming and project cycle management identified in the Handbook are relevant for
any developing country striving to strengthen and improve its public environmental expenditure
management practicesin line with international standards.

In addition, managers of technical assistance programmes from different donor agencies,
international financing ingtitutions (IFIs), international organisations concerned with the practical
implementation of good practices in this area, and consultants working on public finance issues may
find the Handbook useful in their professional work.

Last, but not |east, the Handbook is not intended for project devel opers, private financiers or IFls.
The Handbook is developed from the point of view of the public financier who is not involved in
project preparation and project development but is concerned with ensuring the selection and financing
of the most cost-effective projects proposed by project developers. The Handbook does not deliver a
complete, “ready-to-use” toolkit for immediate application by any implementing agency. The tools
and approaches proposed here need to be further adjusted and tailored to the needs of individual
ingtitutions. Which of these tools and approaches will the implementing agency choose to use in its
daily practice will depend on the governance structure in the country as well as the maturity of the
institution.

Developing the Handbook

While many Project Cycle Handbooks already exist, most of them look at project cycle
management from the perspective of a project developer. To date, there have been very few practical
tools that address project cycle management from the perspective of public financing organisations
that evaluate and finance environmenta investment projects using subsidies. Such tools are usually
dispersed among various institutions — since each has a comparative advantage in some aspect of
project cycle management —and vary in quality.

The Handbook is based on the best available tools and practices derived from some of the best,
internationally-recognised government authorities and financing agencies from both CEE and OECD
countries. The Handbook was prepared through a co-operative effort of ateam of international experts
with practical experience in programme design, project appraisal and financing. These include some
Polish environmental funds (The National Fund for Environmental Protection and Water Management,
the Polish EcoFund, and the Krakow Regional Environmental Fund), the Slovenian Environmental
Development Fund, the Czech State Environmental Protection Fund, and the environmental fund
under the supervision of the Austrian Ministry of Agriculture, Forestry, Environment and Water
Management. A number of consultants with substantial hands-on experience in this area have been
instrumental in shaping the Handbook.

More recently, on the basis of the Handbook, the EAP Task Force has developed a toolkit of
training materials and delivered training on the Handbook tailored to the needs of an EECCA
environmental fund. In addition, a simple model for calculating cost-effectiveness has been designed
(using the Dynamic Generation Cost approach) and instructions for its use prepared. This model is part
of the Handbook and a CD-Rom is attached containing information in both English and Russian.
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Structure of the Handbook

The Handbook is divided into three main chapters. Chapter 1 discusses issues related to
programming. The chapter defines the essential elements of a well-designed expenditure programme,
presents different approaches to developing a redlistic rationally prioritised and well-focused multi-
year programme, and identifies tools to prepare good financia plans and budgets. Finally, it discusses
the main institutional issues related to the management of public expenditure programmes.

Chapter 2 looks into the major stages of the project cycle with the main focus on project
identification, appraisal, ranking, and selection. It covers, among others, issues related to setting
eigibility and appraisa criteria, as well as identifies tools and mechanisms for assessing
environmental and cost-effectiveness of investment projects.

Chapter 3 deals with issues related to the implementation process. These include such topics as
negotiations between the agency and beneficiaries before signing an agreement, actual contracting,
and financial transfers to the beneficiaries. The chapter identifies the main tools and approaches that
can help protect the implementing agency from misuse and mismanagement of its public resources.

Monitoring of project implementation and subsequent evaluation are other major issues discussed

in Chapter 3. This chapter provides a menu of possible checks and balances that need to be in place in
order to ensure smooth project implementation as a prerequisite for achieving stated project objectives.

13



CHAPTER 1
PROGRAMMING

In the context of public finance, programming is the process by which decisions are made with
regard to which priority areas require public support. Programming aso includes defining the rules
governing the allocation of resources across different areas. Effective programming should be based
on a systematic economic, financial and market analysis, which is then used to establish programme
objectives and identify corresponding solutions. In addition, a participatory approach, involving major
stakeholders who will have arole in implementing the public expenditure scheme, is key to designing
a successful programme. This both improves design quality and promotes stakeholder ownership over
the programme’'s implementation. This participation also facilitates the development of nationa
capacity in programme design.

[ ntroduction

A programme is a group of activities intended to contribute to an identifiable set of government
objectives with a clearly defined budget and a timeframe for achieving these objectives. A public
expenditure programme is a mechanism to alocate subsidies to priority areas. In practice,
programmes are implemented through specific projects. Therefore, programming involves setting the
rules that will govern the implementation of the expenditure programme with a specific focus on the
procedures and requirements related to the identification, appraisal and selection of individua
projects, the financing and implementation of which are necessary to achieve the programme’s stated
objectives.

While project cycle management is a technical concept and is usually conducted by professional
staff, programming is a political process that sets the main elements and rules of the expenditure
programme. Clear and consistent rules and procedures are of utmost importance for the sound
governance of the expenditure programme and for the optimal allocation of scarce public resources to
those sectors where they are most urgently needed. The appraisal process alone, even if conducted in
accordance with the best international practices, cannot ensure optimal results if politicians have set
unclear and vague objectives or made erroneous choices. Hence, the role of programming is to set the
“rules of the game” and ensure that public resources are spent in a cost-effective and efficient manner.

Responsibilities for programming and project cycle management — specifically appraisal — should
be separate in order to ensure the accountability and transparency of these two processes. Ideally, the
government agency responsible for implementing national environmental priorities should develop a
realistic expenditure programme and choose an implementing agency (public or private) to manage it.
In real life, however, and particularly in economies in transition, government agencies often fail to
prepare such realistic programmes and provide implementing agencies with only vague guidance as to
what priority sectors they should support. Implementing agencies have to find a way to compensate for
thisfailure of politicians. How this can best be done is one of the issues discussed in this chapter.

This chapter provides guidance on the design of public environmental expenditure programmes.
The main objectives of this chapter are first to define the essential el ements of a well-designed public
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environmental expenditure programme, second to present different approaches to developing a
redistic rationally-prioritised and well-focused multi-year expenditure programme, third to identify
tools for preparing good financial plans, and fourth to discuss some of the main institutional issues
related to the management of public environmental expenditure programmes.

The context for developing public environmental expenditure programmes

Public environmental expenditure programmes stem from national strategies and policies. Most
countries in Central and Eastern Europe, Caucasus and Central Asia (EECCA) have developed a
number of such strategic documents. These documents (e.g., Sustainable Development Strategies)
provide the long-term (5-10 year) framework, taking account of a range of economic, social,
environmental and development priorities (e.g., Millennium Development Goals (MDGs), European
Union (EU) Directives, and World Health Organisation (WHO) directives). Environmental policy is
established to be consistent with a country’s sustainable development strategy and includes the
elaboration of environmental priorities and basic principles that guide implementation of palicies,
related to compliance responsibilities and the roles of implementing agencies.

The implementation programme for environmental policy defines priority environmental
objectives and actions designed to meet those objectives, as well as policy tools and the resources
required to implement them. The implementation programme also describes the necessary laws and
regulations that need to be in place for this purpose. These objectives can be achieved with or without
subsidies. The implementation programme can be subdivided into non-expenditur e and expenditure
actions. Where no subsidies are necessary, hon-expenditure actions include the typical mechanisms of
environmental policy — standards, taxes, fees, permits, and other regulatory tools. In each case,
facilities and other regulated entities respond to incentives by taking actions (making investments) to
promote environmental goals. If objectives cannot be achieved without subsidies, public expenditure
programmes need to be set up to provide financial assistance to support facilities and other regulated
entities in carrying out investment projects.

On the basis of agreed objectives for the expenditure programme, a government will need to
identify the best institutional set-up to manage the programme’s resources. A multi-year financing
strategy will need to be developed. ldedly, the financing strategy should be approved by the
parliament. This strategy will clearly state the objectives of the programme and the timeframe for their
attainment as well as set priorities among different environmental media (e.g., reducing loca air
pollution vs. tackling transboundary air pollution, improving wastewater treatment in large cities or in
rural areas, etc.). Within each area, apriority list of problems eligible for funding should be identified.
In addition, the financing strategy should identify the main sources of financing, the main rules and
procedures (including eligibility, appraisal and selection criteria) for selecting the most cost-effective
projects to be supported with public resources. The financing strategy should not, however, identify
specific solutions; this is the task of the project cycle. In short, the financing strategy is the key
document that describes the main elements of the expenditure programme.

The financing strategy should provide the basis for developing annua investment programmes
and related annual budgets. An environmental investment programme is the implementation
component of an overall financing strategy designed to promote sustainable development objectives.
Figure 1 describes the process that links strategy and policy development to the investment
programme.

The overal implementation of the investment programme needs to be carefully monitored and
evaluated by the government agency responsible for the expenditure programme. Ex post evaluation is
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crucial in ensuring transparency and accountability as well as learning from experience in order to
improve the management of future expenditure programmes.

In addition, upon review by the government and attainment of the stated objectives, the
expenditure programme should be closed. Hence, the legislation on the agency should include a * sun-
set” (or termination) clause.

Figure 1.  Links between strategy, policy development and the environmental investment programme
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Essential programming elements and dligibility criteria

In most EECCA countries that have set up ingtitutions to manage public environmental
expenditure, investment programmes are often missing, or where they exist, they contain long wish-
lists of projects or centrally-planned project-specific pipelines. Most of these often remain under or
unfunded altogether and are carried over from one year to the next due to the lack of resources to
implement them. An alternative to such long lists of investment projects is an expenditure programme,
which aims to identify projects that can achieve the stated programme’s objectives at the least cost.
Setting up an expenditure programme requires sound identification of the financial needs related to
specific environmental areas. When the environmental objectives are clearly stated, the financial needs
can be assessed by screening the current situation (e.g., preparing an inventory of wastewater
treatment facilities) and forecasting the value of projects that need to be implemented in order to
achieve established environmental objectives.

Programming activities can broadly be divided into two groups:

e those decisions that define the expenditure programme elements, including rules and
procedures;

e those decisions related to the agency’s revenue and cash flow (the annua investment
programme).

The essential elements of awell-designed, realistic programme are provided in Box 1.

Box 1. Essential elements of the expenditure programme

An expenditure programme should be an integral part of a larger environmental programme aimed at
achieving specific priority objectives. Each public expenditure programme should have:

e Clearly defined objectives and priorities — these objectives should be specific, measurable, realistic
and time-bound and priorities should be few and unambiguous;

®  Clearly defined timeframe of the programme;

e  Specified cost estimates of achieving the objectives;

®  Specified sources of financing;

e  Specified eligible project types;

e  Specified eligible beneficiaries;

® Clearly defined terms of financing, including among others, financial instruments (eligible form of
subsidy), co-financing requirements, maximum/minimum level of support;

e  Well-documented principles, rules, and operating procedures for project cycle management;

e  Clearly-defined and robust criteria for appraisal, selection, and financing of investment projects;

®  Clearly-defined procurement rules;

e Selection of the best institutional arrangement to manage the expenditure programme, equipped

with sufficient resources to meet its objectives, qualified staff and instruments to implement the
programme;

e  Performance indicators for the institution managing the expenditure programme.

These main elements should be elaborated by the government agency/ministry responsible for
implementing the expenditure programme and contained in the financing strategy of the implementing
agency (e.g., objectives and priorities, project appraisal criteria, profile of eigible beneficiaries and

17



types of projects to be supported). Most of these elements also constitute the eligibility and
appraisal criteria, which will be discussed at length in the chapter on project appraisal.

For the expenditure programme, the key decisions concern the types of environmental
expenditures that will be funded and the characteristics of the funding provided. Expenditures can be
categorised according to the types of projects (e.g., investment, research, education, and public
awareness), the sectors addressed (e.g., air, water, solid waste, biodiversity, and nature protection), the
geographical focus (e.g., local, regional, national, transboundary, global), or in thematic terms, such as
demonstration of innovative technologies, waste minimisation, or pollution prevention. The
implementing agency should also be clear on the type and amount of funding provided for each group
of projects. The most common mechanisms used to disburse funds are grants and loans, but other
options such as interest rate subsidies and loan guarantees can be aso considered. Other funding
decisions include maximum or minimum levels of support and the share and types of project costs
funded (co-financing requirements).

Box 2. Launching an expenditure programme

In developing an expenditure programme, the agency should gather and analyse sufficient information
before determining the type of beneficiaries and the type of projects it will support. The following example is
based on the experience of the Polish EcoFund.

The Fund launched a programme aimed at protecting underground water reservoirs exposed to surface
pollution. It did research on reservoirs susceptible to contamination and studied water tables. Out of 47 reservoirs
identified and studied, the EcoFund selected 29 as seriously affected by surface pollution. The Fund then sent
letters to the municipalities in which these reservoirs were located (280 towns and rural municipalities). Of these,
119 settlements were identified as eligible.

The programme was designed to support projects that:

e are intended to construct, develop, and/or modernise wastewater treatment plants (WWTPs) and
sewerage networks (excluding house drains);

e will be implemented on the territory of agglomerations of more than 2 000, but less than 100 000
population equivalents (p.e.);

e will be implemented on the territory of agglomerations specifically identified in the National Programme
on Municipal Wastewater Treatment;

e are designed to address problems related to the hydro-geological conditions of individual reservoirs, the
natural susceptibility of the reservoir aquifers to pollution penetration from the surface, and the potential
pressure of specific pollution sources on groundwater.

In developing the appraisal and ranking system of projects to be supported through this programme, the
Fund first selected the indicators to use in the evaluation process with regard to the specific problems that will be
addressed (see the last bullet point above). These indicators were divided into three main groups:

e  Group 1: Properties of the water reservoir
v Reservoir area, in [km?];
v Groundwater resources available, specified in modular form in [m3/d><km2];

e  Group 2: Hydro-geological characteristics

v’ Aquifer type;

v Volume of precipitation water infiltration;

®  Group 3: Magnitude of environmental pressure

v' Population size of the specific agglomeration (as a measure of the pressure on the environment),
including such parameters as sewage quantity, solid waste quantity, air pollution (transport, heating, etc.),
production size (most people work for local employers), and/or agriculture.

The Fund then asked the eligible municipalities to provide information on the status of their WWTPs. The
inventory showed that 14 of these municipalities did not have WWTPs. Then the Fund selected 13 municipalities
where the worst cases were identified and invited them to prepare projects. These projects were appraised and
ranked and the most cost-effective ones received financing.
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In terms of revenue, most implementing agencies have limited discretion in selecting the types of
instruments that can be used or the amount generated from each financing source. The primary
exception relates to revenue earned from loan repayments and other investments (if allowed)
undertaken by the agency. Thus, the main focus of programming on the revenue side relates to making
revenue projections, aligning these to the expenditure programme, and managing cash flow.

Expenditure planning should be based on well-identified financial needs in various priority areas.
Aninventory of current facilities may be useful in estimating necessary expenditures (see Box 2).

It is important that the expenditure programme first be developed and only then should the
ingtitutional arrangement be selected and the institution established.

Setting multi-year expenditure objectives and priorities

The premise for setting expenditure priorities is that the implementing agency is unlikely to have
adequate resources to support all environmental projects. Thus, priority setting provides a way to
guide the allocation of limited resources that, ideally, is the most beneficial to the environment as well
as cost-effective. In addition, by stating its priorities, the agency may discourage the preparation and
submission of a large number of low priority projects, thereby allowing the agency to use staff
resources more effectively to review and select projects for funding.

The real challenge in establishing a realistic expenditure programme is to trandate broad policy
documents into meaningful and clear objectives and priorities. While the primary document for
codifying priorities is an annual investment or expenditure plan, the development of this plan is often
guided by alonger term strategy. Long-term strategies may cover a broad spectrum of environmental
and natura resource problems, or be focused on a set of problems for one medium, such as water or
waste. In some cases, strategies are developed in response to and tailored to the requirements of
international or regional treaties or agreements. In extreme cases, a strategy to serve as a guide for
setting expenditure priorities may not exist, and even if it does, may be too general or overly
optimistic, or lack an implementation plan.

What should be done if a government has failed to prepare a good expenditure programme?
Lacking a (well-focused) expenditure programme, the implementing agency needs to develop an
approach to setting clear priorities and all other related elements for its work. One option is for the
agency to take the initiative and launch a dialogue within the government. If such a broad dialogue or
political process is not possible, the agency may need to do its own priority-setting using its staff,
supported by its governing body, the members of which should include most of its mgjor stakeholders.
On the other hand, if the government agency responsible for overseeing the implementation of the
expenditure programme recognises the capacity and expertise of the implementing agency, the
programming task can be delegated to the implementing agency from the outset.

Prioritisation can be defined in terms of the:

type of environmental or natural resource domains promoted (see Annex 1.1);
types of projects (investment, research, education, etc.) (see Table 1);

type of project owners,

region or locality targeted for support from the agency;

scale of the project and its environmental effects;

o g M w NP

types of specific national or international objectives promoted.
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Box 3. Polish EcoFund definition of priorities within sectors

The Polish EcoFund manages resources generated by debt-for-environment swaps conducted between
Poland and some of its creditors. Most of these swaps were made in the early 1990s and the revenue will
continue to flow to the Fund until 2010. The main tasks of the Polish EcoFund are to:

Provide financial support for projects in environmental protection and nature conservation areas;

Provide assistance in fulfilling Polish obligations to international conventions and meeting EU
standards;

®  Ensure facilitation of the transfer of the best technologies from donor countries onto the Polish market.

The EcoFund supports investment projects within five priority environmental protection sectors:

®  Reduction of transboundary pollution of sulphur dioxide and oxides of nitrogen and elimination of low
sources of such emissions.

Reduction of eutrophying pollutant flows into the Baltic Sea and protection of drinking water resources.

Reduction of emission of gases causing global climate change (global warming and stratospheric
ozone).

Protection of biological diversity.
Promotion of waste management and contaminated soil reclamation.

The EcoFund has defined strict boundaries for each priority area.

In the air protection sector:

highest stacks (above 100 meters high) - desulfurisation of flue gases
lowest stacks (below 40 meters high) - elimination of low emission sources

In the water protection sector:

e  wastewater treatment plants for towns located within 50 km of the Baltic coast
e  wastewater treatment plants crucial to the improvement of water quality in large cities
e  preservation of high quality water in the most valuable lakes

In the climate protection sector:

®  energy savings in buildings
e  utilisation of waste energy in industry
e  promotion of renewable energy sources

In the nature protection sector:

® renaturisation of endangered ecosystems (i.e., wetlands)
®  active protection of plants and animals threatened with extinction
® tourist infrastructure in national parks and biosphere reserves

In the solid waste management sector:

comprehensive systems for utilisation of communal waste for 50 000 - 250 000 inhabitants
elimination of hazardous waste from industrial processes
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It is important to have a precise definition of the limits to priority areas such that during the
appraisal process all well-prepared projects lying within the scope of a priority field are digible for
support, while other projects are not. These sharp boundaries are then used as digibility criteria
and allow potential applicants quickly to decide if their projects can pass the eligibility test. Box 3
provides a good example of clear priorities and eligibility criteria, as used at the Polish EcoFund. The
Polish EcoFund rarely receives applications that fall outside of these categories, thus saving time and
resources in processing project proposals.

It isalso important that priorities be defined neither too broadly, nor too narrowly. If priorities are
too broadly defined, some of the most beneficial projects may not be funded and the agency’'s
resources may be spread too thinly among a great number of projects. In contrast, if priorities are
defined too narrowly, the agency may receive only a few proposals and will not be in a position to
disburse al available resources. If unspent resources revert to the state budget, or the next year's
alocation is reduced because of perceived carryover, there may be an incentive to lower the
gualitative requirements for projects capable of obtaining support.

If priorities are set by project type, some of the major types are provided in Table 1 below.

Table 1. Types of projects

Type of activity Description

Investment Support for projects that involve construction and installation of process or
abatement control equipment

Equipment Purchase of equipment used in environmental and natural resource management

procurement

Research Support for environmental research, typically to universities, research institutes, and
NGOs

Education and Support for environmental education and awareness-raising programmes,

awareness administered by agencies, local governments, NGOs, universities, and schools

Training Support for natural resources training to increase capacity of institutions and

stakeholders

Land acquisition Purchase of land for parks and protected areas, habitat protection, buffer zones;
could also include purchase of development rights to maintain land in its current
undeveloped state

NGO capacity General support for staff, buildings, and equipment, capacity-building of staff
through training

Management support | Direct support for staff and equipment needed to manage parks and protected
areas, restore habitats, and provide complementary infrastructure

Habitat restoration May involve some capital and infrastructure investments, species propagation, etc.
and protection

Contamination Involve removal of contaminated material from sites that may impact protected
cleanup investments | areas

For investments, the major project category from both an expenditure perspective and in terms of
the concentration of public resources, as well as an additional differentiation of priorities can be
examined. A brief discussion of the following types of investment project prioritiesis provided below:

e Large and small investment projects. The agency should analyse the potential benefits of
supporting a few large projects versus the benefits of supporting many small projects. Often
the agency can find some balance between small and large projects, partly by limiting the
share or total amount of funding provided.
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e Commercial and non-commercial projects’. If commercia investments are to be
supported, the agency needs to conduct a thorough analysis of capital markets and review
rules that may apply to the provision of subsidiesto private firms.

e Innovative investment projects. These are projects for which no reference instalations
exigt in the country, or that are a novelty internationally. Clearly, such projects present a
higher risk of failure to achieve anticipated environmenta benefits than do typical projects.
This also appliesto the transfer of the best foreign technologies. A number of comprehensive
engineering, economic, and marketing studies should be carried out before a decision is
taken to support such cases or not.

e New versus ongoing projects. Generally, support for ongoing projects should be
discouraged in order to avoid situations in which project promoters start a project just to
increase the probability of receiving subsidies from the agency.

Choice of form of subsidy

An important element of the expenditure programme and a mgjor eligibility criterion is the form
and level of financia support provided to various environmental sectors and various groups of
beneficiaries. The clear and unambiguous definition and dissemination of funding rules in advance of
the project cycle is essential to guide applicants in developing their proposas and determining the
level of co-financing support to seek from the agency. The level of co-financing has its justification in
the concept of additionality. This also requires the selection of different formsin which the agency can
distribute the subsidies and manage their respective advantages and disadvantages.

The “ additionality” of implementing agencies

Ideally, the agency should provide no more project support than is absolutely necessary for the
beneficiary to proceed with the project. This principle — referred to as additionality — means that the
agency’s resources are complementary to the financing the beneficiary can secure from other sources.
In practical terms, additionality is ensured through the co-financing requirements imposed by the
agency. To the extent that the agency can establish rules consistent with the concept of additionality, it
will enhance its capacity to support the greatest number of projects and therefore increase the
efficiency of public resources alocation.

In order better to determine the level of co-financing, as well as the types of financing that will
catalyse investments, the agency can carry out an analysis of economic trends, the state of financia
and capital markets, and applicants’ own sources of financing.

Economic trends

Each agency operates in changing economic and social conditions as well as in changing legal
and regulatory environmental framework and standards. The overall macroeconomic situation in the
country has a direct impact on the funding rules of the agency. If, on the one hand, the country’s

2 Commercial projects are those that when completed are capable of generating profit relatively rapidly (in not
more than a few years) in excess of the investment costs incurred. Non-commercial but socially viable projects
do not necessarily yield profits and then only if the discount rate applied is zero or very low and the timeframe
more than 10 years.
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economic Situation is deteriorating, many investors will be unable to make even the most essential
investments in environmental protection measures. This can also be the case when after several years
of intensive investment activity to improve product quality and/or reduce production costs, many
businesses and local authorities remain trapped in debts so severe that they are unable to undertake
new environmental investments until they have repaid their loans. In this case, the agency may need to
offer more attractive financing terms to encourage investors to undertake environmental projects. On
the other hand, at times of economic growth, public assistance — especialy in the form of grants —
should be provided with particular care in order to ensure that the polluter-pays principle is not
violated. In either case, the financial terms and products offered by the agency should be regularly
reviewed and adjusted accordingly.

Tracking changes in banking conditions

The government should make sure that the agency does not compete with the banking sector. A
commercial bank raises its capital on the commercial market while the agency disburses public
resources, hence, their transaction costs are not comparable and such a situation creates unfair
competition. If there are signs that this is happening, the financial terms of the agency should be
modified. In addition, the government should encourage the development of the banking system as a
viable source of financing.

In Slovenia, the Slovenian Environmental Development Fund was originally established and
mandated to provide loans only just sufficient to ensure the maintenance of the real value of itsinitial
capital. Over the years, with the development of the banking and financial sector in the country,
commercia bank interest rates were considerably lowered and the Fund' s loans ceased to be attractive.
As a result, the Fund's charter was modified and for the last severa years, the Fund has been
providing grants to projects that cannot be implemented without public support.

Financing sources of the applicant

Another important area of ex ante analysis concerns the financing sources of applicants. In other
words, what share of project costs can be co-financed by applicants? Such analysis can be useful in
establishing co-financing rules for the agency; if certain groups of applicants have better access to
capital, others to grants, or can use their own resources, the agency may offer to finance a smaller
percentage of project costs for a class of applicants. While it is difficult to anticipate the needs of
individual applicants, some general factors can be considered in determining the financing capabilities
for the major groups of applicants: municipalities or municipally-owned facilities, private sector firms,
NGOs.

(i) Support from other agencies/funding sources

Where a number of funding options exist, it is necessary to examine the priorities, typica support
levels, and the number of projects supported by the respective agencies. Such analysis will help the
agency determine the level of support to offer to certain types of projects and applicants.

When there are different funding sources available to finance projects in the country, the
organisation of the application process and setting co-financing rates for individual projects is an
important issue. The following scenarios might be considered: (1) applicants submit requests to
different funding sources at the same time, indicating the share of project financing requested from
each agency; (2) by agreement among the various funding sources, an application sequence can be
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established (e.g., submit an application to a regional fund first, determine if support is forthcoming,
then submit the application to the national fund).

Under the first scenario, due to the level of uncertainty with regard to receiving support from one
or more of the funding sources, the project may end up with a financing gap for which additional
resources will need to be sought. In this case, applicants will need to develop a contingency financing
plan using alternative sources. Under the second scenario, there is a clear increase in the time required
for the applicant to secure project funding because of the sequencing of the application to different
funding sources. This second approach reduces the uncertainty in the financing plan since the level of
support from the first agency is aready known when the application is submitted to the second
agency. If the second agency rejects the application, however, a contingency financing plan will still
be needed.

(ii) Own resources: public sector facilities

For municipalities and municipally-owned companies, the mgor own revenue sources are
budgetary resources generated from local taxes, direct transfers from the state budget and user fees.
These own resources may be used directly for investments or more typically, to service debt associated
with loans from commercial sources or environmental funds. The debt limits of municipalities,
however, are often restricted by the acts on public finance (i.e., the ratio of total debt to budgetary
revenues or debt repayment to budgetary revenues). In determining the co-financing rates, the agency
should consider not only the availability of additional sources of financing (own resources, loans), but
should also take into account the borrowing limits for municipdities. For large investments in
wastewater treatment, solid waste, and district heating, significant increases in user fees for
households and businesses are often necessary to recover the costs of investment.

Depending on the relative wealth of the population and, possibly, of the region concerned, a
decision has to be taken with regard to the share of the costs to be borne directly by the households
receiving the services and the share to be financed from other sources. Policy makers need to stipulate
minimum and maximum values within the framework of the assistance/financia instrument. Measures
of affordability (e.g., percentage of household income spent on utilities) may be used to evaluate
ability-to-pay.

(iii) Own resources: private sector firms

For private firms, the major sources of own resources include savings, current revenues/profits,
capital that can be raised on capital markets, and commercial loans. As a programming issue, it is
difficult to anticipate what share of project financing private sector firms can raise from own sources.
Y et, the general economic situation within various sectors, as well as the strength of capital markets
can be useful factors in assessing the resources of private sector firms. In addition, the agency may
track trends in the co-financing amounts requested in applications. This will be a good overall
indicator of the capacity of private companies to finance projects from their own retained earnings. For
example, while the agency may have established a maximum co-financing level of 50%, applicants
may be requesting a lower level of support, particularly if the share of project costs requested is used
as a criterion to evaluate applications. These levels need to be monitored and regularly adjusted.
Hence, the agency needs to follow closely how the average co-financing amounts requested by
applicants change from one year to the next.

With regard to some types of revenue-generating projects (e.g., wastewater treatment, solid waste

management projects), the agency may decide to introduce specific formulae to calcul ate precisely the
co-financing rate. At the same time, the agency may set the maximum level of involvement of its
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financial resources per type of project, e.g., 75% of total eligible project cost. For example, the co-
financing rate for environmental investment projects supported from the EU Cohesion Fund is
determined using a specific formula®. While various formulae can be used to determine the co-
financing rate for revenue-raising projects, this may be difficult to do in the case of non-revenue-
raising projects (e.g., nature conservation). Such projects often require higher rates of support. Annex
I.2 contains suggestions for possible options for the range and type of co-financing rates that can be
offered to different recipients for different types of projects. In addition, an example of the levels of
funding offered by the Polish EcoFund across different types of beneficiariesis also presented.

Financial instruments
The agency can use many different types of financial instruments. These include:
e matching grants;
e ‘“soft” loans,
e interest rate subsidies,
e |oan guarantees;
e  equity investments.

Of these mechanisms, to date grants and soft loans are by far the most common forms of
disbursement used in the EECCA region. Brief descriptions of each mechanism are provided below.
Pragmatic considerations should primarily drive the choice of financing instrument. Financial products
should be designed to make the project happen on the ground and should send the right signals,
encouraging efficient and result-oriented behaviour. It should be noted that all of foregoing
instruments provide subsidised financing as they contain a grant element in one form or ancther.

Financial instruments should be selected and designed so as to overcome the mgjor bottlenecks to
financing certain environmenta investments. These bottlenecks can include, for example, interest rate
mismatch, maturity mismatch, project preparation costs, or access to finance for a particular group of
borrowers. Financial instruments should betailored to the profile of project owners and the cash
flow profile of projects.

Grants

The most attractive source of financing for environmental investments from the perspective of the
applicant is a grant. A grant represents a direct transfer of funds from the source to the recipient. It is
transparent and does not require repayment by the recipient, although other conditions may be attached
to the grant by the source (e.g., repayment if the recipient does not apply the grant for the
intended/contracted purposes if the project fails to reach the initial objectives). Virtualy all
conservation trust funds and most environmental funds in CEE/EECCA disburse al or some of their
resources as grants. Grants are simple to administer and involve little financia risk for the agency.

% In determining the co-financing rate for environmental investment projects, the EU Cohesion Fund (CF) uses
the following formula: r = (C-R)/C, where r stands for the CF co-financing rate, C stands for the present val ue of
the investment and replacement costs, and R is the net present value of the revenues generated by the project
(including residual value).
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Because they are so attractive from the recipient’s perspective, they can be effective in leveraging
other sources of project financing if they are used sdlectively to cover only a portion of project costs.
For some types of projects (e.g., support for research, non-governmental organisations, nature
conservation, and education programmes), however, it may be necessary to provide 100% support
because co-financing may be difficult to secure.

The major drawback of grants is the “moral hazard™ sometimes associated with “free money”.
Because grants do not provide sufficient incentives to beneficiaries to save resources, projects that
receive grants require special monitoring of the results achieved. In addition, applicants often expect
that if they pay pollution charges they should automatically be entitled to obtain grants no matter what
the quality of their project proposals.

Matching grants are transparent and easy to manage. They can be most precisely targeted at non-
revenue generating projects or project components. Grants can be easily blended with private finance
and leverage sustainable commercial funding to environmental projects.

Soft loans

Many of the environmental funds in CEE countries use soft loans and feature loan terms and
conditions that are more attractive than those prevailing on the commercia market. These loans are
“softened” in one or more of the following ways: reduced interest rates, alowance for grace periods,
and longer payback periods.

Soft loans are the preferred instrument in countries with underdeveloped financial markets, e.g.,
with short maturities, high spreads® or credit rationing®. Soft loans generate revenues as borrowers
repay principal and interest, thereby enabling fundsto “revolve” provided default rates are low and the
real value of repayments is not eroded by inflation. Implementation is often faster because loans are
believed to send the right signals to project owners. Soft loans tend to engage more stakeholders to
hold recipients accountable for project results, because debt has an opportunity cost in contrast to
grants. Soft loans also address the moral hazard associated with grants and encourage greater financial
discipline on the part of borrowers.

Soft loans have some drawbacks. Most importantly, there is the risk of default on loans. While
agencies can require borrowers to provide collateral to secure their loans, public environmental
funds/implementing agencies are not usually established to accept property in the case of default. Soft
loans also entail higher administration costs than grants because of the added burden of conducting the
full evaluation of applicants as well as managing repayments.

Theoreticaly, soft loans compete with commercial loans and could severely attenuate the demand
for commercial loans for environmental investments. Whether such crowding out is observed in
practice depends on the size of the market for credit and the relative number and magnitude of soft
loans provided by the agency. Another issue related to soft loans is their suitability for financing large
investments in infrastructure for which costs are recovered over a period of 15-25 years. For revolving

* In economics and ethical theory, the term moral hazard is used for any situation in which a person or an
organisation does not bear the full adverse consequences of its actions.

® The difference between interest rates on deposits and interest rates on loans.

® A concept in economics and banking describing a situation in which a bank limits the supply of loans — even
though it has sufficient funds to loan out — and the supply of loans has not yet equaled the demand of
prospective borrowers. Changing the price of the loans (interest rate) does not equlibrate the demand and supply
of the loans. The bank finds that raising the interest rate beyond a certain level actually reducesits profitability.
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funds, such long repayment periods would serioudly limit the level of working capital. As a resullt,
most funds offer soft loans only for much shorter payback periods of 3-5 years.

I nterest rate subsidies

An interest rate subsidy is a special case of a direct grant. The interest rate subsidy is used to
reduce the effective interest rate on a loan. Its value may be stipulated as a fixed amount (e.g.,
percentage of investment, or absolute amount established by the agency) or more typicaly, as the
difference between tota interest payments over the life of the loan at prevailing commercia interest
rates minus interest payments for a lower subsidised rate. In some cases, the interest rate subsidy is
pegged to a particular target interest rate (e.g., 5% or 10%) or specified as a percentage reduction, such
as 2% or 5% below the commercial rate.

The interest rate subsidy can be viewed as a rebate granted by the creditor or - more typicaly - by
a third party such as an environmental fund or donor. The crucial difference between an interest rate
subsidy and a grant is that the latter can be extended independently, or even in the absence, of
additional financing. On the contrary, the interest rate subsidy is conveyed only after the project has
already met financial and creditworthiness criteria leading to a lender's willingness to invest in it.
Thus, the main prerequisite for using an interest rate subsidy is the existence of a well-developed
commercia banking sector in the country.

Loan guarantees

A loan guarantee is a mechanism by which a third party assumes a legal responsibility to
compensate a lender if the borrower defaults on a loan. Theoretically, loan guarantees can be provided
by any legal entity with the necessary financial resources deemed acceptable to the lender. Depending
on the credit risk associated with the proposed loan, the guarantor may be required to reserve or hold
only a portion of the loan amount. From an environmental agency’s perspective, the provision of
guarantees enables the agency to support a volume of investments that is four to five times the amount
of resources required for the guarantee. Loan guarantees have been provided by the Czech State
Environmental Fund, but other CEE or EECCA funds have not yet used this mechanism. In CEE
countries, facilities/enterprises have often experienced difficulty in securing commercia loans to
finance environmenta investments, because the project and/or applicant fails to satisfy the lender’s
financial criteria. If the borrower can provide aloan guarantee, however, the lender may issue the risky
loan.

L oan guarantees reduce the risk of loan default and can be beneficia in lowering the interest rates
charged for lower risk commercial loans. They may provide the only effective mechanism by which
environmental agencies can support large infrastructure loans with long repayment periods. Y et, such
guarantees require the agency to maintain a reserve and may limit its current capacity to support
projects. As with soft loans, the issue of collateral must be considered, as the agency, acting as the
loan guarantor, agrees to repay the loan if the borrower defaults. Consequently, the agency needs to
have skilled and qualified staff capable of properly analysing risk.

Equity investments

For private enterprises, equity can be viewed as a source of capital that is used for a variety of
purposes, such as expansion of operations, modernisation, or short-term debt financing. Environmental
equity refersto capital that is earmarked for environmenta purposes rather than general operations of
the company. As aresult, the equity may be available on more attractive terms than for other capital.
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This mechanism is most common for start-up businesses that plan to manufacture environmental
control equipment or provide consulting services. Equity is most often used in providing support to
new or innovative environmental protection businesses.

In providing support to equity investments, the agency buys shares in the enterprise. These shares
can then be sold later on at a profit. A serious problem related to this instrument is the choice of the
time when the agency decides to sell its shares. The right choice of the exit strategy requires
knowledge that is not readily available in most of the CEE and EECCA environmental funds. So far, a
few CEE funds have made equity investments (e.g., the Polish National Fund).

Table 2 shows a possible mix of subsidy instruments with regard to different types of projects.

Table 2. Mix of subsidy instruments

Grants Soft L oans Interes_t rate Loan _ Equity
subsidy guar antee investments
Nor}—re\/enue X X
projects
Nor)-commermal X X
proj ects
Innovative projects X X

Considerations of project size

The choice of financial instrument should be done in line with national legidation. In addition,
the choice should take into account other financial sources and productsin use in the country.

Another dilemma is related to the amount of resources provided to individua projects. This
applies to both the lower and upper limits of financial aid. A lower limit should be fixed, inasmuch as
the agency’ s costs of servicing a project may even exceed the level of financia aid granted if the latter
is too small. It should be pointed out that processing small projects often requires the same level of
work (and sometimes even more) as for large projects. It is therefore strongly recommended that a
lower limit of financial aid be determined empirically by reference to the wage cost for processing an
average project. On average, such costs should not exceed 20 to 25% of the amount granted in
financial support of a project. A lower (as well as an upper) limit can be set for certain types of
projects or even to distinguish clearly between activities of different funding sources (to harmonise
funding policy countrywide).

On the other hand, the agency should try to reduce the costs of processing small projects by
unifying and simplifying the procedure. For instance, in the case of a large number of small similar
projects usually undertaken by private investors, opening a credit line with a bank is a convenient way
to process such projects. The usual division of work between the agency and the bank is that the
agency covers part of the costs of servicing the credits (thus giving them a preferential character), or
even funds the interest on such credit in full, whilst the bank provides the full scope of servicing for
the beneficiaries. In the case of the Polish EcoFund, the lower limit for a single grant cannot go below
PLN 50 000 (about Euro 13 000).

At the other extreme, large investment projects exist (e.g., those implemented in the power-

supply sector or the construction of wastewater treatment plants for large urban agglomerations) where
the general rules for providing financial support are not applicable because of the limited amounts of
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money at the agency’s disposal. Such situations should be provided for in the agency’s operationa
programme, also because such projects are among national priorities and should be given financia
support from various sources.

Developing financial plans

Developing annual financial plans constitutes the core of programme budgeting and good
financial management. Programme budgeting has two major aspects. revenue forecasting and
expenditure planning.

Revenue sources

Implementing agencies and other types of environmental expenditure programmes may generate
annual working capital from a number of sources. Table 3 provides an overview of the most common
revenue instruments used in CEE and EECCA environmental funds and expenditure programmes. For
each instrument, a short description and examples are provided, along with a synthetic analysis of the
revenue principle, strengths and weaknesses, sustainability, and the non-revenue benefits (usually
because of the incentives for reducing environmental harm provided by the instrument) resulting from

the implementation of the instrument.

Table 3. Revenue instruments

Budget allocations

Description: Transfer of state treasury resources to agency account; may be general or earmarked
revenues
Examples: Budget allocations (Slovak Republic, Mexico, Austria); Proceeds from privatisation

sales (Czech Republic, Estonia, Germany, Slovenia); Austrian environmental funding
system

Revenue principle:

Political prioritisation

Strengths:

Source is available on annual basis and the amount is known and reasonably certain

Weaknesses:

Access to resources is competitive with other sectors, many of much higher political
priority

Sustainability issues:

Government commitment to sustain support for agency’s expenditures

Non-revenue benefits:

Improved accountability, performance basis for sustained allocations

Pollution charges

Description:

Levies on air pollution emissions, water pollution discharges, waste disposal

Examples:

Air, water, and waste fees and charges (Polish National and Regional Funds,
Hungarian Environmental Fund); marine damages (Egyptian Environmental
Protection Fund)

Revenue principle:

Damages/negative externalities (Polluter-pays principle)

Strengths: Credible with public due to clear link between payment and damage to the
environment; annual and permanent source of revenue
Weaknesses: Amount is not known and subject to collection and enforcement effort; usually

collected by local officials without incentive to attain high collection rate. Where tax
authorities are involved, results can be much better (e.g., Ukraine)

Sustainability issues:

Increase per unit rates and/or expand collection base to maintain revenues as
pollution per facility declines

Non-revenue benefits:

If rates are high enough, may create incentives to reduce pollution

Pollution fines

Description: Fines on amounts exceeding allowable levels and often levied at a higher rate than
charges; fines for illegal or accidental discharges
Examples: Land use fines (Slovenia), air/water pollution fines (Bulgaria, Czech Republic,

Hungary)

Revenue principle:

Damages (Polluter-pays principle)

Strengths:

Annual source of revenue

29




Weaknesses:

Amount is not known and subject to collection and enforcement effort; collection rates
usually very low, in EECCA in particular not easy to enforce

Sustainability issues:

Increase per unit rates to maintain revenues as pollution per facility declines

Non-revenue benefits:

If rates are high enough, may create incentives to reduce non-compliance violations

Natural resource taxes

Description: Levies on the consumption/extraction of renewable and/or stock resources
Examples: Mineral extraction charges (Estonia, Polish National Fund)

Revenue principle: Benefits principle

Strengths: Once rates are established, reliable source of revenue

Weaknesses: Weaker link between revenue source and environmental projects than for

environmental charges and fines; amount collected annually depends on economic
factors outside control of the agency

Sustainability issues:

Renewable versus stock resources; indexing of nominal tax rates

Non-revenue benefits:

May encourage improved efficiency, substitution of less expensive alternatives,
recycling

Product charges

Description:

Levies on products that contribute to excessive levels of pollution or waste

Examples:

Fuel charges (Bulgarian National Fund, Hungary, Moldova, Austria); charges on
packaging (Latvia); other product charges (Hungary)

Revenue principle:

Damages (Polluter-pays principle)

Strengths:

For most products, easy to assess and collect, particularly at the producer level

Weaknesses:

Weakly linked to environmental investments; may create or exacerbate trade
distortions depending on applicability (domestic products versus imports)

Sustainability issues:

Charge rate must be sensitive to changes in demand, GDP growth, and technological
change

Non-revenue benefits:

If rates are high enough, may induce use of substitutes that create less pollution or
waste

User fees
Description: Fees assessed on users of parks and tourism facilities, environmental services, such
as water supply, wastewater treatment and waste collection
Examples: Tourism tax (Belize), tariffs for water services (in most EECCA)
Revenue principle: Benefits principle, ability-to-pay
Strengths: Easy to assess and collect, best used where service is linked to investment
Weaknesses: In poorer countries, may not be affordable or generate required revenues as

acceptable user fee rates may be to low

Sustainability issues:

Depends on availability of substitutes

Non-revenue benefits:

Users may demand higher quality products (e.g., waste collection services, park
facilities)

Permitting and licensing fees

Description:

Fees assessed for the services provided by agencies issuing permits and licenses

Examples:

Administrative fees (Bulgarian National Fund); permitting fees (Romanian National
Fund)

Revenue principle:

Benefits principle, ability-to-pay (if fee related to value of asset for which license is
required)

Strengths:

Easy to assess and collect

Weaknesses:

Limited revenue potential, weak link to environmental investment

Sustainability issues:

Maintaining fees at levels that cover costs of providing these services

Non-revenue benefits:

Facilities may demand improved regulatory process (e.g., fewer delays, improved
review)

Donations
Description: Individual and corporate gifts
Examples: Individual donations (Egyptian Environmental Protection Fund)
Revenue principle: Willingness-to-pay, ability-to-pay, benefits principle
Strengths: Voluntary nature makes them acceptable to all groups
Weaknesses: Generate limited revenue, may require considerable expense to generate

Sustainability issues:

Public awareness campaign, maintenance of collection sites, favourable tax treatment
for large donations, installation of revolving fund

Non-revenue benefits:

Creates fewer market distortions, mechanism for soliciting donations can increase
public awareness
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Grants

Description: Bilateral and multilateral assistance in form of grant or debt forgiveness; private sector
or NGO debt forgiveness
Examples: Grant for agency start-up (EU to Lithuania and Latvia); endowment grants (Global

Environmental Fund (GEF) to numerous countries); Debt-for-environment swaps
(Switzerland to Bulgaria; USA, France, ltaly, Switzerland, Sweden and Norway to
Poland; private debt-for-environment swaps (brokered by the World Wide Fund
(WWF) in the Philippines)

Revenue principle:

Political prioritisation

Strengths:

Does not displace other domestic spending

Weaknesses:

Limited application, often only for start-up activities; may include numerous
conditionalities that must be approved by the state

Sustainability issues:

Not sustainable, typically one-time or limited term

Non-revenue benefits:

May encourage more accountable and transparent procedures

IFI loans

Description: Loans from the World Bank, European Bank for Reconstruction and Development
(EBRD) or other IFI for initial capitalisation of agency
Examples: World Bank loans to set up a National Pollution Abatement Facility in Russia and

Slovenian Environmental Development Fund

Revenue principle:

Willingness-to-pay, ability-to-pay, political prioritisation

Strengths: Can provide substantial start-up capital; useful in establishing revolving funds,
particularly if provided with grace period and favourable interest rates
Weaknesses: Up-front administrative costs, sovereign guarantee may be required to secure loan

Sustainability issues:

Generally, not sustainable, typically one-time or renewable

Non-revenue benefits:

May encourage more accountable and transparent procedures

In addition, Table 4 illustrates the different sources that are used to generate annual working
capital for selected CEE environmental funds. Box 4 describes a specific example of a source, a debt-
for-environment swap scheme, which provides the revenues for the Polish EcoFund.
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Table 4. Revenues and disbursements for selected CEE Environmental Funds

Major sources of revenue
(% of revenue)

Major disbursement mechanisms
(% of funds)

2000 : .
Leading Major Second
Country and funds Revenues source Second source mechanism mechanism
(mln USD)
Bulgaria: National 23.8 | Product Non-compliance | Grants - 60% Interest-free loans
Environmental charges fees — 4.5% - 30%
Protection Fund (Charges on
liquid fuels) -
83%
Bulgaria: National Trust 3.3 | Debt swap — Financial Grants — Interest-free loans
Ecofund (1999) 94.6% operations — 98.2% -1.8%
5.4%
Czech Republic: State 90.2 | Pollution Loan repayment | Grants — Soft loans - 26%
Environmental Fund charges — (incl. interest) - 69.3%
50.3% 40%
Hungary: Central 102.2 | Product State budget Grants — Interest free loans
Environmental charges transfer —30.5% | 94.8% -52%
Protection Fund (lubricants) -
51%
Poland: National Fund 364.6 | Loan Pollution Soft loans — Grants — 25.6%
for Environmental repayment charges and 72.2%
Protection and Water (incl. interest) | fines — 27.8%
Management - 59.2%
Poland: EcoFund 38.5 | Debt swap — Financial Grants - 100% | -
81.1% operations —
Swiss grant— | 9.7%
9.2%
Poland: Krakow 24.6 | Pollution Loan Soft loans — Grants — 15.3%
Regional Environmental charges - repayments 84.7%
Protection Fund 46.7% (incl. interest) —
39.9%
Slovak Republic: State 32.4 | Pollution Privatisation Grants — Soft loans — 5.4%
Environmental Fund charges — proceeds — 94.2%
61.9% 25.4%
Slovenia: Environmental 21.4 | Loan Foreign grants — | Soft loans - -
Development Fund repayment 25.9% 100%

(incl. interest)
- 60%

Source: Environmental Funds in the Candidate Countries, REC, 2001.

As can be seen from the Table 4, the most commonly used revenue instruments among the CEE
Environmental Funds are pollution charges, product charges, and loan repayments. These are followed
by privatisation proceeds, financial operations, state budget transfers, foreign grants, and/or IFI loans.
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Box 4. Revenues of the Polish EcoFund

Thanks to the Polish debt-for-environment-swap (DFES) scheme implemented by six creditor countries —
the USA, France, Switzerland, Italy, Norway, and Sweden (Sweden participated in the scheme until 2003) — the
EcoFund Foundation has had a stable and certain source of revenues. Pursuant to the agreement signed by
Poland in 1991 with the creditors of the Paris Club, half of Poland’s debt was cancelled and the other half was
agreed to be paid back by 2010. A part of that paid-back money is now transferred to the EcoFund’s bank
account.

During the planned period of its existence (1992-2010), the Polish EcoFund expects to receive revenues
totalling USD 571 million. By the end of 2004, the EcoFund had received a total of USD 350 million from the
DFES scheme, i.e. 60% of the total amount that has to be transferred to the EcoFund. Figure 2 shows the trend in
EcoFund’s revenues from that source over the 1992 to 2004 period, in US dollars. It should be stressed, however,
that the EcoFund actually receives the money in Polish currency, in amounts calculated according to the
exchange rates adopted by the National Bank of Poland on the days in which individual instalments become due
and payable, as stipulated in the DFES agreements concluded between Poland and its individual creditor
countries.

Figure 2. EcoFund's revenues from the Polish DFES, 1992-2004, million USD

v 0.0 PRIRIRNE

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004
Y ear

In order to achieve its objectives, meet its commitments, and prepare realistic budgets, the agency
needs a predictable and stable revenue stream. Hence, the revenue composition is of utmost
importance. The stability of revenue flows is sometimes even more important than the amount of
revenue. The composition of revenue sources should ensure a flow of resources in amounts sufficient
to achieve agency's objectives on time, and without creating distortions or destabilisation in the
economy. ldeally, the revenue sources should not compete with, or crowd out, revenues of the state
budget. Pollution charges, as a specific instrument of environmental policy and additional to the
instruments of raising revenues for local or national budgets, present such an option.

Experience shows that whenever other bodies are involved in the collection of revenue from
pollution charges, they need some incentives to do so effectively. Otherwise, it is just an additional
burden for them and the revenue collection may be sluggish. Thus, if tax authorities are to be involved,
some revenue-sharing arrangement with the budget is worth considering. The budget share could be
diminishing over time. It could be as high as 60% in the first year to help motivate tax authorities to
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establish strong revenue collection procedures up-front. The legidation can postulate that
progressively, this share should diminish and reach an ultimate target of 20%, for example, 3 years
after the instrument isimplemented.

Precise planning of revenue will be a very important condition for the agency to implement
effective spending strategies. Therefore, the revenue sources that are highly erratic and unpredictable
will bring little benefit to the agency. The experience of the CEE and EECCA Environmental Funds
indicates that non-compliance fines contribute very little revenue and are very hard to predict. In
addition, the cost of their collection is very high and insufficient to cover the costs of monitoring and
enforcement of Environmental |nspectorates.

Undertaking risky investments on financial markets with the aim of generating additional revenue
is aso not recommended. While agencies could invest in afew instruments such as bank deposits and
state securities (i.e., government bonds and treasury bills), experience shows that in some regions and
under certain conditions even these instruments may be risky. By the same token, the agency should
not be permitted to invest on the capital market. Acquiring or receiving enterprise shares or securities
(bonds, letters of exchange) may diminish the agency’s profile and credibility and may easily
evaporate out its resources. Trading these securities against cash on the market also requires a great
deal of management time and human resources.

Product charges are payments on products that at one point in their lifecycle — production or
consumption — pollute the environment. Usually they provide a stable and predictable flow of
resources. Product charges have relatively low administrative costs and are easy to collect. Product
charges are spreading further in both CEE and EECCA countries and more experience is being gained
with their application.

Whatever the sources of revenue for the agency, these should be clearly indicated in its enabling
legidlation. The revenue should only be received in cash. No surrogate money should be accepted from
polluters. In short, the sources of revenue should:

e ensure apredictable and stable revenue stream over time;

o  keep pace with therate of inflation;

e introduce a diverse revenue base;

e havelow administration costs, i.e., administrative simplicity and low monitoring cost;

e have alow probability of evasion;

e not introduce economic distortions with regard to impact on competitiveness of industry.

Budget planning

Once the agency has decided on the programmes that will be supported and the revenue sources
have been identified, the agency staff can start planning the budget — the revenues needed and the
expenditure to be made.

Budget planning involves the elaboration of revenue and expenditure estimates to ensure there is
no shortfall during the planning period. The budget planning period is typicaly greater than one year,
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reflecting the fact that many environmental projects will take several years to implement (e.g.,
wastewater treatment plants, landfills, etc.). A frame of 3-5 years is normal and includes individual
annual budget plans for the next and subsequent years. Generaly, the future-year budgets are less
detailed and include estimates for new projects and commitments for projects already approved but
till in implementation. In most countries, guidance on the process and scope of the budget plan is
formalised in the legal hierarchy. Such a legal status for budget planning imparts a level of
predictability onto the process and ensures accountability. Ideally, the first step in budget planning is
to secure funding for the expenditure programme. The amounts determined and politically agreed in
the overall programme should also be guaranteed in alegaly binding form, i.e., in acts of parliament.
At any rate, thislegal certainty should be achieved at least for the medium term.

The main goal of financial planning is to bridge the gap between the available sources of
revenues on the one hand and the investment plans on the other. It should also aim to ensure that
expenditures are smoothly financed throughout the year and that all targets from the operational plan
are met. The annual financial plan is usually set up in the third quarter of the year for the following
year, which aso corresponds to the fiscal year. For adequate financia planning, it is essential to know
how much money can be expected in the next year and if the revenues are guaranteed. The availability
of sources is usually determined by legislation and other operating acts of the institution, and yet the
revenue forecasting remains the difficult part of financial planning.

The main elements of the budget include:
e halance from the previous year;
e income from revenue sources;

e  project implementation costs (for ongoing and new projects with subsidies paid in the current
year);

e administrative costs (good practices require that these are not higher than 4-5% of all
expenditure; in the case of the Polish EcoFund, they amount to 3.5% per year).

Tables 5 and 6 below offer smple management tools for annual revenue and expenditure
planning.
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Table 5. Plan of revenues

Amount of revenues

Type of revenue

Previousyear | Current year | Current year
(n) budgeted | (n) achieved

Following year
(n+1) budgeted

Following
(n+2) year
budgeted

National budget

Pollution Charges
Air
Water
Waste
Other

Interest on loans issued

Repayment of loans issued

Foreign borrowing

Other

Total revenues

The foregoing table helps to identify the source and amount of revenue on a yearly basis. It is
also recommended to add columns to compare percent changes or by index between the budgeted and

attained values. Thisis agood starting point for forecasting expenditures.

As aminimum, the expenditure plan should include:

o Estimation of fixed expenses (those that cannot be delayed, such as payment of interest on
loan, payments referring to labour costs, costs of materials, and other costs of goods and

services that have to be performed daily);

e Forecasting debt repayments (if appropriate);

e  Forecasting the purchase of fixed assets;

e Determining available amounts for eligible financing mechanisms: grants, soft loans, interest

rate subsidies, loan guarantees.

Apart from fixed expenses, which are necessary to perform the adopted operational plan, there

are other fixed costs related to different financial products, especially loans provided by the agency,

such as:

e costs of establishing collateral (property valuation for mortgage purposes, legal fees, etc.);

o fees for environmental and financia monitoring of the investments (bank charges, fee for
billing the statement for each loan, other fees for bank services, technical assistance in

environmental monitoring, etc.).
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Table 6. Expenditure Plan

Amount of expenditure

Type of expenditure Previous Current Current | Following | Following
year (n-1) | year (n) year (n) | year (n+1) | year (n+2)
budgeted | estimated | budgeted | budgeted

Fixed expenses

e Sdariesand other labour costs

e Expensesfor goods and services

e  Repayments of debt

e  Purchase of fixed assets
¥ Fixed expenses

Type of financia product
e Grantsgiven
e Loansgranted

e Variable costs related to the products
¥ Investments
Total expenses

Remaining revenues (total revenues — total
expenses)

Long-term planning is an essential part of good management and is necessary for setting up good
investment policy, while a short-term financial plan and budgeting are important for the day-to-day
operations, i.e., for balancing next year's revenues and expenditures. Both revenue and expenditure
should be recognised according to the cash flow principle.

Institutional structuresfor managing environmental expenditures

Once all other essential €lements congtituting the expenditure programme have been clarified, the
government agency responsible for programme implementation can move to selecting the most
appropriate institutional arrangement. A number of different institutional forms can be established to
manage public environmental expenditure progammes. Regardless of the ingtitutional form, however,
public environmental expenditure management should involve institutiona structures and procedures
that promote environmental effectiveness, embody fiscal prudence, and utilise financial and human
resources efficiently.

I nstitutional forms

The various available ingtitutional arrangements that can be employed to manage public
environmenta expenditures vary according to the type of ingtitution, the relationship of the institution
to the government, and the source of funds. Three basic ingitutional forms can be distinguished
among these arrangements: 1) governmental implementation units; 2) environmental funds; and 3)
directed credit or line of credit financia intermediaries.
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Governmental implementation units mainly manage government budget resources, although
one of these ingtitutional forms — the project implementation unit — may also manage multilateral or
bilateral grant resources. Governmental implementation units include the following ingtitutional

forms:

Government department with responsibilities for procuring goods and services or financing
specific projects within the state budget.

Project implementation unit established within a government department to implement
projects within a specific government expenditure programme included in the budget.

Autonomous/decentralised government agency financed from the budget but created to
decouple the delivery of services or administrative tasks from policy formulation.

Soecial purpose fiscal unit created as an independent ingtitution with restricted taxing
powers (e.g., river basin water agency or forest agency).

Public utility with the authority to collect user charges and the responsibility to develop,
maintain and operate collective infrastructure (e.g., municipal water, solid waste or district
heating).

Environmental funds are the predominant institutional form for managing public environmental
expenditures for a diverse group of project proponents in CEE and EECCA countries. Funds vary in
terms of their legal status, their relationship to the government, the range of projects they support, the
mechanisms used to disburse funds, and their sources of funding. Environmental funds may take one
of the following forms:

Budgetary fund with its own management structure and autonomous, earmarked revenue
source within the budget. Such funds may be established within the government at the sector
or regiona level, with a portion of the working capital typically provided through transfers
from the general budget.

Budgetary fund managed outside the government, with its own autonomous, earmarked
revenue source. Such funds may have independent legal status, athough their revenue and
expenditure plans are approved annually in the budget law.

Extra-budgetary fund, managed outside the government, with its own, autonomous,
earmarked revenue sources, independent legal status, and assets. Their revenue and
expenditure programmes do not require annual approvals in the budget laws, although their
budgets may be added to the general budget as an annex.

Fpecial-purpose government-controlled fund (revolving or not) owned by the government,
but established outside of government departments and capitalised by one-time budgetary
transfers (e.g., formerly the Slovenian Environmental Development Fund).

Independent intermediary for the government (grant or debt) expenditure programme. The
intermediary bears a contractual obligation to disburse government resources on terms and
conditions specified in the agreement with the government. The types of institutions which
may act as intermediaries include banks, leasing companies, and investment funds.

38



e  Government-(co-)owned public fund established to manage expenditure programmes co-
financed from external loans or grants. The legal status can take the form of a trust fund, a
foundation, an association or a commercia code company. The Polish and Bulgarian debt-
for-environment swap funds belong to this category.

Directed credit or line of credit financial intermediaries typically disburse resources provided
by donors or IFlIs, at least in CEE and EECCA countries. These financial resources are usually
earmarked for specific types of projects, such as energy efficiency, waste minimisation, and
greenhouse gas reduction. The two main forms are:

e Directed credit funds (DCFs) established as financial intermediaries by either government,
donor organisations or the IFIs, such as the World Bank. They are designed to finance small
commercial or municipa pollution abatement projects. DCFs typically operate on a
revolving basis, often for a predetermined period corresponding, for example, to the
disbursement period of IFI or donor lending.

o  Counterpart funds generated by sales of commodities or services provided through officia
assistance. They are managed under specific procedures and take into account the
reguirements of the donors.

Roles and responsihilities

In general, programming and project appraisal should be strictly separated. Programming is the
responsibility of the government agency in charge of the oversight of the management of the
expenditure programme (i.e., ministry of environment). Project appraisa is a technical process
conducted by competent technical staff, yet some roles and responsibilities may be assigned or
delegated to other ingtitutions. The major reasons for this sharing of responsibility include: 1)
management oversight; and 2) facilitation of participatory processes.

Management oversight

In practice, the implementing agency may have limited powers in setting expenditure policies and
selecting projects. For legal reasons, contracts with beneficiaries may be approved and signed by
senior managers in the environment or finance ministries. For CEE and EECCA environmental funds,
for example, the management oversight is often provided by a supervisory board featuring
representatives from key ministries, the parliament, scientific ingtitutions as well as NGOs. IFIs or
donors may provide management oversight in those instances where foreign funding is provided. Day-
to-day activities are a responsibility of the agency’'s staff. Larger agencies also have a board of
directors, with specific responsihilities, usualy referred to as the Management Unit. Table 7 provides
an overview of the division of roles/responsbilities between the supervisory board and the
management unit in accordance with good international practices.

The law or the statute of the agency should specify the number of the members of the supervisory
body, the principles of their appointment and dismissal, their voting rights and the intensity of
meetings. A compromise will have to be made between the principle of having an operationa body
and the principle of adequate representation of the main stakeholders. Internationa experience of well
functioning, similar ingtitutions shows that the supervisory body may consist of 11-15 people. Such a
size is conducive to efficient deliberation or decision-making, although the size may vary in relation to
the financia size of the expenditure programme. All members of the governing body will be appointed
individually for a fixed term (e.g., three years). It is important that the supervisory body have a
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balanced representation of the agency’s clients and public at large, such as municipalities, government
administration at different levels, environmental NGOs, business organisations and Parliament,
making sure that no single stakeholders' group dominates the process.

Table 7. Possible division of roles and responsibilities in the implementing agency

Role/Responsibility Inter national good practice
Internal Policies:
e Preparation Management Unit, external consultants
e Approval Supervisory Body
Establishing spending priorities Supervisory Body
Budget:
e Preparation Management Unit
e Approval Supervisory Body
Internal documents and external reports:
e Preparation Management Unit
e  Approval Supervisory Body
External communications Agency'’s Director, Agency's Communications
Department
Project cycle management:
o Identification Management Unit
e Processing of applications Management Unit
e Appraisal Management Unit, external consultants
e Ranking of projects Management Unit
e Selection of projects Agency ranks and selects projects for financing and

provides recommendations, Supervisory Body
takes final decision

Contract preparation Management Unit
Signing of contracts Agency'’s Director, Chair of Supervisory Body,
Minister (only in special cases of strategic
importance)
e Implementation / monitoring of projects Management Unit
Financial Activities:
e Approval of expenditures (signing of banking Agency'’s Director, Chair of Supervisory Body
documents and invoices)
e Financial monitoring and record-keeping Agency'’s Financial Department

The supervisory body could be administratively liable for ensuring the overall appropriate use of
agency's financial resources. Yet, it is very difficult under the civil law meaning of most European
countries to make the supervisory body members liable for decisions on financing projects. A practical
reason underpins this as well. Members of the supervisory body cannot practically have access to
sufficient information on individual projects to take fully informed decisions on a case-by-case basis.
For this, they will have to rely on the information provided by the management unit.

The management unit (including regular technical staff) should consist of highly qualified
professionals recruited on a competitive merit basis and held responsible for their decisions. The
management unit should be operationally independent and shielded from political pressures through
the rules and procedures devel oped for the staff of the agency.

Participatory processes
To promote transparency and improve accountability, some of the programming activities may

involve avariety of participants. For example, identifying project priorities may be vetted with local or
regiona authorities as well as central ministries and agencies. Comments on priorities or other
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programming issues may be solicited from the public, trade associations, and NGOs. This is
particularly important when the implementing agency lacks a well-formulated expenditure programme
and needs broader public and political support for its development. Supervisory bodies of many CEE
and EECCA environmenta funds include members representing NGOs, trade associations, and local
or regional governments. This also encourages and facilitates dissemination of information about the
activities of Funds. Practical considerations of time, expense and achieving consensus will often
determine the extent to which other institutions, governmental entities, or stakeholder groups are
involved in providing inputs to the programming process, taking decisons, or commenting on
decisions.

Selection of theingitutional form for environmental expenditure management

In selecting the form of the implementing agency, a number of factors need to be considered.
These include, among others:

e thesizing of expenditureinstitution;

e the degree of management control;

o  staffing requirements;

o lifecycle of the expenditure programme;
e nature of funding;

o types of disbursement mechanisms;

conditionality.

The first and most obvious factor is the sizing of the expenditure institution, based on the
expected amount of financing and the number, type, and size of projects to be funded. For very simple
expenditure programmes, involving uniform goods or services and a limited amount of
implementation oversight, existing government institutions may be able to absorb the additional
workload and responsibilities into their regular activities. As the expenditure programme grows in
complexity and magnitude, institutional structures dedicated solely to the management of expenditures
will be more appropriate.

A second factor concerns the degree of management control to be exerted by the institution over
programming and project cycle activities. Generally, implementing agencies have primary
responsibility for day-to-day operations but may share management control with other institutions. For
example, most of the government implementation units are subordinated to management control by a
higher governmental authority or governmental board that is responsible for establishing or approving
priorities, and approving the expenditure budget. On the other hand, CEE environmental funds have
greater management autonomy, although a supervisory body may guide some of the programming and
project cycle tasks.

A third factor relates to staffing requirements to execute the expenditure programme. If
significant differences in salaries exist between civil service positions and the salaries required to
attract staff with needed skills, it may be prudent to establish an expenditure programme with the legal
status of a non-governmental organisation, institution, or foundation, as is the case of the Polish
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EcoFund, which was established based on the Law on Foundations. On the other hand, remuneration
at the Polish National Fund is also on par with the best paid government jobs in Poland in order that
the Fund can retain highly qualified professionals.

A fourth factor concerns the anticipated lifecycle of the expenditure programme. For limited term
programmes, it may be more appropriate to delegate expenditure programme functions to an existing
ingtitution.

A fifth factor is related to the nature of the funding. If revenue sources are stable and sustainable
for a considerable period of time, institutional forms such as environmental funds may be most
appropriate. If funding is associated with revenue sources that are uncertain and unpredictable,
however, it may be desirable for existing ingtitutions to execute the expenditure programme.

A sixth factor relates to the type of disbursement mechanism to be employed in the expenditure
programme. If a programme envisages only the use of loans, it may be appropriate to implement the
programme using existing banks or other financial ingtitutions. Otherwise, the agency needs to
develop strong in-house skills (as was the case of the Slovenian Environmental Devel opment Fund). A
third option could be to outsource loan portfolio management to a bank until in-house capacities are
sufficiently developed. Regardless, if outsourcing — in whatever form — is the preferred option, the
implementing agency will need to pay afeeto the bank or the ingtitution sharing this function.

Finaly, funders may impose conditionalities on the institutional form. For example, IFls and
donors may require an expenditure programme to be managed by an existing financial institution or
stipulate that the expenditure programme be either under the direct supervision of a government
agency, or adternatively, completely independent.

In the case of long-term expenditure programmes, the institutional form may undergo changes
over time to adjust to changing demand for financing or shiftsin priorities. One institutional form may
be acceptable for a given funding level or to manage similar types of projects, but inefficient or
unsuitable if substantial changes are made in expenditure programme parameters. Box 5 below
describes the changes that were made in the institutional form used to finance environmental and water
projectsin Austria.
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Box 5. Evolution of Austrian institutions for PEEM

In its evolution, the Austrian institutional system has gone through different stages over a period of
approximately 50 years. The public water management funding system in Austria was launched after the Second
World War in 1948. It was established as a funding system within the Ministry of Trade and Reconstruction. Until
then, all decisions concerning the financing of large investment projects (mainly water supply) were made by this
same Ministry.

Eleven years later, the funding system was outsourced to the Water Management Fund. Although the Fund
had its own legal identity, it was represented by the Ministry of Trade. Within this administrative framework, the
“Fund” (in the sense of a legal entity) could respond more quickly and effectively to the changing needs of
applicants. The Fund was fully restructured in 1978. Its main sources of revenue came from the Austrian system
of sharing revenue generated through taxes and fees and split between the federal, regional and local
authorities. In 1984, a similar funding system was established to finance air and soil protection measures in
enterprises.

In 1987, both Funds were merged to form the Austrian Environment and Water Management Fund, which
continued to exist as an independent legal entity, albeit institutionally integrated into the Federal Ministry of
Agriculture, Forestry, Environment and Water Management (FMAFEWM). Until 1987, subsidies for water
management projects were provided in the form of soft loans because commercial interest rates were very high
(due to poorly developed capital markets), while air and soil projects were financed through grants.

In 1993, after the collapse of the loan administration information technology system, which caused a
number of loan portfolio management problems, the funding system underwent fundamental change. The Fund
itself ceased disbursement activities and since has only existed as a financial body administrating “old” loans.

The responsibility for overseeing the funding system for all sectors is with the FMAFEWM but project
appraisal and contracting have been fully outsourced to Kommunalkredit Austria AG, a private bank.
Furthermore, as capital markets reached their maturity, it became obvious that for decades the funding system
providing loans actually absorbed a huge amount of resources. As a result, the water sector now is supported
through grants only. In addition, the scheme was designed to link grants to commercial loans as applicants were
required to cover the financing gap on their projects with credit from the banking sector. This increased the
demand for bank credits. Thus, the public financing system helped facilitate the development of the private
capital market.

In 2002, this last restriction on obligatory bank credits has been removed so that since then beneficiaries
have been free to raise financing for their projects as they see fit and choose the cheapest form of financing. In
addition, since 2002, the expenditure programme for the water management sector has been merged with the
programme for the air and energy sector or the clean-up of contaminated sites and has continued to disburse
resources in the form of grants.

Summary and guidance for decison-makers

The public environmental expenditure programme is an integral part of a larger environmental
policy and supports the implementation of strategic national objectives. Effective programming needs
to be based on a systematic economic, financial and market analysis in order to establish the priorities
of the programme. While programming and priority-setting are a major responsibility of governments,
involving key stakeholdersin their design could significantly improve chances for success.

The expenditure programme should have clear priorities and objectives. Programming also
includes defining the rules that govern the alocation of resources across different priority areas. A
well-developed and realistic expenditure programme is specified in terms of sources of financing,
types of projects and types of beneficiaries to be supported, financial instruments and conditions of
financing. Appraisal and selection criteria are clearly identified and specified in the financing strategy
of the programme. The optimal institutional set-up for managing the resources of the expenditure
programme should be selected only after all elements of the programme are clarified and consensus on
the prioritiesit will support has been reached.
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CHAPTER 2
PROJECT APPRAISAL

Project appraisal constitutes the main function of any implementing agency and the core of the
management of the project cycle. The project cycle is an integral part of the programme cycle
presented in the previous chapter. Unlike programming, which is mostly a political process and a
responsibility of the government, the appraisal, selection and financing of individual projects is a
technical process which should be conducted by a professional management body, held accountable
for its performance.

Figure 3 presents the linkages between the programming and project cycles that shape the
management structure of an implementing agency. This is a generic structure to be modified in
individual elements, depending on the specific circumstances in a given country/institution.

This chapter looks at the major stages of the project cycle. It is intended to provide managers of
public environmental expenditure programmes with practical guidance in addressing problems and
issues that occur at each stage of the project cycle as well as suggestions for possible solutions. It
seeks to present different options from which programme managers can choose that could be most
appropriate under a given set of conditions.

Project cycle framework

The project cycle represents the critical path for selecting projects for financing. From the point
of view of the public financier, the project cycle comprises severa major phases. project
identification, appraisal, selection, financing, implementation, monitoring, and evaluation. While
certain aspects are touched upon, project preparation and design are the responsibility of the applicant
and are not the subject of this Handbook.

For the purpose of this Handbook, a project is defined as an economically indivisible series of
works fulfilling a precise technical function and with clearly identified objectives from which it can be
judged whether the project complies with the implementing agency’s eligibility and selection criteria.
A stage is a technically and financialy independent part of the project that can be identified as
operational in its own right (adopted from the EU Commission, CF: Art. 1, Reg. 1265/1999). For the
sake of this Handbook, applicants, project devel opers, project owners, and project proponents are used
interchangeably. An applicant becomes a beneficiary only after its project receives support from the
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Figure 3. Programme and project cycles
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Overview of the main stages of the project cycle
The project cycle comprises several main stages.

Project identification is the first part of the project cycle. At this stage, the objective for the
agency is to reach as many potential project owners as possible and to identify the most promising
projects in each of its priority areas that could be potentially supported. In order to avoid receiving too
many project proposals that might be inconsistent with the agency’s objectives or coming from
applicantgregions/sectors that are not eligible for support, the agency needs to provide potential
applicants with sufficient information on its eligibility criteria. The agency could develop an
information package, which covers, as a minimum, information on application submission procedures,
an application form with instructions on how to complete it, and criteria that projects should meet.
Thisinformation package should be widely disseminated.

At this stage, on the basis of formal and transparent eligibility criteria, the implementing agency
selects for appraisal only those projects that meet formal requirements (pre-appraisal).

Project appraisal is the stage at which a detailed evaluation of those projects that have
successfully passed through eligibility screening (pre-appraisal) is conducted. Such evaluation requires
that the applicant provide additional information and data. Ideally, each project needs to be subjected
to technical, environmental, economic, and financial analysis.

The aim of project appraisal isto ensure that a pipeline of best projectsis established. To thisend,
it is crucial that appraisal criteria be clear and unambiguous as well as applied non-discriminately
across all projects. Some implementing agencies develop scoring systems, also unified into a single
indicator, which is used to rank projects with similar objectives; ranking lists are developed showing
the order in which projects in the pipeline will be financed.

Project appraisal can follow a pattern that depends on the type and size of the projects. This
means that different sets of appraisal procedures may be needed for different types of projects.

The selection of projects to receive support from the agency takes place after project appraisal is
completed and a ranking list of projects developed. It is crucial that only cost-effective projects be
selected for financing, i.e., those projects whose cost of achieving a unit of environmental benefit is
lower than athreshold value.

During the implementation stage, particular attention should be paid to disbursement
procedures. Support is provided for specific tasks and in principle resources should be disbursed only
when these tasks are completed and receive agency approval. This practice ensures better control over
the expenditure incurred within the entire budget. The implementing agency could play a very
important role, contributing and encouraging an efficient and timely implementation of individual
project tasks. The more financially attractive the agreement conditions, the stronger the catalytic
impact of the agency on the project implementation process. M onitoring of project implementation
and evaluation of results can contribute to the success of the project.

The project cycle begins and ends with the evaluation of project results — first, during the

identification stage and second, upon project implementation, when stated and actual results are
compared.
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Successful projects with significant environmental benefits provide information on effective
project implementation methods and unit costs needed to achieve environmental effects (i.e., the
necessary cost-effectiveness indicator). Such data, stored as archival information, constitute a
permanent reference database used to appraise projects that are at earlier stages of the project cycle.
Ideally, upon project completion, the project’s cost-effectiveness is re-calculated against initial
assumptions as well.

While most institutions managing public environmental expenditure in transition economies
apply some kind of project cycle management procedures, often these procedures do not lead to the
identification of the most cost-effective solutions. Some of the major conditions ensuring an effective
and well-functioning project cycle arelisted in Box 6.

Box 6. Conditions for an effective project cycle

Some of the major conditions ensuring an effective project cycle are:

availability of information on the agency’s project cycle to the public at large;
well-designed and standardised application and appraisal forms;

clear and understandable eligibility and appraisal criteria and procedures tailored to the
specific needs of the agency;

professional staff capable of conducting project appraisal and selection;

clearly divided and defined lines of responsibilities among technical staff, agency’'s
management and supervisory bodies;

e effective communication with potential applicants.

An effective project cycle requires careful design of both digibility and appraisal criteria and
procedures applied at each stage of the cycle. The procedures should be well-described and
documented in operational documents. This is crucial, as these procedures are in fact the mgjor tools
used by the agency in its work. Therefore, they require formal approval by the supervising body.
Information on the criteria and procedures adopted by the agency should be made available to the
public. The procedures used to screen out and appraise and select projects require that applicants
provide specific project information. Precise and verifiable information provided by applicants is a
major precondition for an effective identification and appraisal process. As data and information
collection for certain types of projects might be highly time- and resource-intensive, it is essential that
potential applicants be aware of all information needs well in advance. In addition, well-designed and
standardised application and appraisal forms could significantly contribute to increasing the
effectiveness of the project cycle for both the agency and the applicant. The agency should also clearly
list al the documents that need to be attached to the application. These documents may include: (i)
feasibility studies in the agency-defined format, (ii) financial statements, (iii) environmental impact
assessments, (iv) documents proving project co-financing, e.g., budgetary decision of the municipal
council, and (v) other legal documents ensuring successful project completion and operation (e.g.,
various permits).

The procedures that ensure high quality and efficiency of the project cycle run by the agency
should be valid for all staff. Staff competencies are critical for the success or failure of the agency.
Well-prepared and experienced specialists are not easily available on the labour market. Formal
gualifications are not sufficient and should be supplemented by practical skills and experience in the
field. Persona characteristics of individual staff members, their understanding of the agency’'s
mission, objectives, and priorities, and the degree to which staff members identify themselves with the
agency are also important to the success of particular projects. The friendly but professiona attitude of
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staff to applicants could further contribute to a healthy working relationship with applicants. When the
performance of staff membersis routingly and rigorously evaluated based on actual work results, there
is no danger that such behaviour might lead to lobbying or protectionism of individual project owners.

In addition, clearly divided and defined roles and responsibilities among all levels of management
and staff are also crucid for the effective project cycle. These should be laid down in the legal and
operational documents of the agency. Responsihilities should go hand-in-hand with accountability and
liability for individual decisions.

Decision-making process

The project cycle requires an intense communication and interaction among agency’s staff and
between staff and applicants. The clearer the timing needed for each of these interactions and clearer
the responsihilities of individua staff in charge of making decisions at each step, the more transparent
and efficient the project cycle.

The agency needs to develop a decision flowchart, which should show the sequence of actions,
actors responsible for them and time limits for each action. As a minimum, the flowchart needs to
provide clear answers to the following questions:

e What task isto be done?

e Whenisitto be done?

e Whoistodoit?

e  How much timeis needed for its completion?

e How isto bedone?

Why isit done?

Comprehensive and detailed explanations on these issues need to be provided in the agency’s
operational documents.

An example of a flowchart of decisions is provided in Figure 4. This example is based on the
decision-making process in use at the Polish EcoFund. This flowchart presents five phases, four of
which end with interim decisions (phases 1 through 4). It also shows the major four participants in the
appraisal process, namely the applicant on the one hand and the agency, through its Executive Office,
Management Board and Supervisory Council, on the other. Figure 4 shows the respective phasesin the
project appraisal process down to signing a contract with a beneficiary and can be explained in the
following way:

1. Phase 1 - The applicant submits a project questionnaire, which is screened against formal
eligibility criteria by the agency’s staff (Executive Office). The Management Board reviews
the project and makes a decision if the project is eligible or not. A letter is sent to the
applicant for information.

2. Phase 2 — If the project is accepted as digible by the Management Board, the agency’s

executive staff prepare an invitation to the applicant to submit a complete application.
Between the Initial Review by the Management Board and the submission of the application
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by the applicant, the Fund's executive staff conduct a preliminary project appraisa
(environmental, technical, and financial analysis). The Management Board provides the
applicant with its opinion on the project scope and feasibility and specifies requirements for
modifications in the project scope as well as additional information. If such modifications
are not agreed, the project is regjected.

3. Phase 3 — The project is subjected to full appraisal by the Executive Office, on the basis of
the application received. This includes: environmental, technical, economic, legal and
organisational analysis of the project proposal. In the case of complex projects or when
innovative technologies are proposed, the agency may seek externa advice and assessment
from independent experts. At this stage, the Management Board decides if the project will be
supported, if further amendments to its scope will be necessary in order to make a decision
or if the project will be rejected. The agency informs the applicant of its decision.

4. Phase 4 — If the project obtains a positive opinion by the Management Board, the agency
executive staff prepare information on the project to be submitted to the Supervisory Council
for afinal decision. The Supervisory Council members discuss the project and make a fina
decision. The applicant receives aletter from the Fund with relevant explanations.

5. Phase 5 — This phase consists of negotiations between the Fund and the applicant on the
terms of the agreement and the actual signature of a contract.

The relationship continues after the selection, through monitoring of project implementation and
the assessment of project outcomes. These stages contribute to the performance of the project owner,
and to that of the agency, which is able to learn lessons from experience.

A time limit for each phase of the project appraisal process needs to be set in order to induce staff
discipline in processing applications and meeting strict deadlines as well as compelling the applicant
to adhere to the time schedule. Applicants should be encouraged to stick to the time limits for each
specific phase in order to ensure smooth processing of the application. In the case of the Krakow
Regional Environmental Fund, for example, screening of project proposals for eligibility takes about 2
weeks from the time of submission. The process after submission of the full application form through
to the signing of afinancial agreement with the applicant may last up to three months.

How to communicate with potential applicants?

The complexity of the agency’'s procedures and the special requirements with regard to
information needs may hamper the agency’s access to well-prepared projects, i.e. projects proposed by
less experienced or less financially affluent applicants. The agency’s rules of operation, criteria and
procedures, application forms and the instructions for completing these forms need to be well
communicated and explained to potentia applicants.

There are different channels for the agency to communicate its agenda to potential beneficiaries.
These include among others:

e seminars and workshops;
e targeted visits;
e direct contacts;

e hotlines.
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Figure 4. Decision flowchart in the project appraisal process

Based on Polish EcoFund practices

POLISH ECOFUND

Executive office Management Board Supervisory Council

Applicant

Project appraisal

1

Project
questionnaire

|—D{ Project screening I—Pr Initial review

| Project rejected |<—} Letter of refusal |: negative

positive

|Grantapp|ication |<_ Invitation to present <
grant application

Project appraisal

!

| Exter nal assessment |

Final review Positive recommendations
for the Coundgil

Amend project Propo le Reguest for amendments —
| end project Proposal e 0 the project |  Final approval

. ! ati
| Project rejected |<—| Letter of refusal I: detlil

| Negotiation of the grant agreement Idw

| Grant agreement |

Direct contacts with project proponents and any interested parties remain the best way of
communication and promotion of the agency’s agenda. Such direct contacts could include open
seminars, training, and workshops. The main principle is that such events should be open to everybody
who is potentialy an eligible project owner and no group of beneficiaries or regions should receive
preferential treatment. Such group meetings rather than contacts with individual applicants should be
the practice as they limit the scope for corruption on the part of the agency.

Such an open policy could help increase the agency's credibility and is a guarantee for
developing good and honest working relations with applicants from the outset. In addition, agency’s
staff can use the opportunity of meeting potential clients and seek their opinion on agency’'s
requirements and make any necessary adjustments. Targeted visits to potential applicants from a
specific sector or region could also help them obtain a better understanding of the financing

opportunities the agency provides. Hot lines can be opened to respond to applicants’ questions for
clarification.
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The main principle in communicating with applicants is that they all should receive the same
information from the agency and should have equal accessto information.

Box 7. Essential elements of a communication strategy with applicants

Develop a clear policy on information provision
Provide all applicants with equal access to information
Use direct contacts as appropriate and within reasonable limits

Avoid providing support for project preparation, or alternatively, open a grant programme for
project preparation
®  Use external consultants when necessary and introduce conditions for using external expertise

Well-structured and well-presented information provided to applicants is key in the first
interaction between the agency and its potentia clients. The agency should prepare and disseminate
information on its digibility requirements. These include, among others, priorities in terms of
environmental media, sectors, regions, types of beneficiaries and projects to be supported, level of
support per type of beneficiary/project, duration of the programme.

Box 8. Information package for applicants

As a minimum, the information package provided to potential applicants should contain the following
components:

e description of the agency’s eligibility requirements (including priorities in terms of environmental
media, sectors, regions, types of beneficiaries and projects to be supported, level of support per
type of beneficiary/project, duration of the programme);

e standardised application form with detailed instructions to applicants on how to complete the form
(for large investment projects a two-stage application form may be introduced — a preliminary
application form and an application form proper);

e framework conditions of the financial agreement between successful applicants and the agency;
information on procurement procedures;
decision-making flowchart.

Standard application forms reduce time to process applications and help staff more efficiently to
check information that applicants provide. The agency should require that project proposas be
prepared in compliance with its standards. In order to help applicants better understand information
and data requirements, the application form should be supplemented by detailed instructions on how to
completeit. The degree of complexity of the application form depends on the type of project proposed.
Examples of specific forms wused by Kommunakredit, Austria are available on
www.kommunalkredit.at.

To avoid time-consuming and costly preparation of an application form for a project that may not
qualify for financing (particularly for large investment projects), the agency may introduce a two-stage
appraisal procedure. The application form proper may be preceded by a preliminary application form
(project questionnaire or project information form). The preliminary application form requests
information that will allow the agency to determine project digibility. Additional information and data
are required only if a project passes this eligibility test. Such a procedure is convenient for both the
agency and the applicant. If the agency chooses the two-stage approach, it is recommended that the
preliminary application be standardised and made the same for al projects.
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Information concerning the procurement procedures for purchasing goods and services with
support provided by the agency could also be very helpful to potential applicants. Similarly, the
procedure of negotiating and concluding a financial agreement as well as the terms of disbursement of
agency's resources in successive tranches should be explained in its operational rules.

The public information prepared by the agency for dissemination can be posted on the agency’s
website, thus ensuring that the information is made equally available to everyone. In addition,
information placed on the internet may be easily updated at a very low cost, reducing both the
workload of the agency’s staff and its administrative costs.

Database to support the project cycle

A computer database of projects is one of the major project cycle management tools. The key
function of the database software is to assist the agency’s management in making the project cycle
more efficient. A project database could be a convenient tool for collecting, systematising and storing
information and for supervising the project cycle. The type and degree of sophistication of the
computer database depends first and foremost on the needs and capacities of staff that will be using it.

The simplest computer database serves mainly as a catalogue of projects processed by the
agency, at various stages of the project cycle. Thus, the information on projectsis given in the form of
computerised data enabling the user to search for information by category or to prepare different lists,
comparisons, or compilations of available data according to various implementation, supervision or
reporting needs. A review of the current stock of projects gives the user the possibility to determine
the agency’s involvement in pursuing a particular objective (priority), to follow the progress in the
implementation of a project, and to estimate the workload of individual staff members. Records of
anticipated and actua environmental benefits enable the evaluation of the effects of the financia
support provided by the agency.

The historical information on unit costs and environmental effects achieved in different
groups of similar projects (e.g., wastewater treatment plants and transfer collectors, energy savings,
waste recycling, etc.) provides the basis for egtimating the cost-effectiveness level typical of
investment tasks of various kinds. Such data may be useful as benchmarks in determining the
minimum expected cost-effectiveness indicators for new project proposals for the purposes of
preliminary economic appraisa of projects.

The projects tracking database may co-operate with other databases used in the agency (on
correspondence, decisions, etc.), providing possibilities for integration, transfer and use of data within
the computer system. The database may be designed to generate periodic reports on the structure of
projects, the cost-effectiveness of particular investment tasks, expected environmental benefits and
current status of progress in project implementation, in physical and financia terms. Similarly, it may
generate a standard financial agreement as well as financia tables presenting the time schedule of
payments to be made by the agency. Such reports could help improve management efficiency. The
database may also be used for supervision and inspection purposes.

The database should be perceived as a user-friendly tool by staff. Therefore, it is strongly

recommended that the database be developed gradually, with built-in module options, with the
participation of, and in accordance with, the suggestions of its users.
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Box 9. Possible uses of a project-tracking database

serves as a catalogue of projects
allows quick and easy data and information searches by category

helps prepare lists by various items (quantities, prices) and generates management
reports

helps track progress in the implementation of individual projects

allows comparisons between expected and actual benefits from a project
helps generate standard financial agreements

helps generate financial tables and reports

helps determine resource allocation (workload of individual staff members)

Qutsourcing

Outsourcing of certain tasks can be another way to improve project cycle management efficiency.
Outsourcing is an arrangement whereby the agency can enter into a contract with a supplier from
outside the agency for the provision of goods and services previoudy provided internally. Outsourcing
contracts should be awarded in a competitive bidding process. While governments have always
purchased some goods and services externdly, the last two decades have seen a movement toward
broad use of outsourcing as atool for public management.

Outsourcing has both advantages and disadvantages. The advantages include, among others, the
potential for: cost savings, increased accountability of service providers through contract
specifications and performance measurement, better work and management practices, accessto greater
skills, knowledge and technologies, better service quality, and greater flexibility in services. Some of
the disadvantages of outsourcing include the potential for: reduced accountability of government
agencies for contracted services, loss of confidentiality of information, collusive tendering and other
tendering problems, and the costs of outsourcing. Nevertheless, outsourcing is an option where the
agency has strong control over the supplier’s operations and develops clear rules, procedures and
criteriafor evaluation of performance.

In many cases, it is possible that a part of the expenditure programme functions are outsourced to
other governmental agencies (particularly at the local level) or the private sector. A number of factors
account for this practice:

1. largefluctuationsin funding from year to year which make it difficult properly to size staff;

2. concentrated periods of work requiring supplementary staff resources (e.g., during
application process);

3. sdary congtraints that preclude hiring staff with certain skills (e.g., financial appraisa
capabilities) because of civil service salary caps;

4. non-recurring specia skill requirements such as the review of certain types of technologies;

5. concerns about building up large staff if the expenditure programme is to be terminated at a
known date;

53



6. relying on well-established expertsto conduct, for example, audits or programme evaluations
in order to enhance the accountability of the expenditure programme.

Examples of such outsourcing can be found in Germany and Austria where certain public
environmental expenditure programmes have been contracted out to banks, respectively KfW in
Germany and Kommunalkredit in Austria. In addition to banks, consulting firms, and specialised
NGOs can a'so be used as potential service providers.

Annex 1.1 provides an overview of outsourcing opportunities with regard to different
expenditure programme functions, possible service providers, and risksinvolved.

Project identification

In order to develop a solid pipeline, the agency should seek to conduct its own project
identification. There are two major approaches to identification of projects — passive and active. In
this section, focusis placed on active project identification.

The passive approach, where the agency awaits applications, assumes that all projects are equally
important and appropriate. The passive approach is characterised by a minimum amount of advance
planning. In the extremely passive approach, the agency does not set policy or determine the most
important (priority) areas for support, but rather waits to receive applications. The extremely passive
approach can only be recommended in the event the agency’s competencies are very narrow (e.g., it
finances WWTPs only) or if resources exceed potentiad demand. Usually, in this case, project
identification is not the agency’ s task, but a product of a political process.

Alternatively, the agency can actively search for project opportunities. Experience shows that for
different types of projects, different tools and procedures need to be developed and applied in order to
ensure identification of the best projects in the respective regions and/or sectors. Three major
approaches, differentiated based on the type and size of projects and their location, are discussed in
detail further below. These approaches are based on the experience of the Polish EcoFund. The Fund
distingui shes between:

e Individual (case-by-case) treatment for large (unique) projects of national significance, or at
least of the greatest regional importance;

e Standard (open) competitions for numerous small projects of a similar nature that could be
implemented throughout the country (sectoral programmes);

e  Multi-year programmes for certain priority problems or sectors.

Individual (case-by-case) treatment of large (unique) projects

The easiest approach, here the agency identifies large and unique projects of particular
significance for the country or region as a whole and ranks them according to the environmental
benefit expected from each project.

After developing a ranking list, the agency itself should come up with a concrete proposal for the
amount of financia support that can be offered to the projects that rank highest on the list. Experience
shows that this approach provides a strong incentive to the project owner to accelerate considerably
project preparation (documentation, obtaining permits, etc.). Another advantage of this incentive is
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that the project owner knows upfront what financia assistance can redlistically be provided by the
agency. It is important that the agency’s support be strictly time-bound so that the investor has the
additional incentive of finalising the project preparation in time.

Standard (open) competitions

Standard competitions are the recommended approach when there are numerous similar
investment projects spread across the country. If the number of applications increases steadily and the
need for co-financing of such projects exceeds the agency’s available resources, the best solution
would be to organise a competition. This approach allows the agency to select those projects that are
most urgent, best prepared, propose the best technological solutions, and optimise costs. Therefore,
standard competitions help increase project preparation. In order to be able to compare different
projects, it is recommended that the agency develop a standard application form to simplify and guide
the project design.

Well-defined, point-based criteria are of utmost importance for the selection process in such
competitions. In addition, criteria should be measurable and verifiable. Support should be provided
only to those projects that exceed some threshold value set in relation to a hypothetical ideal (e.g.,
60% of al points that can be assigned). When quantitative criteria are not appropriate, a jury can
evaluate projects; project appraisal is then conducted based on the judgement of these experts through
discussion and voting. The long-term experience of the Polish EcoFund shows the effectiveness of
such an approach, as experts reviewing projects usually give useful comments that lead to an
improvement in the project’ s quality.

It is important that the agency make cyclical (e.g., annual) announcements of competitions.
Announcing the organisation of a competition early enough alows potential applicants better to
prepare their projects and even to resubmit old project proposals the agency has previoudy regjected in
a much better form. Thus, the quality of applications considerably increases compared to those
prepared at the last minute. Such competitions, however, might significantly increase staff workload at
certain periods and create strong pressures to meet deadlines. Therefore, it is recommended that
competitions should not be organised more than 2-3 times a year.

In addition, the agency may find it useful to revisit and assess the selection criteria and other
conditions it uses after a competition has run for 3-4 years. This assessment may reveal that some of
the criteria and conditions might need to be changed.

Examples of thematic areas for which competitions could be organised include:

e energy efficiency projects that encourage the use of aternative sources of energy;

e construction of installations that use renewable energy sources,

e projectsfor abating carbon dioxide and other greenhouse gas emissions (with expected limits
of CO, emissions);

e construction of municipal wastewater treatment plants for municipalities where the number
of inhabitantsis specified (e.g., towns with 10 000 — 50 000 people);

e establishment of comprehensive waste management systems (e.g., to service between 50 000
and 200 000 inhabitants);
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o ingalationsfor recycling specific types of waste.

The common feature of all above project areas is the fact that the location of the project within
the given country does not really matter.

Multi-year programmes

The third approach to identifying the best project opportunities is to develop long-term
programmes. If the government has failed to do so, the agency should prepare multi-year programmes
targeted at specific priority environmental problems or regions. The development of transparent,
objective and rigorous appraisal and selection criteria, as well as clear and convincing procedures, is
key to the preparation of such programmes.

Following the guidelines set out in policy documents, the agency could develop its own very
precisely defined action programmes through close co-operation with the authorities in the region
concerned, including the best national experts. Programme preparation has the following steps:

e identification of mgjor problems, including their scale and causes,

o gpecification of all projects that need to be implemented in order fully to address a given
environmental problem or bring it into compliance with relevant standards;

o gpecification of costs associated with all projects and timetable for their implementation;

e ranking of projects in terms of their environmenta importance, financing available for their
implementation and the level of their preparedness.

As usual, the total costs of addressing a problem are confronted with al possible sources of
financing (including the agency’s) in order to reveal financing gaps. In such a case, it is best to
concentrate on 10-20 most important projects rather than attempting to dilute funding across too many
projects of more marginal significance.

The programmes the Polish EcoFund operates suggest that there may be times when the
implementation of severa projects with costs representing, for example, 20% of the total cost of all
projects, yields about 50-80% of overal benefits sought. Therefore, sometimes a small but well-
prepared portfolio of projects is a better option and can ensure a cost-effective use of the agency’s
resources.

When dl projects have been identified and the desired degree of precision achieved, such a
programme should be presented for consultations with various stakeholders, including NGOs, the
business community, associations of municipalities, and other relevant parties. Once agreement is
reached, the programme should go on to the regional authorities (or the Ministry of Environment, in
the case of a national programme). This programme should contain not only a description of the
projects considered as the most important to be implemented with resources provided by the agency,
but also an implementation schedule, costs and the terms and conditions of the agency’ s support.
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Project preparation and processing of applications

Once the most promising project opportunities have been identified for each priority area, further
project preparation and design work is needed. For each proposed project, applicants should be
required first to prepare a brief project information sheet and then a detailed project analysisin the
form of a pre-feasibility study, which would be used in the next stage to compare and select the best
project proposals that the agency can fund.

Project preparation is the applicant’s clear responsibility. The lack of well-prepared projects
was one of the major failures of the centrally-planned economy, in which many projects remained
unfinished and vast amounts of resources were simply wasted. In order to ensure the due and proper
preparation of a project, the applicant needs to alocate sufficient time and resources to the project
design at the beginning. Experience shows that in order to prepare good infrastructure investment
projects, project developers need to spend on average about 6-10% of total project costs on project
design. In addition, the presentation of project data and information should follow the format required
by the agency.

At this stage of the project cycle, it is important that the agency collect sufficient information
enabling it to determine whether a project is eligible for support. As well as time-intensive, the
collection, processing, and verifying of submitted information have costs for the agency. Particularly
for investment projects, supplying information can also be expensive for the applicant. The applicant
should not be burdened excessively with requirements for detailed technical and financia data. This
should be done only after the agency has determined that the project is digible for financing.
Introducing atwo-stage appraisal process can help in thisregard.

The proper handling of applications during this stage requires:
e  Choosing the application cycles and the appraisal process;

e Engaging in adialogue with applicants.

Choosing application cycle and appraisal process

In order to avoid peaks in the application cycle, the agency may choose between two principal
options. periodical and ongoing application processes.

Periodical application cycles are based on competitions with strict deadlines or time-bound
windows under a specific programme. Applications submitted as part of a competition usually dea
with similar topics and can be subjected to a common appraisal, ranking and selection procedure. That
iswhy in such cases the pre-appraisal process can be omitted and a one-stage appraisal process can
be used. When hot spots are used as an dligibility criterion, the preliminary application stage may be
skipped.

With calls for projects to competitions, the agency may design the criteria in such a way that a
project meeting these criteria would automatically be selected for support (for more information on
thisissue, see the section on eligibility screening). On the other hand, pre-defined calls can cause some
serious problems. Due to the short timeframe of a call (even if the information phase is reasonably
long, project development takes time), the risk is that the agency will receive quite old projects instead
of good ones. Another issue is the need to design the calls for projects very strictly in order to ensure
that similar and comparable projects are obtained (e.g., wind projects after a year of wind speed
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measurements, construction of WWTP — without sewer — serving 10 to 100 thousand population
equivalents (p.e.). In addition, it is often difficult to improve an application within the same call.
Further, the heavy workload (all projects arrive at the same time) can pose administrative problems
within the agency. Given these restrictions and challenges, calls for projects are suitable only for
specific measures.

The ongoing application process is best applicable with unique projects and loans at near market
terms’; infrastructure investment projects are usualy of this type. Due to their complex nature, such
projects should undergo a two-stage appraisal, namely eligibility screening (pre-appraisal) and full
appraisal. In this case, projects compete against a reference project (benchmark).

The two-stage appraisal process saves both applicant and agency time and resources. Experience
shows that on average the rejection rate during the first stage is about 80%, whereas for projects that
have successfully passed the eligibility test this measure falls to 10%.

Table 8. Types of projects, the application cycle, and appraisal process

Types of projects Application cycle Appraisal process
Standard similar projects Periodical (competitive tenders) One-stage
Unigue projects Ongoing Two-stage
Near market term loans Ongoing Two-stage

Engaging in a dialogue with applicants

The appraisal process should be managed interactively. Direct contact with applicants remains
the best way to communicate and provide the applicant with clear answers to questions. As part of this
information exchange, the agency should expect applicants to provide explanations on and
justifications for the project’s technical solutions and costs. Sometimes, in the process of clarifying
different issues, particular suggestions on minor adjustments made by the agency may help improve a
project. Co-operation between the agency and the applicant is essential for the final quality of the
project. Such a procedure limits bureaucracy on the part of the agency, eliminates project anonymity
and allows the applicant to have insight into, and take part in, the entire process.

While engaging in a dialogue with interested applicants, the agency must be aware that it conveys
information of real market value that may distort the relevant market and create unfair competition if
applicants are not treated equally. Protectionism, political pressures and private sympathies should be
avoided in communication with clients. Information should be made available to everyone on an equal
basis and be provided in written and/or electronic form in order to pass it on to as many applicants as
possible.

The Polish EcoFund experience shows that many projects have been “saved” by such a
procedure, where normally, following formal rules, the project would have been rejected due to the
lack of precision in describing tasks, incompleteness of information, or use of excessively costly
technical solutions. Yet, help of this kind should strictly conform to the Fund’s procedures aimed at
avoiding excessive structural interference in (or even worse, the redefining of) a project. Excessive
involvement of agency staff in the project preparation would imply the agency’s authorship of a
project and may raise doubts as to the objectivity of the appraisal process for such a project. Clearly,

" In principle, the implementation agency should avoid financing loans at near market terms as such projects
could easily be financed by the commercial banking sector. If for some special reason and in limited cases the
agency chooses to provide loans at near market terms, applicants interested in such loans could apply to the
agency at any time and should undergo a two-stage appraisal process.
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such objectivity is not possible if the agency has participated in the project definition. In principle,
agency staff can and should directly intervene when the technology proposed by the applicant is
obsolete or known to cause more environmental problems than it aims to resolve. The multi-tier
evauation of the project with the involvement of agency staff, including Management Board
members, facilitates the maintenance of ajust balance between a reasonable extension of involvement
and the required level of independence and responsibility on the part of the applicant.

In addition, the government may choose to establish a project preparation unit, which would
provide assistance in developing projects for financing from public funds. In order to ensure its
independence and objectivity, such a unit should be a separate legal entity. For example, the EU has
established such offices in the EU candidate countries to support the preparation of 1SPA® projects
financed by ISPA funds.

One common problem in many transition economies is the lack of skills and knowledge for the
preparation of good projects. The general level of project preparation capacity is relatively low and is
reflected in the quality of projects submitted to environmental funds in the region. In addition to the
lack of technical skills, many project owners lack financia resources to hire consultants to help them
develop the project. For this reason, the agency may receive requests to provide support for project
preparation. The risk of providing such support is that it may be misconstrued by applicants as the
agency’s commitment to finance the project. In principle, the agency should not provide project
preparation support.

If there is significant demand for such “project preparation grants,” the agency may choose to
open a special grant programme for project preparation. All such projects have to be submitted,
appraised, ranked and selected for financing as any “normal” project in another agency priority area
The fact that some projects have received grant support from the agency in the preparation phase does
not commit the agency to actually finance them. Once such a project is fully developed, its proponent
should apply to the agency in accordance with al procedures and requirements and undergo a full
appraisal process.

Eligibility screening (Pre-appraisal stage)

A two-stage appraisal process is the best practice for evaluating complex investment
projects. The first stage of this processis dligibility screening (or pre-appraisal) and the second stage
is appraisal proper. The main objectives of the pre-appraisal are to:

(i) reved at an early stage those projects that do not have a chance to be financed by the agency;
and

(ii) identify, as early as possible, those projects that might be eligible for financing but are not
very well prepared and need further devel opment.

8 Instrument for Structural Policy for Pre-accession — A financial instrument used by the EU to help CEE
countries prepare for membership. Support through this instrument was provided in the area of environment
and transport policies for the period 2000 - 2006.
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Figure 5. Checklist for a step-by-step eligibility screening process

Define eligibility criteria (if not done earlier)
—> Develop a short project questionnaire

—— Develop instructions for applicants on how to complete the questionnaire

Develop instructions for staff on how to assess the questionnaire
Collect questionnaires

Check and verify information and data against eligibility criteria
Seek clarifications from applicant as necessary

Conduct final eligibility screening of the project

Prepare a list of identified discrepancies

Formal eligibility criteria

During eligibility screening, the agency assesses the eligibility of a project against formal criteria
Each project is screened against a number of environmental, technical, financial and legal criteria. The
optimal package of eligibility criteria should cover as a minimum:

e Consistency of the project with the agency’s objectives and priorities (project type, project
owner, type of expenditure).

e Compliance with the terms and conditions set by the agency to assign a given application to
a particular programme. These can include, among others, indicators characterising the stage
of project development, such as. the availability of a prefeasibility study, selected
technology, engineering design, construction permits, as well as sources of financing and the
amount of support requested from the agency.

These are “hard” or “threshold” criteriathat enable the agency to make binary (yes-no) choices.
These criteria should be clearly and concisely formulated in order to avoid general statements from
applicants. This technique means that if a project proposal fails to meet even one of these criteria, the
project isrejected at this stage.

Some potentialy good, but poorly prepared projects might be rejected at this stage. Therefore,
omissions, oversights, or mistakes on the part of the applicant should not result in an immediate
project rejection at the formal review stage, provided that project deficiencies are duly corrected.
Instead, the agency can signal these revisions to the project owner so that the project can be
resubmitted in the next application cycle.

In order to obtain the information necessary to assess a project’s digibility, the agency should
develop a standard questionnaire/rapid assessment form to be used by all applicants. The
guestionnaire used in the pre-appraisal stage should be made available to all potential applicants along
with ingtructions on how to complete it. Examples of a standard questionnaire and instructions to
applicants are provided in Annex 11.2. These are toolsin use at the Polish EcoFund.

As aminimum, the questionnaire should contain:
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e projecttitle;

e gpplicant’s name and address and legal status of the applicant;
e agency priority area addressed by the project;

e project objectives and environmental justification;

e technical description of the project (including information on the firms preparing the
engineering design specifications and other technical documentation of the project);

e costs;
¢ method by which a contractor is to be selected;

e  sources of project financing.

Assessment of project eligibility

Agency staff begin the assessment of project eligibility by checking if the questionnaire is
complete. The applicant should provide all required information in a concise but clearly formulated
and understandable manner.

After al the necessary information is collected, agency staff should verify its correctness and
reliability. The information provided should be up-to-date and describe the project as of the day of
submission. This is true for al elements of the questionnaire. Some of the most common problems
encountered at this stage include:

e Interms of financial data — applicants often present data on resources they plan to obtain
from various financing institutions as if they were already awarded.

e Interms of environmenta benefits — applicants present excessively optimistic estimates of
benefits; these need to be corrected.

e In terms of engineering solutions — applicants claim unjustified effectiveness of the
technology.

Before actual screening, it is useful to check whether the agency has aready received other
project questionnaire(s) from the same applicant and, if so, in which project area and what was the
quality of this questionnaire.

Once the questionnaire is considered complete and all relevant information verified, the project
can be subjected to the formal screening procedure. The screening involves comparing the information
provided in the project questionnaire with the agency’ s digibility criteria. The criteria are checked one
after another and opinions formulated resulting in a list of gaps between the project’s objectives and
agency priorities. These may be subject to further explanations or be adopted as an end result of the
screening. The final list of gaps closes the project screening stage. These discrepancies are assessed
and the agency’ s management board makes a final review and decision on the project’ s dligibility.
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The applicant should be duly informed about the result, regardless of whether a project is digible
or not. If rglected, the reasons for reection should be clearly explained in a letter to the applicant.
When the project is eligible, the letter can also include an invitation to submit a complete application
form. In this case, the full standard application form aong with the instructions for its completion
should be attached to the letter. In addition, the invitation should be supplemented by the agency’s
current rulesfor providing financial aid.

Appraisal process

Those projects that have passed the eligibility test are then subjected to a detailed appraisa
conducted using a set of appraisal criteria, which include technical, environmental, economic, and
financial considerations. These criteria congtitute the basis for developing a ranking list of the most
cost-effective projects and subsequent selection for financing based on the level of resources allocated
by the agency for a certain programme.

Appraisal is conducted on the basis of a full application form submitted by the applicant whose
project has passed the eligibility test. During appraisal, the project co-ordinator should check the
reliability of the estimates of environmental benefits, the feasibility of the proposed technology, and
the credibility of the project budget. Appraisal comprises two phases. Phase one is when the agency
engages in a dialogue with the applicant in order to better understand the project, to obtain
clarifications, and to request missing information and documentation. In Phase 2 — based on the
additional information obtained during the first phase — agency staff conduct full and definitive
appraisal of the project.

During the first phase, the project co-ordinator evaluates the technical and environmental
solutions proposed under the project. This evaluation is then presented to the management board for
discussion (first phase of appraisal). This discussion may lead to yet additional comments and requests
for revision. Board member comments serve as a basis for the co-ordinator to engage in a dialogue
with the applicant in order to obtain clarifications and request amendments to the project, if necessary.
The amended application then undergoes final technical and environmenta evaluation as well as the
assessment of the project’s financial viability and cost-effectiveness (second phase of appraisal).

The results from the first phase of appraisal are summarised in a project sheet, prepared by the
project co-ordinator with his’her comments on each criterion. The project sheet is then passed on to
the management board for discussion. The project sheet from this first phase in use at the Polish
EcoFund is similar to the project sheet shown in Table 14, which the Fund uses at the end of appraisal
proper. The main differences between the two sheets are that (i) environmental effects during the first
phase of the appraisal are considered preliminary (subject to verification after full appraisa is
conducted); and (ii) there is no assessment of the implementation schedule and economic and financial
analysis during the first phase.

This section looks at:

e  Standard application form and essential information that it should contain;

Instructions to applicants on how to compl ete the application form;

Instructions to agency staff on verifying information provided by applicants;

Appraisal and ranking of projects;

Logframe of appraisal process and steps.
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Standard application form

The agency should aim to develop a standard application form for each environmenta area
(water, air, nature conservation, waste minimisation, etc.) and type of beneficiary (e.g., industria
enterprise, municipality, public sector organisation, NGOs). The application forms could be divided
into two parts: a general data sheet (containing meta-data and information and its format can be the
same for al applicants) and a technical data sheet specific to the environmental areas the agency
supports. Such a standard form also helps in the entry of data and information on each individual
project into the standardised database.

All applications should be submitted in line with the requirements of the standard form devel oped
by the agency. In addition, alist of annexes that need to be attached to the application should aso be
provided by the agency (e.g., feasibility studies, environmental impact assessments, confirmation of
co-financing).

Table 9 below presents an example of the possible contents of an application form. This form is
at use at the Polish EcoFund (as provided on the EcoFund’ s website).

Table 9.Example of a standard application form

Possible structure of a standard application form
Project title
Applicant
Location of the project
Agency priority area supported by the project
Project rationale and objectives
Project description
Environmental benefits
Project substantive implementation schedule and financial plan
Contractors
10. Project sources of financing
11. Project financial data
12. Applicant current financial and investment liabilities
13. Applicant declaration
14. Annexes

CoNooA~ALODE

The standard format builds on the information provided previously in the project questionnaire.
Unlike the questionnaire, it allows for much more additional information to be included. The scope of
this information and data, their level of detail, and the way in which it should be prepared and
presented are explained in the instructions to applicants attached to the application form.

I nstructions to applicants

The instructions to applicants should contain specific requirements on the manner and scope in
which the information should be presented. Instructions should include important definitions and
explanations that enable the processing of information in a comparable form.

The major information requirements that need to be detailed in the instructions to applicants
include:

e Information on the applicant (legal and financial);

e Environmental data;
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e Technica data;

e Financia data

Information on the applicant
As aminimum, the information on the applicant required by the agency should include:
o Legal status of the applicant;
o Legal titleto property and ownership of assetsto be built with agency support;
e Financia situation of the applicant, including financial statements and reports;
e Banks opinions on applicant’s creditworthiness;
e  Opinions of tax authorities;

e Opinions of environmental authorities with regard to applicant's compliance with
environmental regulations and payment of pollution charges.

Information on the legal status of the applicant is of particular importance with regard to the
financial agreement to be signed by the applicant and the agency should the project be selected for
financing. Information on the ownership title to land and buildings should be presented in terms of
ownership title being settled, non-settled or under settlement. In addition, financial information on the
applicant is crucial for evaluating the applicant’s overall performance and manageria skills as an early
warning of potentia risks that might arise should the agency finance the project. If tender procedures
(contractor selection) have been completed, detailed information on the procedures should be attached,
including information on the selected contractor(s). All of these issues are discussed in detail in
subsequent chapters.

Environmental data

Environmental data refer mostly to the expected environmenta effects from project
implementation (pollution abatement and control, protection against loss of biodiversity, etc.).

Wastewater collection and treatment projects can be divided into municipal wastewater
management projects usually submitted by municipalities and industrial wastewater management
projects submitted by industrial enterprises. Municipal wastewater management projects are further
divided into sewer (collector) construction and/or rehabilitation and wastewater treatment plant
construction and/or rehabilitation. Industrial wastewater projects cover end-of-pipe effluent treatment
and at-source effluent prevention as aresult of introducing a cleaner process technology.

With regard to the environmental effect, the application form should describe the location of the
environmental impact, providing information about water intakes located downstream from sewage
outflow (distance in km), recreational and water sport facilities, fishing areas, nature reserves, urban
waterways, etc.

In addition, applicants should be required to describe the current effluent levels and the resulting
ambient water quality in the receiving water body after project implementation. The expected
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environmenta effect should be specified in terms of pollution reduction before and after the project,
such as total suspended solids, BOD, COD, nitrates, phosphates, toxic pollutants, etc. in tons'year as
well as the expected timeframe for achieving the environmental effect.

Technical data

The application form should require a detailed description of the proposed technology, including
data on all technical parameters of the instalation that enable the achievement of a certain level of
pollution reduction. It is important to require the applicant to justify the proposed technology and
explain its optimality under given conditions, as well as demonstrate compliance with environmental
standards.

With municipal wastewater treatment projects, the application form should contain
information on the number of inhabitants in the area covered by the project, number of inhabitants
connected to the sewer system, population equivalents from industry (in case of industria
wastewater), stormwater channelled to sewage, information on the arrangements for managing
wastewater treatment dudge and other process by-products. Where projects concern sewer
construction, the descriptions should be supplemented with a plan of the collectors indicating those
sections for which the applicant requests agency’ s support.

In addition, applicants should be requested to provide a technical implementation schedule. For
this purpose, project stages and phases should be clearly defined. If the agency is going to provide
support for a specific project implementation phase, it is necessary to extract the incremental project
scope (phase) from the full project scope, including incremental costs and incremental benefits, which
are based on the difference between the state of the environment before and after the project.

Applicants should provide information on eligible tasks and respective costs to be financed by the
agency. Such €dligible tasks are the functionaly, technologicaly or temporaly separable (i.e.,
identifiable) parts of a project necessary for proper project implementation and operation. Tasks linked
neither technologically nor organisationaly to project objectives should not be included in the
substantive and financial plan (such as building of access roads, building of power links, construction
of fencing, construction of the management site, construction of connections to the heating or sewer
networks, etc.).

If the agency chooses not to consider activities already completed as part of the project scope,
both the technical implementation schedule of the project and its financial plan will be limited to tasks
that are planned or under implementation. This can also help reduce project costs.

Financial data

The project financial plan (including cash flow — schedule of investment outlays, forecasts of
operating and maintenance (O&M) costs - and structure of financing) and respective sources of
financing constitute the most important financia data that need to be requested from applicants.

Instructions to applicants may also include requirements with regard to information on payments
for implemented tasks presented in the project (best presented in a tabular form). Payment documents
and the dates of respective payments will then enable the separation of authorised tasks from others,
while the revaluation coefficients introduced additionally allow for comparability and the calculation
of total costsincurred. Thus, agency staff will be able to determine the average physical progress of all
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authorised tasks in the project. This is important where the agency decides to establish an upper
threshold on project progress that will make a project eligible for support from the agency.

Project financial plan

The applicant should provide detailed data on project investment and O& M costs, including
fixed® costs (such as office rent or amortisation of buildings and equipment already purchased, etc.)
necessary to calculate different financial and cost-effectiveness indicators. The agency’s resour ces
should be used primarily to cover investment costs. These can include: purchase and assembling of
technical equipment and assembly works directly related to the construction activities on the site. Asa
matter of principle, the agency should not provide support for maintenance and operating costs or for
financial costsincurred by the beneficiary as aresult of project implementation.

While the agency may accept the level of costs determined in a pre-feasibility/feasibility study,
these should be verified and subsequently adjusted after the tender processis compl eted.

Many public implementing agencies in the transition economies tend to collect only project
investment data. Having information on the O&M costs is essential to calculating the financial
viability and cost-effectiveness of each project. Without knowledge of the O&M costs, the agency
cannot conduct proper project appraisal, which may lead to the financing of projects that do not deliver
value for the invested money (i.e., that are not the most cost-effective solutions from the public
finance perspective) or are not sustainable. To ensure that all applicants calculate O&M costs in the
same manner, the agency should clearly define the method of O&M calculation as well as, where
appropriate, determine certain indicators.

Table 10 presents alist of possible O&M costs data that need to be requested from the applicant.

Table 10. Possible O&M costs to be requested from the applicant

O&M Costs Pre-implementation Post-implementation
Units No of units Unit cost | Cost/ | Units No of units | Unitcost | Cost/
per year year per year year
Fuel
Electricity
Other media
Materials

Remuneration (gross)

Outside services

Replacement costs

Pollution charges and fines

Taxes (e.g. property tax)

Enterprise-wide costs

Other (provide detail)

Total O&M costs

In certain cases, a project can fully or partialy cover O&M costs from revenue obtained from the

sale of provided services. If a project is capable of generating sufficient revenue to cover the O&M
costs and generate a profit, it has a good chance of obtaining debt financing from commercial banks
and other financing ingtitutions. In this case, the agency should plan to decrease the aid intensity
for such projects.

° Fixed costs are those that do not vary with the level of production.
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Revenue from operations should be presented for atime horizon at least as long as the period for
which O&M costs have been estimated. For modernisation/rehabilitation projects, the revenue from
operations (and its structure) should also cover the period prior to the commencement of the
investment.

Instructions to applicants should require projections of project cash flow for both the
implementation and post-implementation periods. Table 11 below presents the main possible
components to be considered in the cash flow calculations.

Table 11. Project cash flow

Project Cash Flow

Revenue Sources Years.......
Applicant own resources for investment
Investment credits and loans
Grants
Revenue from operations
Own working capital
Operating credits and loans
Other sources (please provide detail)
Total all sources

QN[O AN

Expenditure

9. | Investment outlays
10. | Operating costs (less depreciation)
11. [ Repayment of credits and loans
12. | Interest on credits and loans
13. | Taxes
14. | Requirements with regard to working capital
15. | Other (please detail)
16. | Total expenditure
17. Surplus / Deficit
18. Cumulative Balance
19. | Investment physical progress (%)

The time horizon of a cash flow forecast should cover the period from the start-up of the
investment to the operational phase for as long as at least the first 5 years of operation of the
installation or, in case of debt obligations, until all debt isrepaid.

Sources of finance

Applicants should provide detailed information on al sources that will be used to cover the tota
cost of the project. Taken together, these sources should ensure a sufficient level of resources to cover
anticipated expenditure.

Applicants should aso be required to indicate if these resources are confirmed, committed, or
requested. For those that are committed, the applicant should provide appropriate proof. If the
applicant uses credits to cover project costs, it is aso important to require information on specific
credit conditions (e.g., interest rate, repayment period). Where a grant has been obtained, information
on its source and size should be provided. The level of financial assistance sought from the agency
should be broken down by years or quarters depending on agency’ s requirements.
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When presenting financial data some of the underpinning assumptions and parameters should be
provided by the government or the implementing agency. These could include input prices, discount
rates, and inflation coefficients. Based on these parameters and the raw input data provided by the
applicant, the agency can calculate relevant indicators, such as indicators of investment costs, net
present value, internal rate of return, etc. One main problem facing applicants is the choice of the
correct discount rate. More information on thisissue is provided in the next section on appraisal.

Apart from financial information on the project, an applicant will also be required to provide
detailed information on its own financial situation. Checking an applicant’s general financia
performance may help to detect potential risks related to future project implementation.

Any additional information relevant to project appraisal should be provided in annexes.
Information on mandatory annexes should be specified in the instructions to applicants. Indeed, most
of the legal and financia information can be presented as such annexes.

Annex |1.3 provides an example of afull application formin use at the Polish EcoFund as well as
an example of Instructions to applicants on how to complete the full application form.

I nstructions to agency staff on verifying information provided by applicants

In evaluating project applications, it is important that the agency develop strict rules for staff
involved in the process. These rules should be binding for all regardless of their position and status.
These rules should be based on clear appraisal and selection criteria that do not raise doubts as to
appraisal outcomes. Similar projects should be subject to the same appraisal procedures. These criteria
and procedures should ensure that appraisal isimpartia and does not favour certain project owners.

One way to ensure quaity and reliability of information provided by applicants is to check
project proposas againgt historical data for similar projects or on the basis of surveys conducted
by the agency. For this reason, it is important for the agency to maintain internal databases,
periodically revised, updated and differentiated by regions.

Even if the appraisal and selection criteria are ideal, the final result would not be optimal if the
raw data are of low quality. One way to ensure good quality of the data and information obtained from
applicants is by hiring well-qualified staff with sufficient knowledge in their respective fields.
Personally committed and experienced staff are crucial in detecting problems with data and ensuring
the receipt of reliable information. In this context, staff recruitment on a merit basis and evaluation
based on performance is all the more important. Offering competitive salaries on par with private
sector financial institutions can help increase the stability and quality of agency staff.

Using consultants

In particularly complex or controversial cases, the agency could use the services of external
experts and consultants, whose advice could be of great use in resolving a technica or financia
problem related to a given project or as another source of knowledge for the agency when similar
applications are submitted. While such external advice provides the agency with additional arguments
upon which to base decisions, this does not release agency staff from their responsibility for making
the final decisions on financing a project.

Using consultants as experts to help with the appraisal of more complex projects could create
potential conflicts of interest ssemming from the fact that these same consultants could use their
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knowledge of the agency’s requirements and procedures to help other applicants develop projects for
submission to the agency. In principle, it is not a problem if applicants use such consultants to provide
truly well-developed projects. The real issue is that consultants, knowing the appraisal system of the
agency, would also know how to manipulate data to best fit them to the agency’s criteria and obtain a
high ranking for the project, thus increasing the chances for financing a project that may face problems
in the implementation phase.

In order to avoid such situations, the agency should, a a minimum, sign contracts with such
consultants including a clear provision prohibiting them from providing services to potential
applicants intending to submit projects to the agency for at least 2-3 years after the consultants' last
contract with the agency. Obviously, while it is not always possible to identify such cases, at least the
agency can take legal action against consultants that have been found to bein breach of their contracts.

Appraisal and ranking of projects

The aim of project appraisal is to assess a project on the basis of clearly specified and rigorous
criteria. These criteria allow the agency to compare, rank and select projects for financing. When
these criteria are applied indiscriminately across all (similar) projects, they can help reduce the
discretion of the management board in selecting projects for financing.

Project appraisal is conducted by professiona staff with proper professional background and
practical experience. Where such staff are not readily available in-house, the agency may need to seek
external experts' support, particularly initsfirst years of operation.

In principle, in conducting project appraisal only comparable projects can be ranked. At the
same time, however, various techniques exist — such as cost-benefit analysis (CBA) or multi-criteria
analysis (MCA) — that could, theoretically, enable any project to be compared to others. These
techniques, however, are very costly and time-consuming and they do not provide public financing
agencies with practical tools for appraising individual projects. In addition, these techniques are
recommended for application at a higher, more aggregate programme level than at the project level.
Because of the specific character of environmental infrastructure investment projects, simpler
techniques, such as cost-effectiveness analysis, should be used to compare projects within topical
baskets (e.g., wastewater treatment plant project basket, sewerage system project basket, etc.). Cost-
effectiveness indicators measure the value for money and are best applicable when environmental
effects are homogenous across alternative solutions or projects.

Two dimensions of project appraisal exist: economic efficiency and financial viability, which
implies that financial analysis (for judging financial viability) and CBA (for evaluating economic
efficiency) should be applied.

In CBA discounted benefit and cost streams are compared. If benefits outweigh costs, the
investment is economically efficient and could be supported using public funds. If not, the investment
should be abandoned. The CBA takes into account a broad spectrum of costs and benefits (i.e., costs
and benefits accruing to society as a whole). Note that it is best not to apply CBA to projects that
simply respond to mandatory legal regulations. Due to the nature of the water supply and wastewater
management sector, investments in these areas cannot be abandoned as municipalities, utilities and
enterprises must meet mandatory environmental standards: they must implement these investments in
order to comply with regulations. Therefore, the logic of CBA is broken. The investment has to be
undertaken even if the costs outweigh benefits. Investors can only blame politicians for adopting too
stringent environmental standards.
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In this context, the question of economic benefits outweighing economic costs for each
investment is not relevant. When the issue is to identify the lowest cost of meeting environmental
standards, the answer is provided by cost-effectiveness analysis (CEA). Typically in appraising water
sectolroi nvestment projects, it is strongly recommended to use a combination of financial analysis and
CEA™.

Project appraisal criteria

It is the sovereign right and responsibility of the government to establish project appraisal and
selection criteria. The optimal package of appraisal criteria should include environmental, technical,
social, financial and economic considerations. The agency needs to aggregate these into one
coherent, internally-consistent and methodical system that allows for reasonabl e comparisons.

In addition, the agency may introduce numerical scores and weights that could help convert
different variables into comparable units and aggregate them into a uniform and unambiguous
indicator to be used in ranking comparable projects. Different options and algorithms for calculating
such indicators are possible.

For ranking purposes, projects can be compared either:
e  against each other (true ranking);

e  against past projects; or

e against abenchmark (reference/model project).

Ranking can be based on different criteria depending on what is important in a given expenditure
programme. Usually, it is the cost-effectiveness indicator that is used as a key criterion in ranking
projects as it integrates both the costs and environmenta benefits of projects. In addition, if projects
are identical, time can be a mgjor ranking criterion and the agency might want to reward those who
implement projects first. The assistance rate can also be used as aranking criterion for typical projects
that meet certain eigibility criteria (equivalent to “auctions’ for subsidies, see more on this in the
section on project selection).

The essential features of agood appraisal system, incorporating criteria, scores and ranking, are:

e The system should enhance transparency and objectivity of project selection, should not
create confusion or alow for discretionary practices in selecting projects and beneficiaries
for financing.

e Scores should be directly linked to quantitative project data. Discretion in assigning scores
should be limited. This requires clear guidelines for agency staff and the introduction of
point values for each criterion.

e Discretion in assigning weights should also be limited, through point values or specific
guidelines.

19 This procedure is used by some of the Polish Funds: the EcoFund, the Regional Fund for Environmental
Protection and Water Management in Krakow, and the National Fund for Environmental Protection and Water
Management with respect to projects to be financed by 1SPA.
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e  Criteria should be not too numerous, unambiguous, and, in principle, uncorrel ated.

e Criteria (including environmental, technical, financial, and economic) should be state-of-the-
art in the respective fidd.

e  Scores should be meaningfully aggregated into asingle indicator.

o Assumptions used in forecasting certain unit costs and rates should be standardised. In order
to ensure comparability and integrity, the agency should require the use of standard
assumptions and formulas.

In addition to the three magjor criteria (environmental, technical, and financial/economic), the
Polish EcoFund has aso introduced location and organisational criteria.

Location criteria

Location criteria determine where the project will have a magjor impact on the state of the
environment. This parameter is particularly important when the impact of WWTP projects on lakes or
coastal waters is assessed. There are two options for setting location criteria: one in relation to the
distance of the pollution source to the body of water and the second case in relation to the type/class of
the receiving body of water.

Environmental and technical criteria

The criteria the agency uses to assess the environmental and technical qualities of a project
should be designed in a way that enables the project’s environmenta impact after its implementation
to be determined. Three major sub-criteria are discussed, namely: magnitude of the pollution source,
technical scope of the project, and an assessment of project’s potential to achieve its stated
environmental effects.

a) Magnitude of the pollution source

This is the primary parameter indicating the project environmental impact. The criterion should
show a preference for large projects, since it is the implementation of such projects that bring the
greatest and most rapid improvements in the environmental situation.

An assessment of the magnitude of pollution sources is based on the amount of wastewater
planned to be treated in awastewater treatment plant, amount of wastewater to be collected by sewers,
or the population equivalents served by a plant or sewerage system. Another quantitative parameter
that may be used is the degree to which pollutants load is expected to decrease.

b) Technical scope of the project

The magnitude of the environmental effects to be achieved depends on the technical scope of the
project. In water projects, the technica scope may include:

e construction of new wastewater treatment plants;

o redevelopment of existing wastewater treatment plants (increased capacity);

71



e modernisation of wastewater treatment plants (increasing the treatment level of wastewater);
e reconstruction and modernisation of wastewater treatment plants;

e construction of new sewerage systems;

e reconstruction of an existing sewerage system.

In designing these appraisal criteria, it is worth mentioning that the environmenta effects will
differ across the above cases. Clearly, the greatest effect will be achieved when a new WWTP or
sewerage system is built. Such projects would receive the highest scores and also place high in the
rankings.

The scope of a project is the most important — though not the only — criterion that should be used
in the process of technical appraisal. Other technical criteria may also be applied, though the list
should be limited to those defined in an unambiguous and measurable manner. An example of another
criterion is the consumption of energy per unit of treated or pumped wastewater.

On the other hand, the set of criteria should not only be limited to the assessment of wastewater-
related elements of a treatment plant. The appraisal process should also assess the technical solutions
proposed for the management of solid waste generated in wastewater treatment, i.e, dudge
management. Projects that propose as part of sludge treatment not only de-watering, but also further
waste processing (e.g., preparation for use with the addition of lime or drying), would receive the
highest scores.

) Assessment of potential to achieve stated environmental effects

The reliability of projections — as stated in the application — for a project’s environmental effects
that would be achieved once implementation of the project is complete. In many cases, such
installations as wastewater treatment plants do not reach their peak capacity immediately after starting
normal operations. Similarly, a sewerage system can be built over a period of severa years and the full
environmental effect can be achieved only when the entire system is completed. Possible attainment of
anticipated environmental effects later than the actual implementation period should be considered in
the appraisal process, but the causes for the delay need to be clearly identified, thus adding a greater
element of realism to the overall project assessment.

Organisational criteria

Organisational criteria allow the agency to assign a higher rank to those projects that bring an
environmental benefit rapidly. Using the duration of the implementation period as an assessment
parameter serves to mobilise investors toward solid organisation of the investment process and to
implement the project in as short atime period as possible.
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Table 12. Example of technical and environmental criteria
Based on Polish EcoFund example

No. Type of criterion Numbe_r of points Project
achievable evaluation
1|Technical and environmental criteria
1.1|Size of pollution source Q average (‘000 m3/d)
(assessed from function*) up to 50
1.2|Main project investment tasks
- Construction of a new wastewater treatment plant 40
of discharge collector as alternatives
- Modernisation or reconstruction of treatment 20
plants
- Construction of waste management facilities 10
1.3|Comprehensiveness of sludge management
- Preparation for natural disposal 10
- Minimisation of sludge volume 5
14 Community’s level of contribution to sewerage
" "|after project completion
- Over 70 % 20
-40-70% 10
- Below 40 % 0

* - Wherever “assessed from function” is indicated, points will be assigned from a mathematical function
showing the relationship between the size of the pollution source and the scale of the technical response
proposed. The curve is constructed based on theoretical considerations or experience (see Annex 11.4 for an
example of such a function).

Economic criteria

The appraisal aims to determine whether or not the unit (investment or O& M) costs of certain
tasks in a project are comparable with those usually observed in similar cases. This may refer to the
investment cost of treating a unit of wastewater, investment cost per population equivalent, the cost of
constructing a meter of sewer network, etc.

A practicad and widely tested method of calculating project costs is comparing selected
guantitative costs of different tasks against reference values (benchmarks). The use of this method is
justified where national or regional databases on unit costs of similar tasks are available. When such
external databases are missing, the agency may choose to develop its own database containing
information on previously implemented projects using agency support.

In conducting proper economic analysis of a project, there are two major sub-criteria that need to
be assessed, namely cost-effectiveness and financial viability of the project. Unlike other criteria,
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both are calculated indicators. The calculation of cost-effectiveness deserves a specia discussion as
different institutions use different methods to calculate it.

Cost-effectiveness anaysis is best applied when projects produce homogenous environmental
effects. Calculating cost-effectiveness requires the estimation of investment expenditures, operating
and maintenance costs, and the environmental effect. The cost-effectiveness indicator is the ratio of
costs to environmental effects. The lower this cost, the better, as less public money is spent on
purchasing the unit of environmental effect.

Environmental effect indicators

Different indicators exist to measure project effects: physical indicators (capacity of a WWTP,
length of callectors), indicator s of quality (class of the water body, existence of sensitive species) and
indicators of environmental impact (pollution load - quantity of BODs (or other pollutants, such as
N and P) to be removed, volume of treated wastewater, inhabitants served).

Measuring the environmental effect is a difficult and ambiguous task. In fact, the changes in
environmental quality cannot be precisely measured either with effluent pollution or with producer-
reported parameters. Information on the actual changes to the environment can be found using such
indicators as changes in the classification of the receiving body of water or more biological measures,
such as the existence of rare species. While these indicators better reflect the true state of the
environment, they can hardly be tied to individua investments. On the other hand, using installed
capacity and the length of sewerage in cost-effectiveness analysis does not say much about costs of
achieving the environmental effect; instead, it provides information only on the cost-effectiveness of
construction works, i.e. the implementing agency learns if the construction costs are below, equal or
above average construction costs for a given task. This information is of moderate importance if
beneficiaries are obliged to respect stringent tender procedures. Under the assumption of competition,
the construction costs will always be minimised.

In this context, the impact measures of an environmental effect are the most relevant. For
municipal waste projects, these measures are amost completely equivalent. In the case of different
sewerage systems (sanitary versus mixed system), a discrepancy will exist between the volume of
wastewater and two other indicators (number of inhabitants and pollution load). If a system also serves
industry, a discrepancy will exist between the number of inhabitants, the volume of wastewater, and
the pollution load. In this case, another measure of environmental effect is recommended, namely
pollution load expressed in popul ation equivalents (p.e.).

Population equivalents can be calculated by dividing the total daily load of BODs discharged into
the system by the quantity of BODs released by a single person per day (0.06kg). PE indicates how
many people would need to be located in the served area in order to release an equivalent load as to
that actually discharged.

For the purpose of calculating cost-effectiveness, indicators of environmental impact are
recommended.

Cost indicators

In applying for support from the agency, the applicant should provide cost information, both in
terms of investment expenditure and O&M costs. Costs can be expressed in two ways as static and
dynamic (where the time value of money is accounted for). Static indicators, in turn, are divided into
unit investment costs and unit operating costs. On the other hand, two methods exist to calculate the
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dynamic indicators, namely by calculating the unit annual cost and dynamic generation cost of
investments.

Static indicators are less relevant in project appraisa as they do not take the time value of money
into account and do not properly reflect the value of the investment over the entire project life. The
advantage of static indicators is that they are usualy more precise, since assessing future costs is
always subject to uncertainty and possibly miscalculated. As such, static indicators should be used
along with dynamic indicators. In contrast, dynamic indicators are a correct measure of cost-
effectiveness, as they require the calculation of discounted lifetime incremental costs.

Static indicators

Traditionally, marginal, or unit, cost serves as an estimate of the cost-effectiveness of an
investment. This measure is obtained by dividing the sum of investment outlays by the environmental
effect achieved in a given year. This measure has three shortcomings. First, the costs of pollution
reduction depend not only on investment outlays but also on operating costs. Indeed, a project may
entail higher investment costs but be significantly less expensive in operation; as a result emissions
may be reduced at alower cost. Second, the marginal cost approach ignores that different installations
differ in operating periods; it is possible that the more expensive installation will serve for a
significantly longer period and, consequently, lead to the reduction of a greater amount of pollution.
Third, in specifying the annual environmental effect — typically by using the year in which the
installation’s full capacity is reached — the problem of a lower environmental effect in the years
preceding the attainment of the full capacity is not addressed. If this period is long (e.g., construction
of alarge sewer system spread over a number of years), the marginal cost method does not reflect the
fact that the invested capital is effectively frozen over the period. It might be better to finance more
expensive investments that bring immediate environmental benefits.

Experience shows that unit investment cost (UIC) is one of the most common indicators used by
the environmental funds in CEE and EECCA to calculate cost-effectiveness. This is a ssimple ratio
between investment expenditures and an environmental effect that is generated in the first year after
investment completion. This indicator has a number of drawbacks and should not be used in
professional cost-effectiveness analyses. The unit operating cost is the ratio of total annua operating
costs divided by the environmental effect. The formulas for caculating these indicators with a
description of their respective advantages and disadvantages are provided in Annex 11.4.

Dynamic indicators

There are two major dynamic indicators discussed in this section: unit annual cost and dynamic
generation cost. Unit Annual Cost (UAC) allows the linking of investment expenditure and O&M
costs. UAC is calculated as the sum of Annualised Capital Cost (ACC) and annual O&M costs (the
annualised cost of a project or AC) divided by the average environmental effect expressed in physical
units. This approach is used, for example, by the Polish EcoFund. Unit Annual Cost is a good
indicator that in most cases produces a ranking of alternatives that is consistent with the true cost-
effectiveness of aternatives. This is true when there is a uniform distribution of the environmental
effect across alternatives. UAC, however, fails to account for the distribution of environmenta
benefits over time.

While UAC is still not an ideal measure of cost-effectiveness, it produces good estimates and
works well in most typical cases. In some cases, it is very difficult to make a reasonable projection of
an environmental effect. Therefore, applying a more sophisticated method that will depend on
imprecise projections does not add any value.

75



Dynamic Generation Cost (DGC) isthe ratio between discounted costs and discounted benefits. It
is a dynamic indicator used by the Polish National Fund to conduct economic appraisals of ISPA
investments™. This indicator has a structure similar to the cost-benefit ratio used in CBA. The
benefits, however are not monetised, but instead are expressed in physical units.

DGC isthe measure of cost-effectiveness that has all the advantages of the unit annual cost
and, in addition, is sensitive to changesin the distribution of the environmental effect over time.
In fact, DGC is the best proxy of long-run average cost. Thisis an important feature that is very useful
in designing tariff policies and checking whether a utility respects the Polluter-Pays Principle. These
dimensions are very important for al IFls and the EU Commission. A simple model for calculating the
DGC, with instructions for its use, is attached as a CD-Rom to the Handbook.

A more detailed discussion of these two dynamic indicators with their formulas and respective
strengths and weakness is presented in Annex 1.4.

Box 10. Approaches to calculating cost-effectiveness indicators

Static indicators

Unit investment cost, UIC - ratio of total investment costs to an environmental effect achieved in the first year
after completing an investment. The environmental effect is expressed in physical units. This is a static indicator,
which is easy to calculate (particularly, if an installed capacity is used as a proxy for the environmental effect) but
does not have any economic meaning. The major drawback of this measure is the neglect of O&M costs. Hence, it
produces a ranking of alternatives that is not consistent with true cost-effectiveness of alternatives. Engineers
appreciate UIC, as technical designs contain all necessary data, making the indicator unambiguous.

Unit operating cost, UOC - ratio of yearly operating costs to an annual environmental effect expressed in
physical units. This indicator is much closer to economic theory. It may be considered as an estimate of the long
run average variable cost. Calculated on its own, it cannot be used for cost-effectiveness analysis. Hence, it is
usually a complement to UIC.

Dynamic indicators

Unit annual cost, UAC - ratio of annualised capital costs and O&M costs to an average annual
environmental effect expressed in physical units. This is a very good indicator and is sound on economic grounds:
both costs and results are expressed in annual flows. This measure gives a consistent ranking of alternatives
under the condition that the distribution of the environmental effect is uniform across alternatives. Usually, it can
be used for designing tariffs and checking if the Polluter-Pays Principle holds.

Dynamic generation cost, DGC - ratio of discounted stream of costs and discounted stream of environmental
effects measured in physical units. This is an ideal indicator, as it gives both a consistent ranking of alternatives
and proxies the long-run average cost. Hence, it can be applied in cost-effectiveness analysis as well as in
designing tariffs and checking if the Polluter-Pays-Principle holds.

Methods for calculating financial viability

The agency needs to check the financial viability and profitability of the project in order to assess
the project’s capacity to generate revenue and thus whether public support is needed. This requires a
comparison between overal expenditure (irrespective of source of financing) and environmental
effects (benefits).

1 DGC is also used by most development banks (see, for example, ADB, 1999), although each institution has a
different name for it.
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Experience shows that many environmental funds in both the CEE and EECCA regions do not
conduct financial analysis of projects. As a result, they do not control financia viability and may
support projects that are commercially viable.

The two most common indicators of financia viability, based on discounted cash flow, are
internal rate of return on an investment (IRR) and net present value (NPV). These are dynamic
indicators that take into account changes in prices over time.

In order to compare different investment opportunities, future cash flows are discounted to their
present value. The NPV isthe overall present value of the discounted cash flows lessinitial investment
costs. The NPV must always be positive for a project to be attractive. A positive NPV for a project
implies that the project can generate more cash than is needed to service debt and provide the required
rate of return on the invested capital. In other words, the higher the NPV, the higher the financial
viability of the project. In addition, NPV favours projects with higher cash flows in the early years of
the project.

The NPV can be calculated using different discount rates. The discount rate usualy reflects
assumptions about the risk of the project and the cost of capital. Rea discount rates (net of inflation)
should be used in calculating NPV. The agency should provide the appropriate discount rate, which
could be determined in relation to alternative investments with a low level of risk (e.g., the rate
at which gover nment bonds ar e sold) or compared to the country’s central bank rediscount rate.
The discount rate should reflect the opportunity cost of capital that refers to the rate of return that the
investor would obtain investing el sewhere, assuming the same financial risk for compared options. In
other words, the discount rate should constitute the minimum rate of return, below which the investor
should decide not to undertake the project. In some CEE countries, the discount rate is the average
cost of loans awarded by a funding institution. A more detailed discussion of the discount rate is
provided in Annex I1.5.

The IRR is the discount factor for which the tota revenue generated by the project, once
discounted, equals the initial investment. It is the discount rate at which the NPV is equal to zero. It
can aso be defined as the expected rate of return on the invested capital. The higher the IRR of a
project, the more the investor is stimulated to invest from his own resources. IRR can be calculated
through an iterative process continuing until the discount rate at which NPV equals zero is found. In
addition, IRR favours investments with higher cash flowsin the later years of the project.

When risk-adjusted IRR of a project is higher than prevalent commercia interest rate, there is no
need to use public resources to support such a project. A project of this kind will most certainly liein
the area of interest of the private sector for which the promise of high financia returns will provide
enough investment incentive. On the other hand, if a project generates economic and socia benefits to
awider community, its economic rate of return (ERR) is high. If aproject’s ERR is lower than the so-
called social discount rate that reflects the minimum socially acceptable rate of return, the project
should be regjected due to risk and low benefits to the community.

The Polish EcoFund uses the commercia banks interest rate (4%) to which it adds a premium of
8% in order to establish the level of IRR above which a project may be considered as commercial.

When calculating financial indicators, constant prices should always be used, that is prices
adjusted for inflation and fixed at a base-year. If project costs change over the years, the implementing
agency should clearly specify in its agreement with the beneficiary who should bear the risk of higher
costs.
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Designing a Package of Criteria and Points Values

Once al economic criteria are calculated, they are assigned points and final scores are
determined.

The example in Table 13 (based on the practice of the Polish EcoFund) shows a package of
economic criteria. UAC is used to assess the cost-effectiveness of the project while IRR is applied for
assessing the project’s financial viability. In addition, the contribution of the beneficiary’s own
resources is also considered an important criterion and isindividually assessed. Both IRR and the level
of beneficiary’ s contribution are assessed against historic values.

Table 13. Economic criteria in use at the Polish EcoFund

No. Type of criterion Number of points Project
achievable evaluation
1|Economic criteria

1.1|Indicators of pollution abatement costs up to 40

1.2|IRR indicators of profitability of investment
(assessed from function) up to 20

1.3|Level of own resources
(assessed from function) up to 20

The ultimate aim of appraisal of a project is to convert criteria against which the project is
assessed into point values that are then summed up into a single number used in the ranking list. The
criteriathat enter the ranking list are aso called selection criteria. The criteria may vary in their detail,
ranging from simple yes/no questions to more detailed and graded criteria depending on the degree to
which the criterion is met (e.g., the extent to which a certain environmental effect isto be obtained).

In addition, these criteria may be assigned weights to reflect their significance with regard to
other criteria. The final score (the total sum of all selection criteria multiplied by their respective
weights) will then determine the project’s place on the ranking list.

The package of appraisal criteria and their respective points values presented in Annex 1.6 are
based on the Polish EcoFund practices. The protection of naturally-valuable lakes is used as an
example. The package is very much universal in character and can be used in the appraisal, ranking
and selection of any project in water protection. Yet, some of its elements may require modification
(replacement, expansion, etc.) in relation to different types of projects.

I nstructions to staff conducting appraisal

The above examples simply illustrate one possible approach that could be used in appraisal and
ranking of water projects. The application of this system, however, is not as straightforward and
agency staff will need guidance on how properly to implement it. Therefore, the agency needs to
develop detailed, unambiguous, and precise instructions to staff on interpreting each single criterion
and parameter; thiswill ensure a smooth and transparent appraisal process understandable to al.

In addition, the agency needs to decide if the appraisal, ranking, and selection criteria will be

published or designated for use by agency staff only. It is not recommended that detailed information
on the point-based assessment system be made available to any parties outside the agency.
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Clear regulations for handling applicant claims and appeas should also be developed. Strict
application of regulations should be required from all staff. The nature of the appraisal process
essentially demands a system of internal and external audits. These checks are needed to ensure the
precise application of appraisa rules and procedures.

In addition, the appraisal process should remain free from government interference or attempts to
change the order of projects on the ranking list developed by the agency professiona staff. Instead,
they should provide the agency with sound, transparent, and rigorous appraisa criteria and rules and
monitor their application.

A project sheet summarises the results of the appraisal process. The responsible employee at the
agency (project co-ordinator) prepares the project sheet, along with his’her comments on each of the
criteria. An example of such a project sheet in use at the Polish EcoFund is presented in Table 14. This
project sheet is then presented to the Supervisory Council for decision on granting support to the
project.

Table 14.  Project sheet in use at the Polish EcoFund

Project sheet

Agency priority area

Responsible employee (project co-ordinator)

Project title

Applicant

Location

Implementation period

Degree of advancement of the project

Project cost (total and to be incurred)

Amount of financial support requested from the agency
Project justification and rationale

Items to be financed with agency support

10. | Environmental effects

11. | Origin of the equipment supplier

12. | Implementation schedule

13. | Results of experts’ opinions

14. | Sources for covering of costs

15. | Economic and financial analysis of the project (financial viability of
the applicant, cash flow analysis)

16. | Project co-ordinator’s opinion

OO (N0 W=

Evaluating applicants
Apart from conducting a detailed appraisal of the project, and in order to determine an applicant’s
eligibility, the agency should undertake a separate evaluation of the applicant as well. This analysisis
important as it alows the implementing agency to identify any political, legal, institutional, and
financial risks related to the applicant that might undermine successful project implementation.
Evaluation of applicants requires the assessment of two major issues:

e Institutional capacity of the applicant to implement the project with a major focus on lega
status and ownership titlesto assets;

e Financial viability of the applicant with a major focus on creditworthiness.
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Institutional capacity of the applicant to implement the project

Some of the key issues in assessing the ingtitutional capacity of the applicant to implement the
project are:

e Understanding the applicant’s legal environment — legal status, ownership of assets, degree
of autonomy, scope of responsibilities, nature of the constitutiona charter, and legislation
that regulates performance;

e  Previous experience of the applicant in managing and implementing investment projects,

o Track record of the applicant with credit/loan repayment — date, amount, and circumstances
of default, if any;

e Professiona qudlifications, management skills and reliability of staff implementing the
project, hiring, remuneration and training policy.

In addition, where the applicant is a municipality, other institutional issues to be checked could
cover:

e Lega and political issues related to the national revenue-sharing system and the direction of
any changes in the system as these may influence the applicant’ s fiscal balances;

e Possibility to fund operating expenditure from user charges, fees and taxes or through
earmarking;

o Ability of municipality effectively to adjust its expenditure budget to a changing economic
environment;

e Congtitutional and statutory regulations governing powers, financia operations, debt
issuance, and debt restrictions;

e Planned privatisation of government-owned utilities.

One central question that needs specia attention in evaluating an applicant’s capacity is legal
status. This issue is of particular concern as it defines the applicant’s capacity to enter into legally-
binding contractual relations or to incur debt. In complex infrastructure projects, the borrower, the
owner of assets, the construction contractor, and the equipment supplier are often different lega
entities. Therefore, it is of paramount importance for the agency to clarify from the outset who exactly
will sign the financial agreement, and, if aloan isinvolved, who will pay back the debt.

Financial viability of the applicant

The main purpose of evaluating an applicant’s financial performance is to ensure that the
applicant will remain a reliable partner throughout the lifetime of the project. In addition, when the
agency provides aid in the form of loans, the agency needs to ensure that the applicant will be able to
generate sufficient operational surplus and pay back the debt. In addition, by assessing the applicant’s
financial viability, the agency can assess whether the applicant really requires public aid to implement
the project or could use debt on the commercial market.
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The following key factors may be considered:

o Applicant’'s level of profitability — this implies checking applicant’s financia statements,
including profit and loss, balance sheet, cash flow statements, and any auditors' statements;

e Applicant’s ongoing liquidity to meet current obligations and ability to service and repay
debt from operating cash flow;

e Applicant’ s ability to maintain an investment grade credit rating;

e  Comparison of capital structure and financial position relative to comparabl e applicants.

Applicant creditworthiness

If loans are involved, the most important part of the financial viability analysis of the applicant is
the assessment of creditworthiness. In the environmenta infrastructure sector, municipalities are the
major clients. In assessing their creditworthiness, the implementing agency can perform a case-by-case
analysis or rely on external rating or evauation. The agency itself could develop its own rating
system and maintain a database of municipdities credit risk, asis done, for example, by the Austrian
Kommunalkredit Bank.

In addition, the most common methods of securing debt used by public implementing agencies
are: guarantees, collateral, and other safe security measures. More specifically, these could be:

e  State or sovereign guarantee;
e Bank guarantee;
o Rea property —land, rea estate, fixed assets;

e Performance bonds or escrow account — where the applicant is required to set aside a certain
amount of money and the agency is given full access to this money in case of afailure of the
applicant to meet its contractual obligations.

The guiding principle for collateral policies adopted by the implementing agency with regard to
municipalities is that the collateral should be safe but flexible. Currently, it seems that in most of the
transition economies, real property owned by municipalities is perceived as the safest collateral. This
practice reflects the extent of commercial property holdings by local governments in these countries.
In addition, this reflects the high political risk attached to state guarantees.

More recently, however, a number of CEE countries have begun accepting more liquid forms of
collateral; for example, the agency could be granted the right to make direct withdrawals from the
municipality’s accounts in order to cover loan payments due. This liquid collateral is seen as very
effective in reducing loan defaults since it requires a deliberate choice on the part of a municipality to
assign to alender the right to debit its current account.

Another type of collatera increasingly used world-wide is the intercept provision, which gives
the lender first claim on intergovernmental transfers otherwise due to the municipality. Intercepts of
this kind can be found in a number of OECD countries. In many devel oping countries, such provisions
have helped reduce the rate of arrearsin paying back loans. This type of guarantee is particularly good
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for countries with stable and predictable economies where intergovernmental transfers have a track
record of stability.

Box 11. Risk assessment in providing loans to municipalities
(Example from the Polish National Fund)

Risk assessment is largely based on two major components, namely:

e  Analysis of the municipality’s creditworthiness in terms of borrowing capacity and current and forecast
debt servicing capacity; and,

e  Evaluation of the collateral provided by the borrower.

Assessment of the borrowing capacity aims to identify the strengths and weaknesses of the municipality
taking into account external factors affecting its budget revenues and expenditures. The Fund conducts an
analysis of the budget forecasts for the requested financing period, and if such forecasts are considered
unrealistic, the Fund requires additional clarifications and makes appropriate adjustments. Then, these adjusted
forecasts serve as the basis for the final risk assessment. If it is not possible to make such adjustments, the Fund
may decide to use the budget forecasts for the financing period prepared on the basis of the current accounting
period data.

The debt servicing capacity (the ratio of interest and principal payments to gross income) should not
exceed the threshold fixed in the Public Finance Act of 15 % of the budget revenues.

In evaluating the collateral provided by the borrowing municipalities, the Fund uses three categories:

Cateqory 1
e  State Treasury guarantees
®  bank guarantees
e assignment of rights under State Treasury securities
e  assignment of receivables under a time deposit account

Cateqory 2

e civil law surety12 and bill of exchange backing by another municipality

e fiduciary transfer of title, registered pledge on:
— movables together with assignment of rights under insurance policy
— rights under securities

Cateqory 3

®  mortgage on real estate owned by the municipality

Overal, proper evaluation of applicant’s eligibility is a difficult and time-consuming process. It
shares many of the standard due diligence procedures applied by banks. Effective due diligence
requires specific professional knowledge and a well-developed information management system. As
such expertise is not readily available with public administrations in the EECCA region managing
public environmental expenditure programmes, it is worthwhile paying a bank, for a fee, to conduct
this procedure for the agency.

12 Qurety is a guaranty of debt repayment or fulfillment of contractual obligations. Borrowers unable to obtain
credit under their own name often have a third party sign the application. Under a surety contract, the lender can
look first to the guarantor for payment if the borrower defaults.
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Selection of projectsfor financing

After project appraisa is completed and projects ranked, the agency selects the projects highest
on the ranking list for financing. The number of projects selected for financing within a given
programme area depends on the level of available resources for this area. Once all available resources
are exhausted, the agency should draw a cut-off line below which no more resources for financing
remain.

One of the major issues that an implementing agency needs to decide on during the selection
stage is the rate of assistance that a project should be given. Finding the proper level of assistance is
not an easy and straightforward process. It requires a political consensus of al major stakeholders,
including, among others, industry lobbies and municipal associations. The contribution and
participation of experts are particularly important as they can provide robust arguments to politicians
to help make final decisions. Needless to say, a detailed study of the rea demand for subsidised
financing (versus other sources of financing) should precede any decision; the study should focus on
the sectors, regions, project types, and project owners that need subsidies from this particular scheme
as well asthe eligible costs that the agency will cover. Based on the findings, aid intensities should be
considered in a manner that would produce a leveraging effect of the resources the agency disburses.

A number of elementsthat will define the terms of financing needs to be considered, including:
e  Definition of eligible costs;
e Form of subsidy — lump sum versus percentage of project’s eligible costs;

e Limitsof aid and investment costs.

Definition of digible costs

In genera, aid intensity always refers to eligible costs. Eligible costs include al costs deemed
reasonable and necessary to ensure completion of a project. These are costs directly linked to the
achievement of environmental objectives stated by the project and supported by the agency. Yet, no
single definition of eligible costs exists. OECD and EU have defined eligible costs in state aid which
are binding for their respective member states. These definitions could be used by transition
economies as benchmarks.
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Box 12. Eligible costs in the 2001 EU State Aid Policy on Environmental Protection

In the context of the EU state aid policy on environmental protection, eligible costs are generally defined
as costs necessary to achieve environmental objectives additional to normal business investments. More
specifically, Article 3.2.1. of the Community Guidelines on State Aid for Environmental Protection of 1994
requires that:

“...The eligible costs should be strictly confined to the extra investment costs necessary to meet
environmental objectives. General investment costs not attributable to environmental protection must be
excluded. Thus, in the case of new or replacement plant, the cost of the basic investment involved merely to
create or replace production capacity without improving environmental performance is not eligible. Similarly,
when investment in existing plant increases its capacity as well as improving its environmental performance,
the eligible costs must be proportionate to the plant's initial capacity. In any case, aid ostensibly intended for
environmental protection measures but which is in fact for general investment is not covered by these
guidelines. This is true, for example, of aid for relocating plant to new sites in the same area...”

In addition, the most recent guidelines on state aid for environmental protection provide for the strict limits
of eligible activities and costs. These are:

e Aid for investment to adapt to new compulsory EU environmental standards or to improve on such
standards — eligible costs are strictly limited to the extra costs of the investments in land, buildings,
equipment and intangible assets necessary to achieve the compulsory standards and/or to meet the
environmental objectives, this aid can be granted only to small and medium enterprises (SME) only
for a period of 3 years from the adoption of these new standards.

e Aid for investment in energy saving, in renewable sources of energy and in combined heat and
power installations (CHP) - eligible costs are strictly limited to the extra costs of the investments in
land, buildings, equipment and intangible assets necessary to achieve the environmental objectives.
In case of renewables or CHP, eligible costs are defined as the extra cost compared to the cost of a
comparable conventional power plant.

e Aid for the rehabilitation of polluted industrial areas — this aid is granted only if the person
responsible for the pollution cannot be identified, the eligible costs are equal to the cost of the work
to repair the environmental damage less the increase in the value of the land.

e  Aid for the relocation of firms - this aid can be granted only if the change of location is dictated by
environmental concerns or ordered by administrative or judicial decision. Eligible costs are limited to
the net costs of the relocation.

e  Aid for advisory services — such aid is allowed only for SME.

In addition, the OECD Poallution and Abatement (PAC) expenditure methodology, particularly in
its part on investment expenditure in integrated technologies (that is process-integrated investments as
opposed to end-of -pipe technologies), could provide a useful benchmark in defining eligible costs. The
difficulty associated with investments in integrated technologies is establishing what proportion of the
total investment expenditure should be allocated to pollution abatement and control. In principle, the
cost difference between the integrated plant and what would have been paid for a cheaper, viable, but
less environmentally-benign plant, should be recorded as PAC expenditure.

Form of the subsidy

Subsidies can be provided either as alump sum of eligible costs or as a percentage of these costs.
The exact cost of environmental infrastructure projects is difficult to calculate up-front. This is the
reason why, sometimes, it is better to fix the aid intensity as a percentage of eligible costs rather than
asalump sum.
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Limits of aid and the investment costs

Before fixing aid intensity, its lower (entrance) and upper limits need to be defined. Entrance
limits aim at generating projects of a certain size and at reducing transaction costs. Upper limits
prevent the financing scheme from being emptied by a small number of projects only.

Systems for calculating aid intensity in investment costs

Aid intensity can be calculated in different ways and based on different criteria. Every system has
some advantages and disadvantages. Four such systems are discussed below:

e Aidintensity reflecting beneficiary need;
e Aidintensity as ashare of investment costs;
e Aidintensity as a module system;

e Aidintensity in abidding procedure (auction type).

Aid intensity reflecting beneficiary need

In this case, the agency calculates aid intensity as part of the appraisal process based on project
data. This requires the calculation of the maximum amount of the beneficiary’s contribution and the
maximum annual operating costs (including the interest rates of commercial loans) as well as taking
into account social and regional criteria (GDP, income per capita, etc.).

While this system is rarely consistently applied, some countries try to differentiate the amount of
aid to municipalities in this manner. Aid intensity in the Austrian subsidy system for wastewater varies
according to the specific costs of the investment. It ranges from 20 % up to 60 % in rural areas.

Aid intensity as a share of investment costs

This system is the most common one used for calculating aid intensity. The system of different
aid rates should be published and made known to all interested parties as well as periodically revised.
The advantage of this approach isthat it is very transparent and easy to handle. It works with averages,
however, and does not reflect the beneficiary’ sreal financial situation.

Aid intensity as a module system

This system implies that starting from a given base level intensity the applicant can obtain higher
intensities by taking additional actions, such as improving its environmenta performance or adopting
good management practices. These higher subsidies could be expressed as a percentage of the project
eligible costs or lump sums (money per meter, etc.). This system is very flexible and alows the state
to introduce new objectives or to accelerate certain developments. The risk in this approach is that this
system favours rich municipalities because they can afford higher standards.

Lump sums or average cost per measure are widely known in the funding systems. These systems
need a high grade of standardisation. In Austria, for example, sewers for small WWTPs are
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standardised and a certain amount per meter of sewer is used in calculations. This gives an incentive to
applicantsto find cheap solutions in order to reach higher aid intensities.

Aid intensity in abidding procedure (auction type)

With this system applicants are asked to choose the level of aid they need and compete against
each other in terms of lowest aid requested. Therefore, the less the applicant requests, the higher the
chances to obtain support from the public financing scheme. Such a system, implemented in Austria,
has shown its advantage and has helped reveal the real demand for public support. As a result of this
auction, aid intensity decreased dramatically for a specific group of projects (see Box 13 on wind
turbines). This mechanism creates the risk that rich municipalities receive support first, which might
not always be justifiable from an environment perspective.

This system is best used for similar projects that have a large degree of technical or economic
comparability.

Box 13. Auction for subsiding wind turbines in Austria

In 1997, as part of its programme on energy efficiency, Austria decided to open a financing
mechanism to support project owners willing to build wind turbines. After discussions with experts, lobby
groups and ministries, the aid intensity for such projects was set at 30 % of eligible investment costs. In
1998, an auction for distributing subsidies to wind turbine projects was organised and a fixed amount of
money (approximately € 2.5 million) was put out to public tender. Application forms were provided
exclusively in an electronic form and many parameters (such as the calculation of operating costs,
reinvestments, return on investment, etc.) were fixed or allowed in a certain range. On the basis of the
basic data provided by the applicant, the programme could calculate requested aid intensity. The
applicant could vary its data (such as costs, return on investment) in order to optimise the aid intensity
requested. As a result of this system, the requested aid intensity decreased within 2 years from 30 %
(which everyone considered to be necessary) to an average 7 % of investment costs.

Logical framework of the appraisal process
The logical framework of the appraisal process presented in Figure 6 below shows the critical

steps in conducting a full-fledged appraisal. Ensuring that each of these steps is covered in the
appraisal processis essential, as any omission of astep could lead to ineffective or incorrect decisions.
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Figure 6. Project appraisal logframe

Collect standardised project data
—> Verify project data
—> Verify project’s eligibility

Evaluate eligibility of applicant (capacity to implement the
project, operate it and meet financial obligations)

Step 4 |}——m——»

Accumulate a critical number of project proposals

Step 5 (aggregate proposals into groups of comparable projects)

Calculate appraisal indicators for each project (corresponding
to criteria)

Assign scores to indicators’ values

Weigh scores

Rank projects by order of weighted scores

Approve a draft ranking list by executive management

Apply non-numerical judgments to verify the ranking list
Step 11 |/ (political process, board of directors, supervisory body,
ministers, etc.)

Step 12 Prepare a final ranking list
Approve the final ranking list by the supervisory body

Pass the approved ranking list to the executive body for
negotiations on financial agreement with the applicant

Step 6 p——»

Step 14

Summary and guidance for the implementing agency

Project appraisal constitutes the main function of any implementing agency and the core of
project cycle management. Its main aim is to compare, rank, and select projects for financing. Unlike
programming, which is mostly a political process, the appraisal is a technical process conducted by
professionally competent staff, who are held accountable for decisions.

For complex investment projects, a two-stage appraisal is recommended. The first stage is
eligibility screening and the second stage is the appraisal proper. Only projects that have passed the
eligibility screening should be subjected to full appraisal on the basis of detailed information and data
requested from applicants. All data and information need to be provided in standard application forms.
Detailed instructions to both applicants on how to complete the forms and to staff on how to use and
interpret the information in the appraisal process must be prepared. The agency needs to develop an
optimal package of eligibility (threshold) criteria. It is recommended that appraisa criteria
(environmental, technical, financial, and economic) be simple, yet robust. Cost-effectiveness should be
akey selection criterion.

Proper appraisal requires the calculation of financial viability and economic efficiency of

projects. This implies that one should apply financial analysis (to assess financia viability) and cost-
benefit analysis (to evaluate economic efficiency). As cost-benefit analysisis not strictly applicable to
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projects that simply respond to mandatory legal requirements and standards, the proper question is not
whether benefits exceed costs, but rather what is the lowest cost for which regulated entities can meet
the legal requirements. Cost-effectiveness anaysis can provide this answer. In the appraisal of water
sector investment projects, it is recommended to use a combination of financia and cost-effectiveness
analysis. Different approaches are used to calculate the cost-effectiveness indicator, among which the
Dynamic Generation Cost indicator produces the most relevant resullts.

In selecting projects for financing, it is important to distinguish between appraisal (evaluation) of
an applicant and appraisal of a project. The analysis of the applicant’s financial situation and overall
performance alows the implementing agency to identify any political, legal, institutional, and
financial risks related to the applicant that might undermine successful implementation of the project.

The appraisal and selection of projects congtitute the last stage before actual disbursement of
agency's resources. All decisions made during this stage should aim at ensuring the selection of the
most cost-effective projects for financing in order to optimise the use of public resources provided by
the agency and leverage additional funds for environmental investments.
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CHAPTER 3IMPLEMENTATION

Project implementation is the last stage of the project management cycle. Its major components
include:

e implementing agency commitment to support a selected project;

e negotiations with a beneficiary over the financing terms and project implementation
programme;

e actual contracting;
o financial transfersto the beneficiary and monitoring;
e evauation.

This chapter looks at the different stages of the project implementation process and proposes a
menu of options to dea with potential problems related to each of its components. Although actual
tendering of a project that has received commitment for support from the agency is formally not part
of the project cycle, as this is the applicant’s responsibility, the results of the tender procedure have
important implications for the agency’s final decision on whether to support the project. Tendering is
discussed in order to shed some light on issues that are of direct relevance to the individua
components of the implementation stage.

After-project evaluation

Commitments

Once a project has been selected for financing, the agency sends a commitment letter to the
applicant. The commitment letter is not a guarantee that the project will receive financing. The letter
only states the agency’s interest and intent to support the project under certain conditions. The Polish
National Fund, for example, requires a response within 15 days after the applicant has received the
commitment letter from the agency, otherwise the intent of support is considered null and void.

In order to prevent applicants from manipulating project scope and costs after appraisa and
selection is completed, the scope of the project should be “frozen” between commitment and the
signature of the financial agreement. Any adjustments to the scope should be based on and compared
to the original technical and financial plan submitted by the applicant.
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I ssuesrelated to procurement

Usually, after a project is sdected for financing, and the applicant has obtained agency
commitment to support the project, the applicant proceeds with full engineering design for the project
and seeks price estimates from potential suppliers. Equipped with data from the design and estimates,
the applicant enters into negotiations with the agency. Therefore, most often during negotiations the
agency works with rough project cost estimates based on data coming from the project engineering
design and suppliers' price quotes.

After an agreement is reached and the contract signed, the beneficiary announces a tender for the
project. Real project costs are only revealed during the project tendering. The question for the agency
then is. how to ensure that the real prices revealed during tendering, or for that matter, expected
environmenta effects do not change or at least do not differ significantly from those stated in the
application form?

After project selection, the main objective for the agency is to obtain information as precise as
possible on the real costs of al individua components of the project and to ensure that the
environmental effects the applicant originaly claimed do not change. While the level of certainty
over the costs and environmental effects during the different stages of the project cycle changes,
the final calculations of the cost-effectiveness indicators, conducted after tendering, should not
change the project’srank in the list developed during the appraisal phase. Figure 7 provides the
margin of error in estimating project costs throughout the project cycle that could be used by agencies
as areference in project assessment. This comparison allows the agency to learn from this experience
and better adjust its procedures.

Figure 7. Decreasing margin of error in project cost estimates throughout the project cycle

v

Eligibility Screening +/- 30% Project information form + pre-feasibility study

Full Appraisal and Selection +/- 10-15% > Project Application Form +/- 10-15%

Engineering design + permits + suppliers’ costs |

Negotiations and Financial Agreement +/- 5-10% |

v

Turn-key Tender for Engineering Design and Construction +/-20-30% Tender for Construction +/-20-30%

As seen in Figure 7, the closer a project is to the financial agreement, the smaller the margin of
error. This margin can change (increase or decrease) during the tender procedure, when rea costs,
prices, and environmental effectsfinally become known.

The explanation for this decreasing margin of error is pretty straightforward. During eligibility
screening and full appraisal the applicant works with rough cost estimates based on pre-
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feasibility/feasibility studies and preliminary designs. After the applicant has obtained an initia
commitment for support from the agency (at the end of the full appraisal and selection stage), it can
then produce a complete engineering design and obtain estimates from suppliers. Using this more
precise information, agency staff will then re-calculate the mgjor cost-effectiveness indicators. If no
major change in project’s place in the ranking occurs, the agency invites the applicant to negotiations.
If an agreement is reached and the contract signed, the beneficiary can commence the tendering of the
project. These indicators should once again be re-calculated after procurement results are known. Even
if acontract already exists, the agency should not make any financial disbursements to the beneficiary
if after re-cal culating the cost-effectiveness indicators the project’ s place in the ranking has changed.

Procurement is the procedure by which the beneficiary selects contractors to implement the
contract. Tendering is the beneficiary’s — and not the agency’s — responsibility. The role of the
implementing agency in the public procurement process is to ensure that beneficiaries select
contractors and suppliers and work in compliance with national legislation on public procurement (or
international, as appropriate). Hence, the agency should strictly enforce and ensure compliance with
the procedures and rules of national public procurement laws.

In principle, when the beneficiary tenders more complex projects, it could be useful for the
agency to obtain the right to sit as an observer on bid evaluation committee in order to ensure that the
beneficiary observes procurement rules and that the most cost-effective engineering solutions are
selected. As a minimum, however, the agency should require the beneficiary to provide proof that the
procurement process has been conducted in line with the law. Depending on the size of the project, the
agency may require that the beneficiary produce estimates from different suppliers or the results of the
tender (whether open or restricted). In addition, the agency may require to be consulted on the
preparations of the tender documentation for the project in order to ensure that procurement is
conducted in a proper manner.

The tender for construction is the final stage of this process. For certain projects, however, a
turnkey™ tender can be organised for both the project engineering design and construction (and even
procurement of equipment in some cases). In this case, negotiations and the financial agreement are
based directly on the results of the appraisal process.

In some cases (for instance, if the applicant has aso applied for financing from a different
source), the beneficiary may also have prepared full engineering designs before appraisal. This is
clearly preferred, as this means that more realistic design costs can be used in the appraisal process,
which in turn reduces the agency’s uncertainty regarding costs (and thus reduces the financia risk
once adecision is made). The agency’s preference for more realistic design costs may be reflected in a
policy in which such projects receive more points during assessment, and consequently a higher score
on theranking list.

13 Turnkey is amethod of construction whereby the contractor assumes total responsibility for the project — from
design through completion. Although this might sound like a good way for the agency to share the risk for
project implementation with the beneficiary, this does not mean that turnkey projects should be exempted from
the scrutiny of robust appraisal, as the agency’sroleisto ensure that environmental objectives are achieved, and
not simply recuperation of funds.
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How to deal with differencesin costs before and after tendering of the project?

As stated earlier, real project costs are revealed only during the project tendering. It is
possible that during the procurement, actual costs differ from those laid down in the financia
agreement in either direction — they could be 20-30% lower than the costs fixed in the contract or
higher.

Different methods exist to deal with such differences in costs before and after tendering. One of
the best approachesisto fix the aid level either in absolute amounts (e.g., Euro 1 million) or as ashare
of thetotal eligible cost (e.g., 50%) that the agency will support. Most of the well-performing agencies
(Polish EcoFund, the Polish Krakow Regional Fund, Austria) use this practice and choose one of the
two limits, whichever produces a better outcome for the agency. Thus:

e If thereare cost savings—it is best to offer aid as a percentage of the project eligible costs, in
thisway both the agency and the beneficiary share the savings.

o |f there are cost overruns — the subsidy can be expressed in terms of absolute amounts which
will not require additional agency’s resources, the increase of project costs will rather imply
an effective decrease of the agency’ s support for the beneficiary.

In principle, cases where huge differencesin the costs before and after tender are observed should
be rare, because otherwise, this would imply that agency staff have not been able to detect risk and
problem areasin the project at earlier stages and they do not know the market for environmental goods
and services well. In either case, the agency needs to make it clear from the outset that the scope of
the project as originally submitted by the applicant is the only basis for project appraisal and
only costs based on this project scope can be covered by the agency.

Box 14. How to deal with differences in prices before and after tendering

e Fix two limits for aid levels — as a percentage of the total project costs or in absolute terms. Apply
the option that is more favourable to the agency.

e Introduce a clause in the financial agreement stating that the scope of the project as originally
submitted by the applicant is the only basis for the project appraisal and that the agency can only
cover costs based on this project scope.

e Consider each such project on a case-by-case basis and make judgments individually. Analyse
price differences carefully and investigate their causes. If higher prices are justified, revisit the
financial agreement and adjust it accordingly before actual disbursements are made.

o |If price differences are significant and the applicant has intentionally cheated and decreased the
original costs stated in the application form, terminate the contract with the applicant. Include a
clause to this effect in the contract with the beneficiary.

e When the beneficiary tenders more complex projects, obtain the right to sit as an observer on the
committee assessing the bids in order to ensure that the beneficiary observes procurement rules
and selects the most cost-effective engineering solutions. Require that the beneficiary consult the
agency in preparing the tender documentation for the project.

While these solutions may not fully solve the problem, if the contract contains a clause linked to
costs identified in the original project scope versus tender costs, the problem could at least be
minimised. Therefore, it isimportant to make adequate legal provisions in the contract that clarify the
agency’s position on changes in the project scope, costs, and environmental effects before and after
tender. If changes are made to the origina project scope and prices, the management body should
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inform the supervisory body of such changes before a final decision on disbursement of aid to such a
project is made. In general, staff should have alimited scope for discretionary power.

Negotiations

Negotiations between the agency and applicants that have received a commitment letter are
usually based on the information provided in the engineering design of the project (the design should
be prepared by chartered/qualified engineers). Negotiations should be conducted by a team of
representatives of the agency that could include, inter alia, staff from the environmental department of
the agency, the financial and control department, applications and contracts department, and a legal
advisor.

The main purpose of the negotiation process isto clarify, to the extent possible, al pending issues
before a financial agreement is reached, as well as to eliminate potential misunderstandings. The
agency staff responsible for the project appraisal should prepare a checklist of potential issues for
discussion and clarification with the applicant (also called a negotiation form). This negotiation form
should be sent to the applicant well in advance in order to provide sufficient time to prepare for the
negotiations. An example of such a checklist isprovided in Box 15.

Box 15. Checklist of potential issues for clarification during negotiations
During the negotiations with an applicant, agency staff should seek to:

e fully determine the scope of the project — this will include approval of the plan of materials and
equipment, environmental results, project planned costs, and financial schedule of the project;

e agree on the exact amount of financial support to be provided by the agency and the schedule of
payments to be made by the agency;

e if loans are provided, agree on the loan payback period, interest rate, repayment schedule for the
principal and interest, and grace period;

o verify the completeness, validity and accuracy of formal, legal, and financial documents submitted to the
agency;

e agree on completion date and deadlines for submission of technical and financial reports and other
documents as well as supervision site-visits to be conducted by the agency;

e specify the requirements for documenting and reporting the achievement of environmental effects and
successful project implementation and subsequent approval and acceptance procedures adopted by the
agency;

¢ identify persons authorised to sign the agreement with the agency and any other documents that the
beneficiary will be required to submit to the agency during project implementation and upon project
completion;

e agree on procurement rules and procedures;

e agree on conflict resolution clauses.

After negotiations are successfully concluded, a memorandum should be drawn up, agreed upon,
and signed by all parties. This memorandum will further constitute the basis of the agency’s fina
decision. The agency’ s management board should discuss the memorandum, along with the results of
the environmental, technical, economic, and financia assessment of the project. If the final decisionis
positive, the agency can proceed with the preparation of the financial agreement (contract). If a project
is rejected at this stage (which should be very rare as the agency’s staff should have been able to
identify major problems at earlier stages), the agency should send an official letter, clearly stating the
reasons for rejection. In addition, the agency should alow for sufficient time (e.g., 15 days) for
(unsuccessful) applicantsto file an appeal. The agency staff should respond to the appeal as soon as al
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evidence — data and information — are collected (but preferably not later than 15 days after an appeal is
filed with the agency). The agency should keep record of all exchanges of correspondence with such
applicants.

Having a very detailed implementation and financial plan with a clear definition of the activities
that the agency will finance and will be invoiced separately is extremely important and should
constitute the focus of the negotiations.

The agency’s decision to provide support to a particular project should include a specified time
period during which the decision remains in force (ranging from 4 to 9 months). If after this period no
agreement is reached, the project may be abandoned. The negotiating period, however, may be
extended upon applicant’s request, providing objective reasons exist for this extension. Neverthel ess,
if the time period during which the decision remains in force is longer (such as 9-12 months), no
exceptions should be made. If this period is shorter, exception can be granted only if the tendering
processislong (asrequired by law).

The Krakow Fund, for example, usualy requires that the tendering process be completed before
the contract is signed with the beneficiary. In addition, the Fund also requires that the beneficiary
present the contract between it and the contractor, as well as a project implementation programme
signed by the contractor.

Box 16. Step-by-step preparation process for negotiations

Set a date for negotiations with the applicant

Identify agency staff that will participate in the negotiations

Prepare a negotiation form with all issues for clarification

Send the negotiation form to the applicant

Conduct negotiations

Upon agreement, prepare a memorandum — to be signed by all parties involved

Discuss the memorandum at a meeting of the Management Board

For positive Board decisions — inform the applicant; for negative decisions — send an official letter
to the applicant, clearly stating all reasons for rejection

Specify the time period over which the agency’s offer remains in force

Contracting

The contracting stage comprises preparation and signing of the financial agreement. The agency
should develop a standard contract and make it available to the beneficiary in advance. The agreement
lays down the legal framework, including, among others, detailed descriptions of the type of tasks and
costs to be funded by the agency, as well as level and schedule of disbursement of agency’s support.
The contract will also specify the method of and timing for supervision checks to be conducted by the
agency in the course of project implementation. For different types of projects and different types of
disbursement mechanisms, the agency should develop different model contracts. These
standard/model contracts should be made available to all interested parties and potential applicants
should review them before applying for support from the agency.

In addition to bilateral contracts between the agency and the applicant — depending on the type
and the complexity of the project and sources of financing involved — the agency may need to develop
multilateral contracts as well. These may include contracts between the: implementing agency-
beneficiary-contractor, or implementing agency-beneficiary-third party, or implementing agency-
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beneficiary-bank. Regardless, before signature, quaified lawyers should prepare and verify the
contracts.

Contract € ements

Once an agreement is negotiated, supported by all the documentation, and checked in detail by
financial specialists and lawyers, the project co-ordinator may apply to the Management Board for a
decision on signing the contract. If the practice is for two Board members to sign the agreement, it is
recommended that this include the one responsible for agency finances.

Box 17 presents the mgjor elements included in a standard grant/loan agreement, based on the
experience of the Polish National Fund.

Box 17. Possible elements of a standard grant/loan agreement
As a minimum, the standard grant agreement should specify:

. parties to the agreement;
. subject of the agreement;
. total project cost;
° grant amount and its share in total project cost;
. project completion date;
. planned construction results and environmental effects of the project;
° deadlines for submission of documents confirming completion of different project phases and full

completion of the project;
o procedures for acceptance of achieved environmental effects;
o method and schedule of the payments made by the agency to the beneficiary;
. bank account numbers of the beneficiary;
. agency'’s rights to control and check the use of the grant provided to the beneficiary;
o sanctions imposed in the event the agreement is inadequately fulfilled.

In addition, the loan agreement should also contain:

o loan amount and its share in the total project cost;
° interest rate and grace period;
o maturity date (the date on which the principal balance of a loan is due and payable to the agency);
o payback period;
. deadlines and schedule for paying loan interest rates and principal;
o form of collateral.

In addition to the above elements, a typical standard contract should also include a contract
termination clause (see Box 18) and a conflict resolution clause. The latter should indicate the
procedure for settling any disputes arising from the implementation of the contract. Usualy, if
disputes cannot be settled by mutual agreement, an arbitrator and place of arbitration should be clearly
specified. These clauses are of particular importance as they ensure the protection of public funds
against misuse and corruption.
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Box 18. Reasons for termination of a contract

The Polish Nation Fund can terminate a grant/loan agreement with a beneficiary (and, in case of a loan,
declare the amount not yet paid back immediately due and payable) in case of:

using a loan/grant or portions thereof for purposes other than those set forth in the contract;
deviations from the implementation plan and/or financial schedule;
delay of more than 30 days with regard to the agreed repayment dates for both principal and interest;

non-completion of the project within the deadline set in the agreement or a non-achievement of the
environmental or physical objectives set forth in the contract;

5. failure by the beneficiary to submit the information on its financial status, as required by the
agreement and, in particular, when it does not:

a. inform the Fund of having exceeded the percentage share of the actual project costs;

b. provide additional guarantees for the loan repayment within the deadline agreed with the
Fund and the Fund has determined that the repayment is at risk;

6. renegotiations of loan conditions lasting for more than 30 days for reasons caused by the beneficiary;

7. refusal by the beneficiary to provide explanations on irregularities identified by the Fund or submit
required documents; hindering Fund staff in the conduct of on-site inspections;

8. refusal by the beneficiary to return the amount specified in a request by the Fund for repayment of the
amount in excess of ...% of the Fund'’s share in the actual costs of the project.
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If an agreement is terminated for any of the above reasons, the beneficiary is obliged, within 14 days of
the delivery of the termination notice, to return to the Fund the loan amount not yet paid back plus other
amounts due.

If there is a delay in the repayment of the principal and/or interest of more than 30 days in relation to the
agreed repayment dates, the Fund may demand immediate repayment of the unpaid loan amount and interest
plus penalty interest in the amount set out in the agreement.

For cases referred to in points 2, 3, 4, 5 and 7 above, the Polish National Fund requires immediate
repayment of the unpaid loan principal and interest. The calculation is based on the bill of exchange
rediscount rate set by the National Bank of Poland, on the repaid loan amount for the period during which the
money has been available to the beneficiary. In addition, a contractual penalty in the amount of 25 % of the
loan amount may also be imposed.

For cases referred to in points 6 and 8 above, the Fund demands immediate return of the loan amount
set out in the agreement and not yet paid back together with interest.

Major contract annexes

In addition to the main text of the agreement, the contract may contain a number of substantive
annexes. Experience shows that at minimum there should be at least three such annexes attached to the
agreement, namely:

a substantive technical implementation plan and financial schedule of the project;
b/ procurement plan for tasks to be financed by the agency;

c/ specification of the invoicing (in terms of frequency, number of copies, authorised officials to
sign documents) and reporting requirements (in a standardised format provided by the agency).

These are integral components of the contract with the beneficiary and their aim is to protect
public money from misuse.
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Technical and financia implementation plan of the project

The technica and financial implementation plan should contain as detailed as possible
information and data on the entire project, specifying all the equipment and materias that will be
financed by the agency and invoiced separately. In addition, all expected environmental outcomes
should be clearly described, and the project implementation plan for their achievement attached. The
implementation plan should take account of all intermediate tasks as distinguished from functional,
technological, or temporal perspectives. The costs of each of these tasks should be clearly indicated.

In addition, the implementation plan should be supported by a number of administrative permits
and statements by different authorities that confirm the applicant’s rights and preparedness to
implement the project. These may include: construction permits, sectoral (environmental) permits
(e.g., water supply and sewage permit), discharge permit setting permissible emission levels,
integrated permit (as appropriate), statement by a relevant environmental/health inspector, statements
by other financiers who have made commitments to support the project (e.g., municipal authorities
supporting the project using budgetary resources).

The costs in the financial schedule should be based on the information and prices quoted in the
technical implementation plan. Each time the financial schedule is updated, the applicant should quote
the most recent and relevant costs available. The final version of the financial schedule attached to the
agreement should include all changes made as a result of the tender. If the tender has not been
conducted by the time the financia agreement is signed, the contract should include explicit
provisions to allow for adjustment of the level of financial support provided by the agency. The
financial schedule should be updated after the conclusion of the financial agreement but before the
start of works (supplies). The project implementation plan and financial schedule should be prepared
in compliance with formal and legal requirements set out in the agency’s legal and operational
documents.

Providing clear and explicit information on the type of works, items and costs that will not be
covered by the agency early in the application process is crucia as it helps avoid wasting time and
money of both the applicant and the agency’s staff in preparing and evaluating the application. The
Polish National Fund has developed a list of items that it does not finance. This information is
provided to all applicants from the outset of the application process. The detailed list of such itemsis
provided in Box 19.
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Box 19. Examples of types of costs not covered by the Polish National Fund

preparation of project documentation

preparation of pre-feasibility/feasibility studies

fees for obtaining permits/licenses

consultant fees related to project implementation

surveying works

greenery, landscape architecture, and fencing

preparation (assembly and dismantling) of support facilities on the construction site

costs related to land on which the project will be implemented (purchase, lease, land tax, etc.)

construction of roads, pavements, etc. (except for access routes technologically required and related to

the project)

installation of telephone lines and power and water supply at the construction site

° fees for investment services (investor’s supervision, designer’s supervision, etc., staff training)

o costs related to building administrative offices and other social facilities at the construction site (or
administrative and social facilities in other buildings)

. equipment for laboratories (e.g., reagents, laboratory glassware, low-value equipment not part of the
fixed assets created by the project)

o storm water drainage, side drains, water and gas pipeline connections to households

gasification of towns and villages (except for networks and pipes transmitting gas to modernised gas-

fired stations and facilities (e.g., boiler houses and generators)

dismantling and demolition works at the end of the project

Value Added Tax (unless it is a cost for the beneficiary)

thermal modernisation (with the exception of state-owned entities managed by the National Parks)

central heating and hot water installations

interest and commission fees on credits and loans taken by the beneficiary from banks or other public

financial institutions (including IFIs)

costs incurred as a result of exchange rates differences

commission fees on guarantees extended to the beneficiary for the project implementation period

costs related to the organisation of the investment process (legal service costs, notary fees, etc.)

indirect costs (except for equipment purchase and start-up costs and customs duty)

Pr oj ect implementation monitoring and financial transfers

Monitoring of project implementation is the penultimate stage of the project cycle. The
supervision and monitoring of project implementation begins with the signature of the financia
agreement and continues until all tasks are implemented, completed, and financially settled. This is
true for the implementation of both substantive (technical) and financial tasks.

This section looks at the first (project implementation monitoring) level of control and discusses a
menu of possible checks and balances that need to be put in place in order to ensure smooth project
implementation as a prerequisite for achieving the stated project environmenta objectives. It also
looks at issues related to financial transfers and possible precautionary measures that the agency can
take when making such transfers.
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Project implementation monitoring (first level control)

Monitoring is a management tool that allows implementing agencies to measure the performance
and assess the impact of the individual projects they support. Monitoring provides a basis for the
agency to learn from its own experience and use this knowledge in improving future project
implementation. Monitoring is a continuous process of collecting and anaysing information to
measure the progress of a project towards expected results. Monitoring should continue beyond project
completion.

It is important that the agency allocate sufficient staff time and financial resources and conduct
proper monitoring. This can ensure avoiding future costly mistakes.

Monitoring project implementation progress could be greatly improved if the agency develops
and puts in place a relational database, which could generate quick management and progress reports
on different queries related to different projects. Using a central system of data storage and uniform
procedures governing data production and flows can strengthen the quality and accessibility of data.
Records on monitoring are indispensable for the agency’ s institutional memory.

Project implementation monitoring requires that a number of checks be introduced. To ensure
smooth monitoring, the agency needs to develop:

(i) Rules for project owners to report on project progress — the progress reports should contain
information on both financial settlements as well as the implementation of technical tasks and the
attainment of environmental objectives. Ideally, these rules should be agreed upon as part of the
contract with the beneficiary;

(i) Rules for agency’s staff on conducting monitoring of project implementation — these rules should
be included in the Agency’s Staff Manual or Staff Regulations.

Box 20 presents the list of the minimum measures needed to ensure good supervision and control
by the agency during project implementation.

Box 20. Minimum prerequisites for ensuring good project supervision and monitoring

. each project should be assigned a dedicated project coordinator from the agency who will have a
responsibility for close and regular monitoring of the progress of a given project

. each beneficiary should be required to prepare detailed substantive interim and final reports,
following a format developed by the agency and in accordance with the contract

. all technical reports and documents should be carefully verified by the agency’s coordinator
responsible for project monitoring for compliance with the requirements set out in the contract

o all financial reports and invoices should be checked and verified by a financial manager at the
agency

. detailed instructions for conducting on-site visits by agency’s staff should be included in the Staff
Manual

. for more complex projects, and on an as-needed basis, external experts should be involved

. a policy to deal with changes in project costs during implementation both in terms of savings and
cost over-runs should be developed by the agency

o continuous monitoring of the project beyond implementation and in its operational phase should
be ensured by the agency
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Rules for reporting on project progress

Project implementation monitoring starts with the signature of the financial agreement with the
beneficiary. In essence, however, the process starts even earlier — with the negotiations and
clarifications of the reporting requirements imposed by the agency. In this context, the agency should
develop clear rules of reporting on project progress. The agency should also prepare a standard
reporting form for each type of project that it supports. Progress reports should be required both during
the time of the implementation of the project (interim report) and upon completion of the report (final
report). The frequency of the reports should reflect the conditions agreed upon in the contract and
more specifically in its major annexes, the technical implementation plan (with respective deadlines)
and the financial schedule.

Thefinal project report should contain information on environmental benefits achieved as a result
of the project and provide comparison with the expected environmental effects as stated in the
application form. In case of non-attainment of the expected environmental benefits, the beneficiary
should provide a clear explanation of the reasons and the agency should proceed in accordance with
the contractual agreement.

Rules for conducting proper project implementation monitoring

Each project should be substantively checked at least once during the implementation phase and
if problems occur, additional checks may be necessary. There are two major approaches to conducting
technical and financial supervision, including:

e substantive verification of documents submitted by the beneficiary;
e oOn-Sitevisits.

Monitoring during implementation can be divided into technical and financia supervision.
Monitoring is a responsibility of the agency’s co-ordinator, who will follow the project from start to
completion and will be responsible for conducting technical supervision. The purpose of such
supervision is to ensure compliance and timely completion of the substantive part of the project in
accordance with the schedule and conditions detailed in the financial agreement. If the information
submitted by the beneficiary is unclear or does not correspond to the technical implementation plan,
the agency’ s co-ordinator will require additional clarifications. To approve a given stage of the project
as completed, the Polish EcoFund, for example, requires the beneficiary to submit the following
documents:

e summary report showing completion of al tasks planned for the specific project stage;
o complete set of invoices (with copies) as specified in Table 15, confirmed by the beneficiary;
e copy of the technica acceptance protocol attached to the invoice;

o list of project implementation costs covered by the Fund's resources, prepared in tabular
form (see Table 15) and confirmed by the beneficiary.
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Table 15. Standard form for reporting costs incurred during a given project stage

(to be completed by beneficiary, in use at the Polish EcoFund)

Item Itemin the Contractor / Invoice Material scope | Invoiceamount (PLN)
Procurement Plan Supplier of tasks
(Annex 2 to the (Number and (Completed) Total Net (excl.
agreement) date) VAT)
1 2 3 4 5 6 7

For large or complicated projects, it may be useful to use external experts to assess the accuracy
of the implementation of individual tasks. Since external experts cost money, they should be used in
exceptional cases, for example, when the agency has decided to discontinue support to a beneficiary
and needs additional external opinions.

Financial supervision should be exercised by afinancia expert at the agency in order to ensure
that the agency’s resources are properly spent. Financia supervision requires the verification of
financial documentation (invoices) submitted as project implementation progresses, but it aso
necessitates checks conducted at the beneficiary. At this stage, it is important also to check the
disbursement of the beneficiary’s own resources and other funding sources, as stated in the
financial plan to the agreement. This financial control can be carried out during the site visit conducted
by the co-ordinator as well as separately by the financial manager alone.

The project co-ordinator should not approve an interim progress report before all pending issues
are clarified. If the progress report raises doubts or explanations are unclear, the co-ordinator may need
to visit the site and check the status of implementation on site.

The major purpose of an on-site visit is to assess the beneficiary’s compliance with contractual
arrangements. During the visit, the agency’s co-ordinator inspects the site with the interim report in
hand and verifies the consistency of information and data provided by the beneficiary in the report
with the actual state of affairs on the site. On-site visits require the examination of the project assets
built with agency’s support (including buildings, engineering installations, networks, and equipment
purchase). The right of agency’s staff to access the site should be included in the contract with the
beneficiary.

Each site visit should be conducted with prior notice to the beneficiary and agreement on the time
and issues to be discussed. The agency’s co-ordinator should have a list of issues for inspection and
control. If discrepancies or delays in project implementation are revealed, additional explanations
should be required from the beneficiary. Final decisions by the agency should be made on the basis of
these additional explanations.

The Polish EcoFund, for example, holds weekly management meetings during which
management staff discuss problems related to individual projects, look carefully at the additional
information provided, and record final decisions in management protocols. If necessary, the agency’s
co-ordinator will follow-up on violations of the contract and specific measures can be taken to rectify
the situation. Serious departures from the technical implementation schedule and financia plan, as
stipulated in the agreement, may result in discontinuing payments or terminating the agreement with
the beneficiary.
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Financial transfers

Financial transfers are a central issue for the agency. If mistakes are made during the previous
stages of the project cycle, these have no financial implications for the agency; yet, thisis not the case
when actua disbursements to the beneficiary have been made.

Monitoring of how the beneficiary spends agency’s resources is necessary in order to ensure that
there are no discrepancies between what is included in the contract and the actual state of
implementation as described in reports submitted by the beneficiary. Under-estimation or failure to
pay attention to discrepancies between the agreement and the actual implementation of a project may
create many legal and financial difficulties for the agency. For example, if the beneficiary has used
agency's resources to pay for tasks not agreed with the agency or, even worse, all of the support has
aready been transferred to the beneficiary, the agency has little recourse to recover its money.
Litigation may be an option, but it is very costly and will waste resources. In addition, such cases
create an environment of suspicion and mistrust around the agency. Therefore, in order to avoid such
costly failures the agency needsto put in place as many preventive measures as possible.

In order to safeguard public resources when making financial transfers, there are a number of
precautionary measures that the agency can take. Some of these major measures include:

e avoid making totd financia transfers before the work is actually completed;
e avoid making advance transfers;
e maketransfersin instalments;

e make transfers only after all invoices and reporting documents, as required in the contract,
are submitted by the beneficiary and carefully checked and verified by agency staff;

e transfer money to the beneficiary only against invoices which have been issued by the
contractor and approved by the beneficiary;

e require the beneficiary to open a specia sub-account when payments are made to the
beneficiary and not the contractor;

o suspend transfers if the beneficiary is found to be in breach of the contract, but inform the
beneficiary of the decision and provide written explanations.

Advance disbursements or total financial transfers disbursed up-front, before actual costs are
incurred, should be strongly discouraged. Experience shows that when such practice is used, the risk
of misuse of public resourcesis very high. If the beneficiary does not have enough resources to launch
the project, it is expected that the contractor (bound by a legal agreement with the beneficiary) would
have sufficient cash flow to assume the financia burden for start-up operations. Only in exceptional
cases, such as support provided to NGOs for nature conservation projects, schools, kindergartens, and
churches, can the agency decide to provide up-front payments.

Experience also shows that the best way to make financia transfers is in tranches. More
importantly, the agency should disburse resources to the beneficiary only upon completion of a certain
stage of the project, against invoices issued by the contractor, approved by the beneficiary and
submitted to the agency for payment. The actua transfer should be made only after al financial and
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reporting documents have been checked by agency staff for accuracy and compliance with the
contract. The agency then transfers the money to the beneficiary who, in turn, pays the contractor.

If payments are made directly to a beneficiary against invoices issued by the contractor, the
beneficiary should be required to open a special sub-account for the grant/loan. The account will be
controlled by the agency, and the beneficiary will be allowed to withdraw money only after the agency
gives permission. This aso ensures that the transactions related to the project are not mixed in with
other transactions.

In case of afailure of the beneficiary to meet a deadline, the agency may suspend the payment of
invoices. The agency should duly inform the beneficiary of such action and explain the reasons for the
decision. The beneficiary should bear all consequences of a suspension of payments.

How to deal with financial irregularities during project implementation?
There are several major cases where such irregularities can be observed. These include:

(i) the beneficiary reduces its costs by implementing certain tasks at a cost lower than indicated in the
financia plan;

(i) total project costs change for objective reasons, such as a sharp increase in certain prices leading to
cost over-runs,

(iii) the beneficiary has used agency’ s resources to cover costs not agreed upon with the agency.

The beneficiary may seek to obtain benefits by implementing certain project tasks at a cost lower
than the cost stated in the financia plan to the contract. As mentioned earlier, in such a case, the
agency should operate on the principle of equal share in cost savings, by retaining an equivalent
percentage share of its committed support. If, on the other hand, cost over-runs occur during project
implementation, the agency should not agree to increase its support for such projects. In principle, the
agency should not accept such situations unless the beneficiary has informed the agency of its
intentions and the agency has agreed to such changes. It is important that the agency should be in
contact with the beneficiary on a permanent basis, which would allow its staff better to understand any
changes in project implementation. However, no disbursements to the beneficiary should be made
until the situation is clarified. For example, in Austria, if cost overruns are more than 15% over the
initial agreement, the entire application procedure must be restarted and the grant component is
lowered.

In order to ensure effective implementation of the project and the attainment of environmental
benefits, the agency may choose to ask the beneficiary to open an escrow account that can be serviced
only with the consent of the agency. For example, the Polish EcoFund and the Austrian
Kommunalkredit keep 5% of each grant on such an account and allow disbursement only after al fina
reports are submitted by the beneficiary and approved by the agency. Such a guarantee serves to
discipline the beneficiary and compels it to inform the agency of achieved environmental effects. This
shows the need to continue project monitoring in the operationa phase, as certain environmental
benefits can be achieved only after the equipment has reached full operational capacity.

As aprinciple, if a given project stage is completed later than agreed, the agency can reduce the
level of funding for the beneficiary by the amount of the interest accrued due to beneficiary’s delay.
The length of the delay is determined by the difference between the date of settlement of a certain
stage and the date on which documents arrive at the agency and are registered.
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A project phase is considered completed only after the agency has accepted the implemented
technical work and related costs and approved the interim reports for the respective stage. Only when
these conditions are met can the agency proceed with subsequent disbursements. On the other hand,
the agreement is considered completed only after the beneficiary has submitted final technical and
financial reports and the agency has approved all implemented tasks. The final report should show that
the equipment/installation has been properly tested and is ready to enter its normal operation phase. It
should aso confirm the actual achievement of environmental benefits. This confirmation should be
given by an authorised environmental inspector based on actual measurements of the environmental
improvements. A positive assessment of the report constitutes the basis for the formal closure of the
project.

Box 21. Risk mitigation measures during implementation

In order to protect the public resources from misuse, the agency should have in place a number of
preventive measures. These may include among others:

. withhold (part of) the final payment until all technical and financial reports are cleared and approved;
ask the beneficiary to open an escrow account from which it can withdraw money only with agency
consent;

introduce the equal share principle in cost savings;

impose a penalty for delay in project delivery;

reduce the level of funding by the amount of the interest accrued due to beneficiary’'s delay;

in case of serious discrepancies, cease payment and terminate the contract with the beneficiary;
obligate the beneficiary to return the amount calculated to be spent to cover costs not agreed with
the agency.

Post-implementation monitoring and evaluation

Post-implementation monitoring (second-level control) and evaluation of project results close the
project cycle. Evaluation is largely based on the beneficiary’s final report. There are three e ements
that should be carefully considered during evaluation, namely:

e inputs—the resources provided by the agency to cover agreed project costs;
e outputs—the physical assets produced, for example, aWWTP buiilt;

e impact — the environmental effect obtained or pollution reduction achieved. The output and
the impact are different notions. A WWTP may well be built, but if insufficient wastewater
is delivered for treatment due to the fact that the sewage system has not been completed as
agreed, or —even if the necessary volume of wastewater is delivered but the technology does
not meet the required standards — the result (output) is not equal to the expected impact.

If the impact (environmental effects) is not achieved upon project completion, the agency should
require the return of its funds or start negotiations, provided objective reasons exist for such
discrepancies. Such reasons may include a lack of resources (beneficiary thought it would receive
money from other sources to complete the sewage system, but the transfer was delayed) or lack of
skills, for example, workers at the WWTP do not know how to use biological treatment equipment and
they need 2-3 more months to learn. In these cases, the agency may agree to allow additional,
reasonably sufficient time for the beneficiary to achieve the planned effects.
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Thus, the main purpose of the evaluation is to assess the environmental effectiveness of the
project. In addition, evaluation should also look at the agency’s internal operations during the project
cycle. Systematic evaluation is a critical learning device and a prerequisite for building capacity and
skills to improve the management of future project cycles. Evaluation reports should be prepared
indicating all mistakes that have been made, analysing the causes of success or failure of the projects
supported, and assessing the agency’s ability to detect and prevent major breakdowns. The reports
should also contain recommendations for improving the management of the project cycle, including
the project identification process. The evaluation of individua projects also provides a broader basis to
assess the project contribution to achieving overall programme objectives as well as the effectiveness
of the entire programme and the impact agency’'s resources have on actua environmenta
improvements in the country.

Such ongoing evaluation is also important with regard to changing economic conditions and
market trends and the need for the agency to adjust the terms and conditions of its financial offers. In
addition, evaluation reports should also be kept for further reference and auditing purposes both by the
national auditing authorities as well as international auditing companies. In the case of Austria, apart
from the first level control by Kommunalkredit, a random sample of investment projects (5 — 10 % of
projects) and small grants are subjected to an in-depth evaluation on an annua basis by externa
auditors. Both the accuracy of the application procedures and actual environmental benefits achieved
as aresult of the subsidy are eval uated.

Evaluation results should be made available to interested parties and the public at large in order to
alow broad supervision of the agency’'s operations. To communicate successfully with these
stakeholders, the agency needs to have a clear policy how best to do this. A good communication
strategy is essential to help the agency be better understood and appreciated both at home and by the
international community. The experience of the Polish EcoFund shows the importance and value of
spending time on communicating with the media. Some suggestions for effective communication, as
suggested by the EcoFund, include:

e  opening ceremony of acompleted investment in the presence of the Fund’s managers;

e press conferences focused on progress and problems in the implementation of expenditure
programmes as well as future plans;

e toursfor journalists to visit sites and talk to beneficiaries and collect information on selected
expenditure programmes;

e pressreleases on achieved environmental benefits;
e participation in conferences to present the Fund’s priorities, portfolio and experience;

e preparing and disseminating annual reports offering information on the Fund’ s achievement
and plans,

e requesting beneficiaries to place the Fund' s logo on reports and equipment (using stickers).
The agency should capitaise on each project monitoring and assessment, to improve and refine
its selection process, contractual arrangements, and monitoring mechanisms. Lessons learned should

be incorporated in the report on programme implementation, which the agency should send to the
appropriate ministry and to the parliament.
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Summary and guidance for theimplementing agency

The after-project selection stage includes commitments, negotiations, and contracting. The initial
intent shows the agency’s interest in supporting a project. It is only during negotiations and with the
signing of a financial agreement with an applicant that this intent becomes the agency’s financia
obligation.

Contractual clauses in the agreement should ensure the protection of public funds from misuse
and mismanagement. It is recommended that the financial agreement contain a number of essentia
annexes, such as a detailed technical and financial implementation plan. In addition, it should specify
the invoicing and reporting requirements to the beneficiary as well as the rules for financial transfers
to be executed by the agency.

Most often, the financial agreement is based on prices provided by the project engineering design
and suppliers’ offers. As a result of actua tendering of the project, original costs may change. The
agency should ensure that the financial agreement contains a clause stipulating how the agency will
deal with changes in costs and/or expected environmental effects. Differences in costs before and after
tendering, however, should not be significant, as experienced agency staff should have been able to
detect unrealistically low or high prices early in the evaluation process and reject such projects at early
stages of the project cycle.

Project implementation monitoring and post-implementation evaluation are the final stages of the
project cycle. Project implementation monitoring implies an effective set of checks for both technical
and financial control from project start to completion.

Project implementation monitoring requires clear rules and standards for technical and financial
reporting by the beneficiary and for conducting supervision by agency staff. The agency needs to
require that the beneficiary submit progress reports at every stage of project implementation. A project
stage can be approved only after agency staff have carefully verified al information and data
contained in the beneficiary’ s report. Only then can the agency proceed with the actual disbursement
of funds. Monitoring of project implementation should continue in the operational phase of the project,
as often the full extent of environmental benefits is achieved when the entire project is completed and
the installed equipment has reached its full operational capacity.

Evaluation of the entire programme and not only of individual projects, as well as the whole

project cycle is equally important. Systematic evaluation is a critical learning device and a prerequisite
for building capacity and skills to improve the management of future project cycles.
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CHAPTER 4 CONCLUSIONS

Public environmental expenditure programmes are one of the instruments of environmental
policy used to achieve national policy objectives and priorities through public support. Management of
such programmes should meet the sound principles of public finance for transparency, cost-
effectiveness, and accountability.

The OECD Good Practices for Public Environmental Expenditure Management provide guidance
to environmental agencies on the design of such programmes in line with internationally recognised
standards and criteria. This Handbook was prepared as a supplement to the Good Practices. It is
intended to show how to implement these good practices and proposes a step-by-step approach to
resolving various practical challenges that ingtitutions managing expenditure programmes face in their
everyday operations.

The Handbook reiterates the rationale for public expenditure in the environmental sector and the
main decisions that governments need to make to define and effectively manage environmenta
programmes. It identifies a set of core principles that agencies managing public resources need to
follow. It also offers a number of practicd management tools that such agencies can use in daily
operations. Thus, this document deals with all the important aspects of the operations of a public
ingtitution managing public expenditure for environmental investments. These aspects cover
programming, project cycle management — including appraisal, sdection, and financing of
environmental projects — aswell as project implementation monitoring and eval uation.

The public environmental expenditure programme is an integral part of a larger environmental
policy and supports the implementation of strategic national objectives. Effective programming should
be based on a systematic economic, financia, and market analysis in order to establish programme
priorities. Programming and priority-setting are major responsibilities of the government; involving
major stakeholdersin their designing could significantly improve the chances for success.

The appraisa of projects is a technical concept and is usually conducted by professional staff
held accountable for decisions. The appraisal process alone, even if conducted in accordance with the
best international practices, cannot ensure optimal results if politicians have failed to set clear rules or
have made erroneous choices. In addition, programming and project cycle management
responsibilities need to be separate in order to ensure accountability and transparency in the two
processes.

Project appraisal constitutes the main function of any implementing agency and the core of
project cycle management. The appraisal process provides mechanisms and tools to select the most
cost-effective projects with the aim of achieving the expected environmental benefits at the lowest
possible cost. Simple but clear criteria and procedures are needed in order to ensure that public
resources are spent in a transparent, effective, and efficient manner. This requires assessing projects
for financial viability and cost-effectiveness. Cost-effectiveness should be a key selection criterion. In
selecting projects for financing, it is important to distinguish between appraisal (evaluation) of an
applicant and appraisal of a project. The analysis of the applicant’s financial situation and overall
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performance alows the implementing agency to identify any political, legal, institutional, and
financial risks related to the applicant which might undermine the successful implementation of the
project.

All decisions made during the project appraisal, selection, and implementation process should
aim at optimising the use of public resources provided by the agency and leveraging additional
resources for environmental investments. In addition, rules and procedures need to be designed to
protect public funds from misuse and mismanagement.

Project implementation and post-implementation monitoring allow the implementing agency to
measure the performance of individual projects and to assess the environmental impact achieved with
agency support. Project implementation monitoring implies an effective set of checks for both
technical and financial control from project start to completion. Monitoring of project implementation
should continue in the operational phase of the project, as often the full extent of environmental
benefits is achieved only when the entire project is completed and the installations have reached full
operational capacity.

Equally important is the evaluation of the entire programme and the entire project cycle, and not
just individual projects. Systematic evaluation is a critical learning device and a prerequisite for
building capacity and skills to improve the management of future project cycles. The knowledge
acquired during programme evaluation is valuable as it can be further used to inform the political
process and help re-assess the priorities of the national environmental policy that require public
support in order to be implemented.
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Annex |: Programming

Annex |.1: lllustrative environmental and natural resource priorities

M e?g:lotlfégral Group within Individual problem within Technol_ogy Or process
category category category within category
Air quality Combustion Sulfur oxides, ground-level Coadl-fired boilers
pollutants ozone Vehicleswithout catalytic
Toxic air pollutants Cadmium, asbestos converters
Global air pollutants Carbon dioxide, methane Cement kilns
Water Biological pollutants Biological oxygen demand Wastewater treatment
Chemical pollutants Microorganisms fecilities
Anthropogenic and Nitrates and phosphates Water suppl y- and trestment
Paaé?;t?lors]ources of Pesticides Foo.d processing pl f':\nts
Heavy metals Agricultura operations
Household sanitary
facilities
Waste Household and Plastics, newspaper, glass Landfills
management commercial wastes Construction materials Municipal and hazardous
Industrial wastes Hazardous waste waste incineration
Medical wastes Materials contaminated with low Segregat_i on, recydling,
level radiation composting
Nature protection Protected areas National parks Land acquisition and
Biodiversity and Designated biosphere areas relocation

habitat

Endangered species (large cats,
migratory birds, etc.)

Public education and
awareness

Species breeding
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Annex |.2: Possible co-financing rates per project type

Table 1.2.1 suggests possible options for the range and type of co-financing that can be provided to
different recipients for various types of projects. It is expressed as a share of the grant in eligible project
costs. The values contained in the table are for illustration only.

Tablel.2.1: Possible optionsfor the range and type of grant co-financing provided to different
recipientsfor varioustypes of projects (as percent of eligible project cost)

Project area W ;
- . . ater resources Capacit
Biodiversity Climate change ; pacity
protection building
Recipient
I* 11 111 | I 11 | 11 11 | 11 111
Central government 0% | 75% | 75% 0% | 50% | 75% 0% | 50% | 75% | 0% | 75% | 85%
Local authorities 0% | 75% | 75% 0% 50% | 75% 0% 50% | 75% | 0% | 75% | 85%

Utilities (e.g., water utilities,

i . ; 0% 5% | 0% 5% | 0% 75% | 0% 85%
district heating companies) ’ ’ ’ 0 ’ N ’

Budgetary institutions (e.g.,

X 0% | 85% | 75% 0% | 50% | 75% 0% | 50% | 75% | 0% | 85% | 85%
schools, hospitals)

Non-governmental 0% | 85% | 75% | 0% | 50% | 75% | 0% | 50% | 75% | 0% | 85% | 85%

organisations

Private sector 0% | 50% | 75% 0% | 50% | 75% 0% | 50% | 75% | 0% | 50% | 85%
Private sector: small and

medium enterprises, small 25% | 50% | 75% 25% 75% 25% 75% | 25% | 50% | 85%
farmers, community groups

* | — potentially commercial; Il - cost-recoverable; I11 - non-commercial

In addition, an example from the Polish EcoFund presented in Table 1.2.2 below shows possible levels
of assistance the Fund offers across various types of beneficiaries.

113




Tablel.2.2: Grant limitsfor typical projectsin useat the Polish EcoFund

Grant limitsfor typical projects

Applicants Income levels Non-commer cial projects
(IRR <IRR Limit)

Entrepreneurs* Up to 30%
Self-governments

Group | (X<X29) Up to 60%

Group 11 (X26<x<X70) Up to 50%

Group I11 (X76=%X<X9q0) Up to 40%

Group IV (x>Xg0) Up to 30%
Other applicants Up to 50%
Note: * - For enterprises fully owned by municipalities (100%), the rate for the corresponding self-government

applies.

x — Total per capita income, calculated as the arithmetic mean of this parameter recorded annually in the first three
years of the four-year period preceding the year in which the grant isto be awarded.

X0, 70, 90— INncome ratio thresholds (maximum per capita income) for municipality groups covering the poorest 20%,
70%, and 90% of all the municipalities ranked according to increasing total per capita income.

IRR — Internal Rate of Return.

“Other applicants’ include charitable and religious organisations and ingtitutions, voluntary environmental
organisations, as well as management boards of national and landscape parks, educational and health service
ingtitutions, and housing co-operatives.

Typica projects for the Polish EcoFund include both non-commercial projects as well as innovative
and standard projects. The Fund does not support commercial projects, as they generate a profit and can
easily obtain and repay commercial loans. The EcoFund supports only non-commercial projects in their
priority areas and the grant limits are related to income levels in beneficiary municipalities.
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Annex |1 Project appraisal

Annex I1.1: Outsourcing opportunities

The potential opportunities for outsourcing are summarised in Table 11.1.1. For arange of expenditure
programme functions and tasks, the table describes the potential for outsourcing, possible service
providers, and the risks of outsourcing.

In considering outsourcing tasks to private companies, it must be checked whether incompatibilities
exist. Absolute objectivity is required and should be ensured in contracts. This is essentia to show
beneficiaries that the evaluation of their applications is based on aobjective criteria and not influenced by
commercia interests. Table 11.1.2 presents an assessment of potentia outsourcing incompatibilities
between different programme functions. A “yes’ in acell indicates that the two functions (across the top of
the table and on the left column of the table) would be compatible if both were outsourced.
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Outsourcing
target
Submission
and
infor mation

Formal

evaluation
(eligibility
screening)

Tablell.1.1: Summary of outsourcing opportunities

Tasks

Develop information on the
submission of applications, how the
process works, eligibility criteria, and
appraisal criteria. In addition,
applicants may require additional
assistance in preparing applications.
Whether such assistance is provided
by the agency or outsourced, the
agency must communicate that the
information (including consulting) and
submission services are without
prejudice to further appraisal.

Evaluation of the formal aspects of the
application: Thisincludes checking all

necessary forms, annexes and permits

for completeness and accuracy.

Formal evaluation of the substantive
aspects of the application: Verification
of eligibility using stated criteria for
organisation form and ownership,
project size, project and regional
priority, etc.

Outsourcing potential

High. A submission unit
(including information

provision) plays only a minor
role in the funding process.

High. The basic review of the
application (formal aspects)
could be done easily by units
independent from the agency.
The outsourcing potential,

however, islow for the

evaluation of the substantive

eigibility aspects of the

application.
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Possible service providers

For a national agency, services
could be provided by regional
departments or inspectorates of
the government. While these
government entities could assist
on technical aspects, other
possible partners such as banks
with outletsin all regions could
better assist on financial issues.

The outsourcing partners for
submission and information
would be suitable for the first
step in the formal evaluation
process since this covers only
the basic check for application
form completeness. For the
assessment of eligibility,
outsourcing should only be
considered if ahigher level
ingtitution isinvolved. This unit
must be credible with regard to
potential local and regional
pressures to promote selected
applications.

Risks

1) Regional departments will have
inadequate resources or access to
information to execute these tasks
fully.

2) Banks can perform these tasks
properly aslong as the services are
provided competitively and the
quality of servicesisadecisive
criterion for customers to co-operate
with the bank in question.

3) Lobbying by regional departments
on behalf of applicants may become
too powerful and the level of
assistance excessive. This may
happen as regional departmentstry to
promote local projectsin relation to
other regions.

Themajor risk is hot related to
outsourcing per se but rather to the
fact that eligibility criteria may not
be clearly defined and transparent.
Asaresult, the outsourcing agent
would face adifficult task, unlessits
roleislimited to the first step of
formal evaluation. The greater the
ambiguity and potential for other
interpretations, the more likely that
political pressures could undermine
the process.



Outsourcing
tar get
Technical
appraisal

Financial
appraisal

Consultations
with different
stakeholders

Tasks

Thetechnical appraisal coversthe
review of the project with respect to
technical and environmental criteria.

The financial appraisal is conducted to
verify and check the applicant’s
financial plan and creditworthiness if
loans or interest rate subsidies are
offered. This appraisal should also
include checking proposed co-
financing sources.

The tasks related to consultations with
stakeholders generaly relate to
comments on programme priorities,
eigibility and appraisal/selection
criteria, and comments on individual
projects. Usually, comments on
individual projects are solicited during
the application process.

Outsourcing potential

High. Staff in the
administrative unit will often
lack the technical expertise to
evaluate proposed technologies
or estimate the potential
benefits of the project.

Medium. It may be difficult to
find expertsin thisfield
because of the need of skills
combining knowledge in both
public infrastructure and the
financial and economic
analysis. The best option isto
establish co-operation between
the agency and financial
institutions that conduct such
financial appraisalson a
regular basis.

Low. All discussions with
stakeholders on individual
projects should be managed by
the administrative unit. There
is some scope for outsourcing
the solicitation and processing
of comments on the annual
programme (priorities,
eigibility, and selection
criteria) to ensure objectivity.
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Possible service providers

Private sector consultants and
experts from universities and
research institutions can be
identified to conduct the
technical appraisal.

Banks provide financial
appraisal services and agencies
can either retain their services
or, if banks are co-financing
agency projects, rely on the
participating bank to share the
financial appraisal with the
agency. Private consultants
could conduct financial appraisal
but this rai ses questions of
accountability for erroneous
appraisals.

For comments on programmes,
the preferred outsourcing partner
would be an NGO or other
credible public or private
institution experienced in
handling written comments.

Risks

Key risk stems from potential
conflicts of interest as a pool of
suitable technical appraisers will be
in demand to assist applicantsin the
preparation of project applications,
given their knowledge of the
technical appraisal process. Agencies
can minimise this potential risk
through carefully designed contracts,
use of contract provisions limiting
consultation for a certain period of
time, etc.

Most of the risks are related to
accountability for poor decisions.
Co-operation with established banks
and financia institutions can prevent
thisrisk, especialy if the co-
operating ingtitution is a co-financier.
Co-operation with a single bank
could have competitive implications
in the credit market.

Risks are minimal, provided
consultations on individual project
applications are conducted by the
expenditure programme’s
administrative unit in atransparent
manner ensuring that project
development and ownership stay
with the applicant.



Outsourcing
tar get

Approval

Contracting

Disbur sement

Control of
projects

Tasks

After the full appraisal, the comments
of the applicant and the opinion of the
management body, the final step isthe
approval or rejection of each project
application.

Applicants should be officially
informed if their applications are
rejected or accepted. In case of
rejected applications, aletter is sent by
the agency. For accepted applications,
negotiations ensue to reach an
agreement on a contract.

This task involves the disbursement of
fundsto the beneficiary in one or
multiple form. For interest rate
subsidies, payments may be made
directly to the lender.

The control at a project level should
ensure that all parties meet their
contractual obligations. This requires
the issuing of certificates of good
operation of plants financed with
public aid from the agency as well as
checking the beneficiary’s financial
statements. A selected number of

Outsourcing potential

L ow. These decisions should
be made by the agency unit
established to make final
decisions (e.g., supervisory
committee, management board,
senior official).

High. Correspondence
concerning rejected
applications should not be
outsourced, but preparation of
amodel contract and
instructions, negotiations and
review of the contract could be
outsourced, provided the final
approval of the contract isthe
agency’ s responsibility.

High. For long term financing,
itisnecessary to find
organisations with a business
strategy at least over the agreed
financing period.

M edium. External experts,
such as technicians or externa
auditors, could be involved in
the process. Y et, the final
responsibility should stay
within the control authority.
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Possible service providers

No outsourcing envisaged.

The service could be done by
internal or external institutions,
including banks, lawyers,
insurance companies or all
institutions considered
competent to run the
administration unit.

Thelogical choice would be the
agency’ s banking partner,
although regional or local
authorities might assist in
disbursing grant monies,
particularly if there are
numerous recipients of small
amounts.

Any technical or audit company
could be used for this activity.
Local environmental agencies or
environmental inspectorates
could also play arole.

Risks

Risks are minimal.

Risks should be minimal provided
appropriate oversight and approval
authority are established in the
agency for contracts facilitated by
outsourcing agents.

Except for long-term disbursement
programmes for large infrastructure
investments, risks should be minimal.
For long-term disbursements, it is
important to select outsourcing
agents with stable operations.

The mainrisk liesin the appointment
of the outsourcing agent. Thisrisk
can be minimised by performing
random spot checks of the reports
prepared by the agent.



Outsourcing
tar get

Expenditure
programme
monitoring and

reporting

Data
management

Tasks

projects can be subjected to more
thorough inspection.

On an annual basis, the expenditure
programme activities are monitored
and reports prepared covering both
financial and project cycle results. The
form of reports may be mandated in
enabling legidlation. More extensive
evaluations of the programme may be
undertaken less frequently, such as
every three years. The scope of such a
review is focused more on programme
administration and policies.

Data are required at all stages of the
programming and project cycle. All
decisions and results have to be
documented by indicating the date of
the decision, the responsible person,
and the person responsible for
preparing the data set. This task should
accompany all decisions made by the
agency. All changes in databases have
to be properly registered.

Outsourcing potential

M edium. Control of this task
should be maintained by the
implementing agency or the
government agency overseeing
the programme. It may be
appropriate to outsource the
financial audit or the
preparation of the annual
report, depending on what is
allowed in operational
procedures or legidation. The
less frequent programme
evaluation will typically be
outsourced.

High. Data collection and data
management can be external in
order to provide maximum
independence. Thistask can be
an additional safeguard against
corruption.
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Possible service providers

Private companies or external
agencies could prepare financial
and annual reports. The less
frequent programme evaluation
should be conducted by a
reputable international
management firm and/or
auditing company or an
international organisation.

In order to guarantee
independence, international
companies should be involved in
configuring the system. An
international tender is suggested.

Risks

Thisisacritical activity in promoting
accountability and transparency.
There are minimal risks provided the
expenditure programme outsources
these tasks to reputable firms or
organisations.

External data management bears the
risk of creating (after the tender) a
monopoly. Due to dependence on
current systems, it may prove
impossible to change the service
provider after some years.



Tablell.1.2: Compatibility check

Financial
appraisal

Technical
appraisal

Formal
appraisal

Submission and
information

Consultations Approval Contracting Disbursement Control Reporting Data management

Submission and
information

Formal appraisal

Technical
appraisal

Financial appraisal

Consultations with
different
stakeholders

Approval

Contracting

Disbursement

Control

Reporting

Data management
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Annex |1.2: Polish EcoFund Project questionnaire and guidedinesfor applicants

(For EcoFund use)
Received by the EcoFund on: .........ccccoeveininienne. [N

PROJECT QUESTIONNAIRE
APPLICATION FOR ECOFUND FINANCIAL SUPPORT

1. PROJECT NAME:
2. APPLICANT:
3. PROJECT LOCATION:

4. ENVIRONMENTAL SECTOR:
PRIMARY SECONDARY

Elimination of SO,/NOyx Emissions

1. Protection of the Baltic Sea

[1l. ClimateProtection

IV. Biodiversity Conservation

V. Waste Management & Contaminated Soil

Reclamation
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. PROJECT ENVIRONMENTAL OBJECTIVE(S) AND JUSTIFICATION:
. TECHNICAL DESCRIPTION OF THE PROJECT:
SELECTED OR PLANNED SUPPLIERS (MANUFACTURERYS):

PROJECT FINANCING:

FUNDING FINANCIAL RESOURCES (PLN) SHARE
0
SOURCES DISBURSED (%)
IN THE COMMITTED | PLANNED | TOTAL
YEARS:
OWN FUNDS:
LOANS:
GRANTS:
ECOFUND: XXXXXXXX XXXXXXXX
GRANT:
TOTAL 100
PERSON PREPARING THE PERSON SUBMITTING THE
QUESTIONNAIRE QUESTIONNAIRE
PERSONAL DATA /STAMP PERSONAL DATA /STAMP

(DATE & SIGNATURE)
(DATE & SIGNATURE)
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Guideinesfor preparing the project questionnaire

1. PROJECT NAME

The name should be as short and concise as possible — comprising a single sentence — and clearly
state the nature of the undertaking presented in the application.

2. APPLICANT

In this section, the Applicant provides the name and address of the institution or person identified
and acting as the prime investor (for investment-related projects) or prime executive agent (for
biodiversity conservation projects). The legal status (budget entity, local government, public
enterprise, company, foundation, civic organisation, other) is aso to be provided. The name of the
person authorised to manage the project on behalf of the Applicant, together with phone and fax
number, needs to be provided as well.

3. PROJECT LOCATION
Thetown / city or region of the country where the project is to be implemented.

4. ENVIRONMENTAL SECTOR

Ticks should be made in the boxes next to the name of the environmental sector to which the
project applies. The EcoFund provides grants to projects implemented within the following sectors:

1. Reduction of transboundary SO, and NO, emissions;

2. Reduction of pollution into the Baltic Sea;

3. Abatement of gaseous emissions that cause global climate changes (CO,, methane, freons, others);
4. Biodiversity conservation;

5. Waste management and contaminated soil reclamation.

Should the project apply to more than one sector, both the primary and other related sectors
should be underscored.

5. PROJECT OBJECTIVES AND JUSTIFICATION

The Applicant should clearly state the objective of the project. In the event the project serves to
achieve a number of objectives, both the primary and secondary objectives should be listed. The
wording of the objective(s) should refer to the change in the condition of the environment as a result of
project implementation.

In presenting the project objective, the current environmental threats that the project will address
(either iminating or limiting) should be identified. The project justification must show that the
project addresses at |east one of the five EcoFund priority sectors, is cost-effective, and complies with
at least some of the EcoFund’ s criteria. The following factors are considered of particular importance:

e project isinnovative on the national scale;

e project involves the transfer of best technologies from countries that have agreed to the Polish
debt-for-environment swap;

e project launches environmentally-friendly manufacturing in Poland.
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The justification must specify all measurable environmental benefits that will result from project
implementation (e.g., reduction in emissions into the atmosphere, decrease in waste quantity, mass, or
volume, etc.) and describe any difficult-to-measure benefits (such as those related to nature
conservation).

6. TECHNICAL DESCRIPTION OF THE PROJECT

The technical description must specify the type of technology to be applied and the main
technical parameters (including country of origin).

In this section, the Applicant needs to present and discuss the genera technical and organisational
assumptions for investments at an early stage of preparation (including the preparation of
documentation and funding).

For investments aready commenced, the Applicant must state the current status of technical and
financial implementation, as well as identify the companies responsible for the technical design and
the prime contractor. A more detailed description must be provided for the part of the investment that
remains to be completed; the grant application to the EcoFund should only cover this part of the
investment.

For organisational projects (such as those concerning nature conservation), the Applicant must
list al crucia elements and define their functions within the project structure. The investment
component must also be clearly specified, if it is applicable to the project.

The start and completion dates (month, year) should be specified for each and every project
(related to expenditure on implementation). Alternatively - the number of months allocated to the
implementation of the project.

7. SELECTED OR PLANNED EQUIPMENT SUPPLIERS (MANUFACTURERYS)

In this section, the Applicant provides the names of companies (Polish and/or foreign) selected or
expected to act as equipment suppliers. A distinction, however, needs to be made between the
supplier, i.e., trading or supplier company, and manufacturer, who may submit a ‘ certificate of origin’.

If the suppliers are yet not known, the Applicant must state the planned procedure for their
selection (e.g., the course and scope of the bidding procedure).

The EcoFund finances the procurement of equipment originating from Poland or creditor
countries that have joined the EcoFund. As of September 2001, these countries include: USA, France,
Switzerland, Sweden, Italy, and Norway.

8. PROJECT FINANCING

The Applicant must provide a complete list of the sources of project financing, using the table
shown in the Questionnaire.

Own funds include the Applicant’s budgetary or investment funds allocated toward project
implementation. This category also includes contributions from future investment participants (such as
gas or sewerage hetwork users).

In the table, project implementation funds are divided into funds disbursed, granted, and planned.
Amounts that have actually been placed at the Applicant’s disposal (as supported by documents), but
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not yet disbursed shall be considered committed. The remaining money necessary to complete the
project isreferred to as “planned” . EcoFund support fallsinto this category.

Under the table, please specify the amount sought in the grant application from the EcoFund for
the current and all subsequent years of the financia plan.

The data on financing sources should demonstrate that the total funding is sufficient to cover all
project costs.

Costsincurred prior to the submission of the application for support from the EcoFund should be
converted into current prices, whereas costs to be incurred in coming years should be quoted in current
or forecast prices (the Applicant needs to include a brief description of the method of cost
determination in a commentary below the table, as well as the calculation / conversion and forecasting
ratios).

EcoFund, September 2001
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APPENDIX TO WATER PROTECTION PROJECT QUESTIONNAIRE
To be completed when applying for financial aid from the EcoFund

(Note: Thisformisalso availablein Word 6.0 format.
To obtain thefile by e-mail, please contact: woda@ekofundusz.org.pl)

Formal and legal status of the project:

NOT
YES NO REQUIRED
Project assessment, as provided under the Water Law O O O
Treated wastewater disposal permit* O O O
Environmental impact assessment O O O
Building permit O O O
Other documents O O O

Please specify:

*  The “treated wastewater disposal permit” specifies conditions (quantity and quality) for the
disposal of wastewater after treatment.

Experts’ opinions and reviews:

Project scope:

O Construction of awastewater treatment plant
O Construction of transfer collectors to a combined wastewater treatment plant
O Modernisation and/or expansion of awastewater treatment plant

Quantitative balance and qualitative characteristics of effluents:

o Daily average volume of wastewater to be processed: .........ccccveueee. [m?/d]**
** For holiday resorts and other places with seasonal peaks, please specify the on and off-season
averages.

Pollutant concentrations in effluent:

M aximum EU

Pollutant Unit | allowable | allowable Present | Planned |Absolute Relative

values*+ |valuet*** value value | change | change[%]
- - - - a b c=a—b |d=c/ax 100%
BODs g O./m’
COD g O./m’
Suspended solids| g/m®
Nitrogen g N/m’
Phosphorus g P/m’

***%  According to the treated wastewater disposal permit
***%*  European Union requirements
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Pollutant |oads:

Pollutant Unit | Present value |Planned value| Absolute change| Relative change [%]
a b c=a-b d = c/ax 100%
BODs Mg/a
COD Mg/a
Suspended solids| Mg/a
Nitrogen Mg/a
Phosphorus Mg/a

Receiving waters (please describe):

Sludge management system:

Sewer network coverage of the relevant area as a result of implementation of the project presented in
the Project Questionnaire is completed:

Planned project commencement dat€  ..ooeoveveeeennnee.

Planned project completion date: ™ oo

Structure of project costs; ****

o Wsatewater treatment plant:  PLN ... (please round to the nearest thousand PLN)
o Transfer collectors: PLN e (please round to the nearest thousand PLN)

***% Applies to projects involving construction of both a wastewater treatment plant and sewage
collectors.
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Annex 11.3: Polish EcoFund complete Water Application Form and Instructionsto Applicants

APPLICATION LAYOUT
Project Name
Applicant
Project Location
Environmental Protection Sector
Project Objective and Justification
Project Description
Environmental Benefits

Material and Financial Project | mplementation Schedule

© o N o 0 M 0w DN PRE

Contractorsand Suppliers

=
©

Project Financing Sour ces

-
=

Project Financial Data

=
N

Applicant Current Financial and Investment Liabilities

o
w

Applicant Declaration

=
>

Appendices

INSTRUCTIONS FOR THE PREPARATION
OF THE APPLICATION FORM

The information covered by items 1 - 4 should be written on the attached Application Cover Page
Form.

1. PROJECT NAME
The project name should be as brief as possible — limited to a single sentence — and clearly define
the main undertaking presented in the Application.

2. APPLICANT

Please specify the name and address of the Applicant — this should be the main Investor — and its
legal status (budgetary unit, local government, state-owned enterprise, company, foundation, non-
governmental organisation, natural person, or other — please define). The name and title of the person
authorised to manage the project on behaf of the Applicant as well as hisher telephone and fax
numbers should al so be provided.

3. PROJECT LOCATION

Please specify the name of the town or village and the name of the plant or facility where the
project is to be implemented. If the project covers a larger area, please specify the name of the
municipality, district, and region.
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4. ENVIRONMENTAL PROTECTION SECTOR

Please tick the box beside the designation of the relevant environmental protection sector
appropriate for the Application.

If the project involves more than one sector, please indicate the primary and other sectors.

5. PROJECT OBJECTIVE AND JUSTIFICATION
5.1 Description of the project objective

Please clearly and concisely state the project objective or, if the project is aimed at more than one
goal, please specify al abjectives, but indicate the main one. The objective(s) should be presented in
terms of changes in environmental conditions that are to be achieved as aresult of the project.

Please specify the existing environmental hazards that will be eliminated or reduced as a result of
project implementation.

The project justification must show that the project is important for at least one of the EcoFund’s
priority sectors, is cost-effective, and meets at least some of the EcoFund’s criteria. In particular,
preference will be given to projects that:

¢ includeinnovative solutions on a national scale;

e promote the best and proven technologies or organisationa methods on the Polish market
(demonstration installations, replicability), especialy those to be imported from the countries that
have joined the Polish debt-for-environment swap.

The project justification should also explain the reasons for undertaking the proposed project. In
particular, the Applicant should describe the circumstances related to the international conventions to
which Poland is a party, the requirements under Polish law and environmental protection standards,
and other requirements, such as those related to reducing risks to human health, etc. The Applicant
should also confirm that the proposed solutions will result in compliance with European Union
directives.

It is aso important to present the broader context of the project, i.e., how the project fits into the
land use plan, “master plan,” and international or transboundary programmes for environmental
protection or nature protection, etc.

In addition, the Applicant should also provide information on the aternative solutions that were
considered. The project justification should demonstrate that the proposed engineering solution is the
optimal approach, by clearly enumerating its advantages over other possible options of solving the
environmental problem the project isintended to address.

Moreover, the EcoFund attaches considerable importance to the replicability of the proposed
project in terms of the applied technology that would be useful for other similar projects
(demonstration effect).

One of the main criteria the EcoFund has adopted to evaluate projects is cost-effectiveness,

understood as the ratio of project investment and operating costs to pollution reduction (in particular in
comparison with the ratio of other similar projects).
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If, apart from environmental benefits, the project is expected to generate income (profit), the
reasons for applying for EcoFund support should be explained in detail (based on the economic
information provided initem 11).

5.2 Information about the Applicant

e The Application should include the basic formal and legal information on the Applicant’s status
(documentary evidence of legal title to conclude an agreement with the EcoFund under civil law
and to own the assets created as aresult of project implementation).

e The Applicant should list its environmental protection projects completed, under implementation,
and planned (excluding the project proposed in the Application).

5.3 Information about project location

e  Functiona description of the project area;

e  Special environmental value of the project area (e.g., location in relation to protected areas);

¢  Town and country planning data (density and type of buildings, population size and density, etc.).
6. PROJECT DESCRIPTION

A description of the selected wastewater treatment technology (including a block schematic of
the wastewater treatment plant) should be provided, specifying the technical characteristics of the
system and the method of handling the sludge and other waste generated in the wastewater treatment
process. For modernisation projects, the facility’ s starting conditions before modernisation should also
be described. For a project covering a larger area (e.g., transfer collectors to be built as an aternative
to the construction of one or more WWTPs), a map of the collector system should be provided,
indicating the part covered by the Application. Depending on the project scope, the project description
should include the following information:

6.1 Construction of a new wastewater treatment plant:
a) Description of the project scope (planned or implemented);

b) Description of the wastewater source, specifying the population size in the wastewater treatment
plant catchment area;

c) Degreeof sewer network coverage in the wastewater treatment plant catchment areg;
d) Wastewater type (domestic, municipal, industrial, etc.);

e) Quantitative balance and qualitative characteristics of the effluents used as the basis for preparing
engineering design specifications of the wastewater treatment plant (characteristic flow rates,
pollutant contents and |oads);

f)  Technical description of individual facilities of the wastewater treatment plant:

e The description of the wastewater treatment section facilities should include: dimensions of
the facility, effective cubic capacity (for tanks), cubic volume (for buildings), brief description
of the engineering design, list of process equipment including type and basic technical data
(eg., “Q" and “H” for pumps), manufacturer, and country of manufacture for the equipment
items already selected. In addition, the description of the primary and secondary settling tanks
should include the main operational data of the facilities, such as sewage dwelling time,
hydraulic load of the surface of the settling tank, etc. For biological reactors, the description
should also include cubic capacities of individual sewage treatment zones, internal and
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externa re-circulation values, sludge concentration in the reactor, BOD content of the sludge,
sludge age, excess sludge quantity, etc.

e The description of the sludge management facilities should include: quantity and
characteristics of the dudge, dimensions and cubic volume, brief description of the
engineering design, and list of process equipment — specifying the equipment type,
manufacturer, and country of manufacture for the equipment items already selected.
Moreover, the quantity of the dudge to be removed from the plant and the sludge disposal
method should be specified.

e The description of each of the other plant facilities (administration buildings, laboratories,
workshops, etc.) should include information on the intended use, dimensions, and brief
description of the engineering design.

e The description of the systems and networks to be installed on the plant premises (process
pipelines, power supply system, water supply system, central heating system, etc.) should
specify main technical data of these networks.

e The description of the measuring, monitoring, and automatic control system should include
information on what parameters will be measured and on the method of controlling the
wastewater treatment plant. Moreover, a list of the main parts of the system should be
provided, specifying the equipment type, manufacturer, and country of manufacture for the
eguipment items that have already been selected.

g) Planned direct costs of operating the plant to be built:

Item Description Quantity Unit Unit price [PLN] Annual cost
[PLN]
1. |Electricity
2. | Wages and salaries
3. | Heating
4 | Polyelectrolyte
5. | PIX (coagulant)
(S [T
[ T
8. | Annual operating cost

9. | Cost of thetreatment of 1 m*
of wastewater

h) Estimated start-up working capacity of the wastewater treatment plant and expected time to
achieve planned capacity.

6.2 Modernisation (or development and moder nisation) of a wastewater treatment plant:
The description should include all information as specified in item 6.1 above and a description of
the existing wastewater treatment plant and its performance parameters.
6.3 Construction of transfer collectors (as an alternative to the construction of one or more
wastewater treatment plants):

Thetechnical description of the project should include the reasons why the proposed solution was
selected, taking into account both technica and environmental aspects. Moreover, the description
should include a comparative cost-effectiveness anaysis to confirm the advisability, in economic
terms, of making this selection.
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The presentation of the technical characteristics of the technology should include information as
specified in item 6.1, sub-items (@) through (€). In addition, it should include such data as length of
individual collectors, pipe diameters, average depth of laying the pipes, number and throughput
capacity of intermediate sewage pumping stations, etc. (Note: The reference symbols of collectors and
pumping stations should be consistent with those used in the engineering design specifications). A
project layout plan, including technical information on collectors (length, diameter, materias, etc.)
should be attached to the Application. Information on the loca conditions in which the collectors are
to be installed, such as existing buildings and building structures situated along the collector routes,
exigting and planned surface pavement, water table, need to place collectors in revetted trenches, etc.,
should also be provided.

In addition, the Application should also include a description of the materials to be used —
specifying the material manufacturer(s) — technical description of the pumping stations with
information on the manufacturers of pumps and other pumping station equipment (manufacturer name
and country for the equipment that has aready been selected), and description of the system of
monitoring and controlling the project facilities.

The project description must also include information on the operating cost of the transfer
collector system as well as on the efficiency and cost of wastewater treatment at the plant the transfer
collector system feeds.

I n each of the cases described above, the current physical and financial completion status of
project implementation should be specified.

In al cases referred to in sub-items 6.1 through 6.3, the Applicant should aso specify who has
prepared the project feasibility study (which should be attached to the Application) and the
engineering design specifications of the project.

If any experts opinions or reviews of the project have been issued at any stage of the project
work, they should be attached to the Application. This also applies to the Environmental | mpact
Assessment. Any documents regarding required permits or approvals related to project
implementation (or information on the current status of the procedure to obtain such documents)
should also be attached to the Application, in accordance with the List of Appendices provided by the
EcoFund.

6.4 Planned allocation of EcoFund aid:

Please specify the project components to be financed with EcoFund support. When formulating
the proposal, please remember that the aid, if granted, may be allocated mainly toward building project
facilities or process lines, in particular to purchase process machinery or equipment (or importing such
products from abroad). Also remember that the EcoFund’ s requirements for contractor and supplier
selection procedures through public tenders must be met. Please note that supplies and technologies
from EcoFund donor countries are preferred.

6.5 Compliancewith EU regulations:

This sub-item of the Application should include the WWTP designer’s opinion on the technical
potential to bring the parameters of treated effluents into compliance with the relevant regulations
currently in force in the European Union. For the construction of transfer collectors, this opinion
should be issued for the wastewater treatment plant that is to process the sewage delivered by the
transfer collector system.

132



7. ENVIRONMENTAL BENEFITS

The data on the measurable environmental benefits expected as aresult of project implementation
should be presented in a table as shown below:

Pollutant concentr ations of effluents:

TABLE 1
Pollutant Unit nggé;na%rlg acceli)?able Present Planned | Absolute |Relative change|
value value value value change [%0]
— — — — a b c=a—b | d=c/ax 100%
1 2 3 4 5 6 7 8
BODs g O./m°
COD g O,/m’
Suspended solids | g/m°
Nitrogen gN/m°
Phosphorus g PIm°

All of the maximum acceptable values of pollutant concentrations as laid down in the treated
sewage disposal permit should be specified in the table.

In column 4 of the table, the relevant EU requirements should be specified, adjusting them to the
throughput capacity of the installations built or planned, according to EU regulations.

If transfer collectors are to be built, the data shown in the table should be determined for the
wastewater treatment plant that is to process the wastewater delivered by those collectors.

Pollutant loads:

TABLE 2
Pollutant Unit Present value | Planned value | Absolute change | Relative change [%]
- - a b c=a-b d = c/ax 100%
1 2 3 4 5 6
BODs Mg/a
COD Mg/a
Suspended solids Mg/a
Nitrogen Mg/a
Phosphorus Mg/a

All the maximum acceptable values of pollutant loads as dtipulated in the treated wastewater
disposal permit should be specified in the table. In the event of seasonal fluctuationsin pollution loads,
the assumptions on the values used in the project design (the on and off-season wastewater flow rates
and the season duration time) should be specified in the comments to the table.

The expected approximate date of achieving the planned environmental benefit (after completion
of the system start-up stage) should also be specified under the table.

Moreover, it is recommended that the Applicant describe the anticipated environmental
improvement that is to result from the planned reductions of pollutant loads within the project impact
zone.
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Apart from the data shown in the tables, the Applicant should detail al significant non-
measurable environmental benefits of both domestic and international importance resulting from
project implementation.

8. MATERIAL AND FINANCIAL PROJECT IMPLEMENTATION SCHEDULE

Please provide a complete project implementation schedule (including the preparatory stages),
prepared in the form of atable as shown below:

TABLE 3
Date (month, year) of Cost Financial Financing
Item Task commence- | completion [PLN progress source
ment thousand)] [%] [PLN thousand]
1 2 3 4 5 6 7
a. WORK COMPLETED
100
100
b. WORK IN PROGRESS
c. WORK PLANNED
0
0

TOTAL

All partid tasks composing the project proposed in the Application should be specified in the
table. A task is understood to be a part of the project that can be taken as a separate unit in terms of its
function, technology, or completion time. Taken together, the tasks should total the complete project.

For projects that have commenced, please clearly divide the tasks into the following separate
groups:

a. Tasks completed, with al related accounts settled and cleared. Please provide the task
commencement and completion dates (for these tasks, the financial progressis 100%);

b. Tasksin progress. Please specify the task commencement date and the planned task completion
date. Please aso specify the financial progress (money already spent as a percentage of the tota
cost of the task);

c. Tasks not commenced yet. Please specify the dates for commencement and completion of
planned task (for these tasks, the financial progress is 0%). These tasks are of particular interest in
terms of their eligibility for EcoFund coverage of a portion or all of their total costs.

For projects that have not started yet, al tasksto be listed in the project implementation schedule
should be classified into group “c”.

For tasks that have already been fully or partially completed (groups “a’ and “b"), a list of
invoices should be compiled in the form as shown below in order to provide documentary evidence of
the actua investment outlays already made (please do not submit the invoices).
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TABLE 4

Item Task name Invoice | Invoice Financing Valorisation | Task cost,
I nvoice Number amount issuing sour ce factor valorised
[PLN] date (see Table 5)* [PLN]

* For lump sum contracts, the valorisation factor is equal to 1.

For projects in progress, the portion of the project constituting work completed (group “a’)
should not cover aperiod longer than 3 years, inclusive of the current year. This applies in particular
to projects referred to as “open” projects (such as the gradual expansion of a district heating network,
construction of successive hydraulic engineering structures, etc.).

The EcoFund will not consider projectswherethetotal financial progress exceeds 60%.

In general, the total EcoFund’s share in covering the project costs remaining to be spent (group
“c” and, to some extent, group “b") should not exceed 60%.

The costs that have already been incurred should be valorised according to the prices of the year
when the Application is submitted by multiplying the costs actually borne in the previous years using
the valorisation factors specified in Table 5.

TABLE 5
1998, 1998, 1999, 1999, 2000, 2000, 2001,
the 1% half the 2™ half the 1% half the 2™ half the 1% half the 2™ half the 1% half
1.365 1.286 1.239 1.178 1.125 1.066 1.012

The costs to be incurred in subsequent years should be stated in forecast prices, i.e., the prices
anticipated at the time the costs will actually be incurred, with a brief comment on the adopted cost
forecasting method. The particular tasks taken together compose the total cost of the entire project.
The Applicant must aso specify the time of starting the operation of al project installations at full
capacity and the time of attaining the planned performance of the process installations after the start-
up period.

When Applicants pay VAT, the amounts shown in column 5 of Table 3 should be listed as net of
tax. For all other Applicants, gross amounts should be provided. At the same time, in the field under
the table the Applicant should specify which of these options was used to determine the costs. Since
the EcoFund does not cover expenditures on VAT, the costs of tasks for which the Applicant is
seeking support from the EcoFund should always be specified in net terms.

The support provided by the EcoFund originates from foreign aid that does not need to be repaid.
Therefore, the Applicant may be able to recover VAT expenses.

The data shown in column 7 of the table should indicate, in analytical form, the sources of funds

to cover the incurred or planned costs of each task. The data shown in the table should be
supplemented with a more detailed description of the planned use of the EcoFund resources. When
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developing proposals, please remember that the financid aid, if granted, may be alocated toward
building the main project facilities or process lines, in particular to purchase process machinery or
equipment (such products may also be imported from abroad). The Applicant also needs to take into
account the EcoFund's requirements to select contractors and suppliers through a public tender
procedure and the fact that supplies from the EcoFund donor countries are preferred.

9. CONTRACTORSAND SUPPLIERS

If the Applicant has aready selected specific contractors or suppliers (at the project design or
implementation stage), the names of these contractors and/or suppliers should be specified. Moreover,
the method of their selection should be described (direct purchase, public or limited invitation to
tender addressed to international, domestic, or local bidders, etc.), and the records on the selection of
the contractors and/or suppliers (or reports of the tender selection procedure) issued by the tender
selection committees should be attached to the Application. These documents should include
information on the form and date of inviting, opening, and selecting tenders, the number of bidders,
the main selection criteria and reasons for selecting the specific contractors and/or suppliers, and the
legal basis for the procedures carried out to select the contractors and/or suppliers.

In the case of suppliers other than the product manufacturers, the product manufacturer’s name
and origin (country) should also be specified. To be clear, the EcoFund supports the ddivery of
products made in Poland or in the countries taking part in the debt-for-environment-swap.

Applicants subject to the Public Procurement Act should state and support that the tender
procedures they conducted to select contractors and/or suppliers were (or will be) organised in
compliance with said Act.

If the Applicant is preparing or carrying out a project-related tender procedure to select
acontractor or supplier, the tender documentation (or draft documents, as applicable) should be
attached to the Application, which in particular should include the call for tenders or_invitation to
tender, instructionsto tenderers, Terms of Reference, tender opening records, etc.

If contractors and/or suppliers have not yet been selected or the Applicant is not regulated under
the Public Procurement Act, it isimportant that the Applicant explicitly declare that it shall respect the
rules of selecting contractors and/or suppliers by tender, as required by the EcoFund and stipulated in
the document “Supplier and Contractor Selection Rules Applicable when Receiving Aid from the
EcoFund.” The assessment of the procedures used by the Applicant to select a contractor and/or
supplier and the results of these proceduresis one of the main criteria for the EcoFund’ s final decision
on granting support. Therefore, Applicants are strongly encouraged to consult the EcoFund as closely
as possible on any actionsto be taken in this regard.

Regardless of whether the procedure is subject to the Public Procurement Act, the main
documents related to the procedure (the announcement or invitation to tender, Terms of Reference,
tender evaluation criteria) must be submitted to the EcoFund befor e these documents are published or
revealed to potential bidders.

The essential data on the selection of contractors and/or suppliers should be provided in a table,
as shown below.
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TABLEG6

Task name Job or supply Cost Planned Contractor or Contractor or
ordered completion supplier selection supplier
time method
1 2 3 4 5 6 7

The task names (column 2) should be identical to those specified in the material and financial
project implementation schedule.

The “job or supply ordered” (column 3) refers to the specific scope of work, device or a set of
devices, or service (as well as reasonable combination of the above, e.g., purchase and installation of a
piece of equipment) ordered from a specific contractor or supplier.

In column 4, the estimated cost of purchases or work items planned should be specified. If the
transaction has already been made, please specify the cost as stipulated in the relevant contract.

Column 6 should include information defining the method of the planned (or conducted)
selection procedure of the contractor or supplier for the specific task, e.qg.:

— invitation to tender (public or limited; addressed to international, domestic, or local bidders);
— competition of offers;
— direct purchase.

If a contractor or supplier has already been selected (using the method specified in column 6), the
contractor’s or supplier’s name and the date of contract signing should be provided in column 7.

10. PROJECT FINANCING SOURCES

A list of al sources of financing to cover the project costs should be prepared in atable format as
shown below.
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TABLE 7

FINANCIAL RESOURCES[PLN thousand]
FINANCING Used in Allocated for Planned for Total | SHARE
SOURCES

2002-2003| 2002 | 2002 | 2003 | 2002 | 2002 | 2003 [%]

OWN RESOURCES:

LOANS (source):

ECOFUND X X X X
— Loan
—  Grant

TOTAL: 100.0

The amount of the funds already spent should be consistent with Table 4 (taking into account
valorisation).

The Applicant’'s own resources are understood to be those funds allocated to project
implementation from the budget of the local government applying for financia aid, the Applicant’s
own funds if it is a private business, or contributions from potential future users of the project
installations. The nature of “own resources’ should be described in the comments to the table and
documents confirming that the Applicant has the stated amount of money available should be attached
to the Application. If the Applicant uses or is planning to use commercia or preferential loans, he
should specify the names of the lenders (bank, fund, or other similar financial institutions) and the loan
amount, describing also the loan terms that have been or will be contracted (interest rate, repayment
conditions, etc.). If the loan has already been extended, a document confirming this fact must be
attached to the Application.

If the Applicant has obtained subsidies for the project implementation, the names of the subsidy
providers and the subsidy amounts should be specified in the table and documents confirming the
award must be attached to the Application.

If applications for loans or subsidies are under review, copies of the most recent correspondence
between the Applicant and the financial institutions involved must be attached to the Application.

For each year of the project implementation, the amount of the financial aid requested from the
EcoFund should be specified in the appropriate row, for each year.

The fundsto cover project costs are divided into costs incurred, allocated, and planned. The funds
alocated are understood to be those formally at the Applicant’s disposal (supporting documents
should be made available to the EcoFund) but not yet released. The other financial resources necessary
for project implementation are referred to as “planned” funds. The sum of al funds specified in the
table must fully cover the project costs.
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11. PROJECT FINANCIAL DATA; DESCRIPTION OF PROJECT OPERATIONS

e Current (or target, if applicable) operator of the project facilities; legal status of the unit that will
bear the costs of operating the project facilities.

e Current scope of services provided by the operator of the project facilities; review of the magjor
customers; method of pricing the services provided.

A — Operating costs

The anticipated costs of operating the project facilities after the project is completed should be
presented in annual terms.

All amounts should be specified in current prices for the year in which the Application is
submitted. Individual cost items should be classified according to the following table:

For projects where existing facilities are to be modernised or developed, the structure of the

operating costs incurred before project start should aso be presented, taking into account the annual
average consumption of utilities for the past three years.
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TABLES8

SYSTEM OPERATING COSTS

BEFORE PROJECT
START

AFTER PROJECT
COMPLETION

Fuel

Electricity

Other utilities

Materials

Gross wages and salaries, including overheads
on salaries

External services

Maintenance and repairs

Environmental charges and penalties

General plant operating costs

Others (please specify)

TOTAL COSTS

B — Revenues from operating the project facilities

The calculation of anticipated revenues to be generated by the project after the project facilities
are put into service should be presented in annual terms. The revenues forecast should be presented in

terms of quantities and values and describe future potential customers.

For projects where existing facilities are to be modernised or expanded, the revenue structure
before project start should also be presented. All amounts should be provided in current prices for the

year in which the Application is submitted.

C — Cash flow forecast for the project

A cash flow forecast table (see Table 9) should be presented. The table should be compiled for
the project implementation and operating stages, for a time horizon covering the period until all loans
contracted, if any, are fully repaid or the period of at least 5 years of the project facilities being in

service, whichever islonger.
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TABLE9

Item FUNDSAVAILABLE, BY SOURCES 19.... 19.... 19....
1. | Applicant own investment funds
2. | Loans contracted and credits incurred for the investment project
3. | Subsidies
4. | Receipts from operating project facilities
5. | Applicant own working capital
6. | Short-term credits and loans
7. | Other sources (please specify)
8. TOTAL, SOURCES (1+2+3+4+5+6+7)
USE OF AVAILABLE FUNDS
9. | Investment outlays

10. | Operating costs (less depreciation allowance)

11. | Repayment of credits and loans

12. | Interest on credits and loans

13. [ Taxes

14. | Demand for working capital

15. | Other use (please specify)

16. TOTAL FUNDSUSED (9+10+11+12+13+14+15)

17. | SURPLUSOR DEFICIT OF THE FUNDS AVAILABLE (8-16)

18. ACCUMULATED BALANCE

19. | Project work progress status [ %0]

Legend for the table:

1-3— Applicant’s own funds, loans, credits, and subsidies to be allocated toward project implementation,
consistent with the amounts declared in the Application (see Section 10, “Project Financing
Sources’).

4 — Receipts from operating project facilities. The amounts listed should be consistent with the
caculation referred to in “B — Revenues from operating the project facilities’ above. For projects
where existing facilities are to be modernised or expanded, please specify the growth in receipts
only.

5— Applicant own working capital intended to cover expenses related to generating net working capital
or to cover an operating deficit if the turnover is insufficient to cover the operating costs and the
costs of financia servicing of the project.

6 — Short-term credits and loansintended for the purposes as described in item 5.

7 — Other sources of financing, not otherwise specified.

8— Total funds available from all sourcesin the given year.

9— Tota amount of the annua investment outlays for the given year, consistent with the amounts
declared in the Application (see Section8, “Materia and Financial Project Implementation
Schedule”).

10— Annua operating costs (less depreciation allowance). These amounts should be consistent with the
caculation referred toin “ A — Operating costs” above. For projects where existing facilities are to
be modernised or expanded, please specify the incremental costs only.

11— Totd amount of the principa instalments payable in the specific year, according to the loan or

credit servicing schedule referred to in the Application (see Section 10), incressed by the
repayment of short-term credits and loans, if any.
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12—

13-

14—

15—
16—
17-
18—

19-

Tota amount of the interest payable in the given year, according to the loan or credit servicing
schedule, increased by the interest accrued on short-term credits and loans, if any.

Any regular payments made to the State Treasury and related to the operation of project facilities
(this calculation should be attached to the Application).

Expenses incurred mostly at the stage of starting-up the project facilities and related to generating
net working capita. For projects related, for example, to the water and wastewater management
system, this is to be understood as the expenses aimed at providing the adequate stock of
consumable materials (mostly chemicals) needed for the proper operation of the wastewater
treatment plant. This item should be adjusted to take into account the difference between the
balance of receivables and current liabilities and, depending on whether the Applicant pays VAT,
the balance of the account settlements related to that tax. For projects in which the start-up period
for project facilities is short, the demand for working capital may occur in one year only. On the
other hand, if large project facilities are involved where an extended start-up period is necessary,
this demand may gradualy increase until the project facilities reach their full production or service
capacity. Please remember that in the latter case, only the growth in the demand for working
capitd in later years, i.e. the difference between the necessary working capital in a given year and
that of the preceding year, should be provided in the table.

Other expensesto be covered from other financing sources, not otherwise specified.
Total amount of al expensesto beincurred in the given year.
Surplus or deficit of funds available, as shown in cash flows.

Algebraic sum of the balances of the funds available in the preceding years and in the year in
guestion. In the first year, the accumulated balance is equa to the amount specified in item 17. In
each subsequent year, the accumulated balance is the sum of the amounts specified in item 17 for
the given year and initem 18 for the preceding year.

Physical progress of the construction and assembly works at the end of the specific year, in
percentage terms (when the project facilities are put into service, the physical progress is 100%).

The time horizon for the cash flow forecast should cover the project implementation period, the

start-up of project facilities, and the operating the project facilities for at least 5 years or until al
financial liabilitiesincurred for the project are repaid.

12. APPLICANT CURRENT FINANCIAL AND INVESTMENT LIABILITIES

The relevant data and information should be presented in aformat as shown below:

A. Creditsand loans contracted

Please specify the purpose and amount of the credit or loan, the financing ingtitution, the amount of

the credit or loan paid back as of the date of compiling the data, and the form of security. Please

compl ete the table below to show the continued plan for servicing the credit or loan.

TABLE 10
PRINCIPAL TO BE REPAID INTEREST TO BE PAID
Instalment amount Date Interest amount Date

Lo Lo S Lo
2 2 2e e 2
S —— S —— B ————— S ———
Principal to be repaid, total ...........ccccoceoiieiiiiinccnnen, Interest to be paid, total ...........ccooeiiieiiiiiiiinenne,
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Guarantees

Please specify the name of the unit for which the guarantee has been given, the subject and amount
of the guarantee, and the time schedul e of settling the possible liabilities thus undertaken.

Securitiesissued

Please specify, in annual terms, the total amount of the liabilities arising from securities (bonds,
commercial coupons, etc.) issued.

Other investment pr oj ects concur rently implemented

Please provide a list of all other projects under implementation as well as the total project costs,
amounts already disbursed, amounts planned for disbursement (by years), and financing sources (in
particular Applicant’s own share). If the Applicant is a municipality (or another administrative unit
represented by a loca government), only projects for which the project cost exceeds 1% of the
annua budgetary expenditure should be reported.

In addition, the following documents and materials should be attached to the Application:

a)

b)

Applicants subject to the Act on Accounting (excluding local governments, budgetary units,
and forest inspectorates):

— Financial reports (income statement, balance sheet, and cash flow statement) for the
three most recent years, prepared in compliance with the rules and standards set out in the Act
on Accounting;

— Complete report by a statutory auditor of the financial reports of the most recent accounting
year (appliesto entitiesthat are required by law to have their statements audited);

— Confirmations issued by the tax office and socia insurance agency to certify that the
Applicant has no outstanding payments to the State budget;

— Opinion of the bank managing the Applicant’s main account;

— List of the subsidies received over the past 3 years from sources other than the State budget
(also specifying the name of the financing institution, purpose and amount of the subsidy, and
period of use).

Local governments:

— Loca government budget performance reports for the past threeyears and for the quarter
preceding the day on which the Application was submitted, drawn up in the form required by
the executive order of the Minister of Finance on preparing quarterly reports of the
performance of municipal budgets;

— Current budget resolution, including the appendix on capital investments,

— Budget plan for the next year;

— Opinion of the regional accounting chamber [agency that checks budgetary compliance in
Poland] on the budget;

— Opinion of the bank that manages the Applicant’ s main account;
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List of the subsidies received over the past threeyears from sources other than the State
budget (also specifying the name of the financing institution, purpose and amount of the
subsidy, and period of use).

c) Applicantsthat are not subject to the Act on Accounting:

Copies of annual tax declarations submitted to the tax office for the past two years;

Summary showing the structure of revenues for the past two years (specifying the sources and
amounts received);

List of subsidies received over the past two years from sources other than the State budget
(specifying the name of the financing institution, purpose and amount of the subsidy, and
period of use).

d) Budgetary units:

Report on the performance of the budget resolution for the past year;

Budget resolution for the current year, demonstrating adequate funds for the investment
project;

List of subsidies received over the past two years from sources other than the State budget
(specifying the name of the financing institution, purpose and amount of the subsidy, and
period of use).

€) Forest inspectorates:

Financia reports (income statement, balance sheet, and cash flow statement) for the past
two years, prepared in compliance with the rules and standards set out in the Act on
Accounting;

Complete report of a statutory auditor on the annual financia report of the most recent
accounting year (this only applies to forest inspectorates that are obliged by law to have their
financial statements audited);

Information about the amounts written off for the Forest Fund and the supplementing
payments received from that Fund for the past 2 years,

Confirmation issued by the Regional Directorate of State Forests to guarantee the availability
of forest inspectorate's own funds as declared in the Application in the table on project
funding;

List of the subsidies received over the past two years from sources other than the State budget
(specifying the name of the financing institution, purpose and amount of the subsidy, and
period of use).

The EcoFund may also require additional documents as a prerequisite for examining the
Application.
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13. APPLICANT DECLARATION

The signatures of the Applicant’s representatives responsible for preparing and submitting the
Application (found on the last page of the Application and shown in these “Instructions’) demonstrate
that the Application for aid has been formally submitted to the EcoFund Foundation and, at the same
time, congtitute a declaration that all information provided is true and accurate.

14. APPENDICES

The Appendices specified on the “List of Appendices’ form, shown in these “Instructions,”
constitute an integral part of the Application. More details about the appendices may be found in this
text. While Appendices must be submitted, there are a few exceptions to this rule. First, the
requirement to present a feasibility study (item 1 on the “List ..."”) applies to new projects only and the
requirement to present an“Environmental Impact Assessment of the Project” (item2.2) is only
applicable to projects for which the preparation of such an “Assessment” is required by law.
Moreover, the external experts’ opinions and reviews (item 7) should only be submitted if they were
formulated during project preparation. With regard to the required permits (item 2) and documents
confirming the avail ability of adequate funds (items 5 and 6), the Applicant may submit them after the
EcoFund has begun the Application evaluation process. In addition, the scope of the tender
documentation for the selection of contractors and suppliers (item 3) depends on the status of that
process at the time of submission of the Application to the EcoFund.

If any of the required Appendices is unavailable at the time of submitting the Application, this
should be indicated in the List of Appendices. The blank space provided should be used to specify the
reasons for this fact, the current status of preparing or obtaining the missing document, and, if
possible, the expected date upon which the document will be submitted to the EcoFund. On these
grounds, the EcoFund may consider evaluating the Application on a provisional basis.

The Appendices congtitute an indispensable supplement to the Application and other documents
cannot be substituted. This means that submitting other documents does not release the Applicant from
the obligation to provide all the information required by the EcoFund, as specified in these
“Instructions.”

NOTE

The EcoFund Foundation reserves the right to require additional information about the Applicant
and the proposed project, if this need arises from the specific nature of the project or the terms and
conditions of the competitions organised by the Fund.
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DECLARATION

| hereby declarethat all data provided in the* Application for EcoFund Financial Aid” aretrue and
accur ate.

| also declarethat if aloan and/or grant is awarded, it will be used exclusively for the purposes as

specified in the “Application” in accordance with the contract concluded with the EcoFund as
gtipulated in the “ Financial Aid Agreement.”

Personal data (or samp) Personal data (or samp)
of the person who prepared the Application of the person who submitted the Application
(Date and signature) (Date and signature)

Act on the Protection of Economic Commerce and on Changing Certain Provisions of the Penal Code”
(Journal of Laws No. 126 of 30 November 1994, item 615):

Art. 3. 8§ 1. If those seeking to obtain a credit, loan, credit guarantee, grant, subsidy, subvention, or other
form of public aid submit a falsified document or one that asserts a falsehood or make unreliable
declarations related to circumstances important to the obtaining of such a credit or loan, credit

guarantee, grant, subsidy, subvention, or other form of public support, they are subject to imprisonment of
up to 5 years.
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ECOFUND’'SRESERVATIONS, REQUIREMENTS, AND GENERAL REMARK

1. Theinformation and data of any kind provided in the Application or in the Appendices will be
exclusively used by the EcoFund for the purposes of evaluating the project in order to make a decision
on providing financia aid to the project in the amount requested. The Applicant may additionally
claim confidentiality of some of the information provided due to its commercial importance.

2. The EcoFund will only review Applications that are complete, i.e., where al the information
required has been provided and all documents required have been submitted.

3. Before any Application is submitted to the EcoFund Council for consideration, it will be
verified by EcoFund's specidists in accordance with the EcoFund’'s environmental, technical, and
economic criteria. If any significant discrepancy is found between the data provided in the Application
and the actua status, the Application review process will be terminated.

4. The EcoFund may propose that the Applicant introduce changes to the project, making further
review of the application contingent on the Applicant’s acceptance of this proposal. This may apply to
the scope as well as the technical and organisational details of the project in that portion which isto be
supported by the EcoFund, and in particular to the planned selection of contractors and suppliers
within the scope of the project tasks to be financed by the EcoFund. As a rule, the EcoFund may
provide financial aid for projects involving Polish contractors or contractors from the countries taking
part in the debt-for-environment swap. Imported equipment financed through EcoFund grants should
also be purchased from these countries, which should be confirmed by submitting certificates of
origin. As of 30 April 2001, these countries are: France, Italy, Norway, Sweden, Switzerland, and the
Unite States.
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APPLICANT:

LI FAPPENDICESTO THE APPLICATION FOR FINANCIAL AID

1 Feasbility study YES O NO O

2. Per mits and approvals asrequired by law

2.1 Documentary evidence of the legal title of ownership of the real estate YES O NO O
involved
2.2 Major environmental permitsand licenses (e.g., treated wastewater disposal YES O NO O

permit) [if YES, 2.4isNOT applicable]

2.3 Environmental Impact Assessment of the Project YES O NO O

24  Opinions on environmental protection issues (e.g., issued by the Regional YES O NO O
Epidemiological Control and Hygiene Promotion Station)

25 Consruction permit or validated notification of construction YES O NO O
commencement
[if YES, 2.6 isNOT applicable]

(A validity statement should be attached to these documents)

2.6 Decision on the Site Development and M anagement Requirements YES O NO O

3. Tender documentation for the selection of contractorsor suppliers

3.1 Reportsor records of the selection of contractors and/or suppliersthrough YES O NO O
tenders
3.2 Tender documentation on the procedures under preparation or already YES O NO O

conducted to select a contractor or supplier (calls or invitations to tender,
instructions to tenderers, Terms of Reference, tender opening records, or
appropriate draft documents)

3.3 Contract(s) concluded with the Contractor (s) YES O NO O

4, Financial documentation related to the Applicant
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4.2

4.3

4.4

4.5

4.7

4.8

4.9

Business entities

Documents confirming the Applicant’'s legal status, including the
appropriate permitsand/or licenses for conducting business activities (if the
permitsand/or licensesarerequired by law)

Description of the activities conducted over the past 3years, including
financial reports (income statement, balance sheet, and cash flow
statement), prepared in compliance with the rules and standards set out in
the Act on Accounting

Reports of statutory auditors on the annual financial reports (for the past
3years)

Confirmations issued by the tax office and the social insurance agency
certifying that the Applicant has no outstanding payments to the State
budget

Local governments

Municipal budget performance reports for the past 3years and for the
quarter preceding the day upon which the Application was submitted,
prepared in a format required by the executive order of the Minister of
Finance on preparing quarterly reports on the performance of municipal
budgets

Current budget resolution, including the Appendix on the capital
investment plan

Opinion of the regional accounting chamber on the compliance of the
budget with the law
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YES O

YES O

YES O

YES O

YES O

YES O

YES O

YES O

NO

NO

NO

NO

NO

NO

NO

NO

NO

NO



¢  Associations and foundations

411 Copies of the financial reports submitted to the tax office for the past YES O NO O
2years

d Budgetary units

412 Extract from the budget resolution to confirm that adequate funds have YES O NO O
been made availablein the budget for the investment project

5. Documents to confirm the availability of adequate funds from Applicant’s YES O NO O
OWnN I esour ces

6. Documentsto confirm the availability of adequate funds from other sources YES O NO O
7. Experts opinions and reviews YES O NO O
8. O BT e e e YES O NO O

(Signature of the person
submitting the Application)
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Annex |1.4: Calculating cost indicators

Cost indicators are divided into static and dynamic indicators. Two major static indicators, the
unit investment cost and the unit operating cost, are largely in use at the CEE and EECCA
environmenta funds. The unit annual cost and the dynamic generation cost are dynamic indicators that
yield results that can be used to rank alternatives based on more consistent economic grounds.

Static Indicators

Unit investment cost

Experience shows that unit investment cost (UIC) is one of the most common indicators used by
the mgjority of environmental funds in CEE and EECCA to caculate cost-effectiveness. This is a
simple ratio between investment expenditures and an environmental effect that is generated in the first
year after investment completion.

Box I1.4.1: Formulafor calculating unit investment cost
Ul C=I/EE
Where:

e  UIC - Unit Investment Cost
e | -total investment expenditure
® EE - environmental effect in the first year of operations

This indicator has a number of drawbacks. First, it does not account for O&M costs. One can
easily give an example that a more expensive device is preferred due to low operating and
maintenance costs. Second, UIC does not account for differences in the operating period of
installations. It is possible that a more expensive device will serve longer than a cheaper one; yet, the
UIC will always give preference to the latter. Third, UIC is not sensitive to changes in the profile of
the environmental effect. It may occur that a reduction in pollution will change over the lifetime of an
investment (e.g., a plant will be closed or the production profile will change to one less polluting).
Hence, UIC should not be used in professiona cost-effectiveness analyses.

In general, however, it is better to use a simplified tool than use nothing. The Polish National
Fund, for example, when using this indicator, tries to compensate for some of its deficiencies. In
addition to UIC, it calculates two separate measures that control for operational costs. These are
discussed in the sub-section below.

Unit operating cost

The first measure is a ratio of total annual operating costs divided by the environmental effect.
The second measure is aratio of total annual energy consumption divided by the environmental effect.
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Box 11.4.2: Formulafor calculating unit operating cost
UOC=0OE/EE
Where:
®  UOC - Unit Operating Cost

®  OE - total annual operating costs
® EE - environmental effect in the first year of operations

Dynamic indicators

Unit annual cost

Unit Annua Cost (UAC) alows the linkage of investment expenditure and O&M costs. UAC is
calculated as the sum of Annualised Capital Cost (ACC) and annual O&M costs (the annualised cost
of a project or AC) divided by the average environmental effect expressed in physical units. The
Polish EcoFund, for example, uses this approach. The generic formula takes the form presented in Box
11.4.3.

Box 11.4.3: Formulafor calculating unit annual cost
UAC=AC/EE
AC =ACC + 0&M

k=m r
ACC =) 1,*

il 1-(A+r)™
Where:
®  UAC - Unit Annua Cost
e AC-annualised cost
® EE - average annual environmental effect expressed in physical units
e ACC - annualised capital cost
®  O&M - annual operating and maintenance costs
e | -total investment expenditure on assets with alifetime equal to ng
® Ny - lifetime of assets of type k
® r- discount rate (or an expected rate of return on a project)

Unit Annual Cost is a good indicator and in most cases produces a ranking of options that is
consistent with true cost-effectiveness. This is true when there is a uniform distribution of the
environmental effect across options.

In order to understand this feature, it is useful to see how the timing of attainment of
environmenta effects impacts socia welfare, as illustrated in the following example. A polluted lake
needs to be revitalised and two options have been identified to do so. Each option involves the same
profile of expenditures. One technology, however, will clean the lake in the next year, while the other
in three years time. A rational citizen, or implementing agency for that matter, would prefer the
former, as this would allow people to enjoy an additional stream of environmental benefits generated

152



by the cleaned lake two years sooner than the second option. The sooner an environmental effect is
achieved, the better for society and thus time mattersin investment projects.

UAC fails to account for the distribution of environmental benefits over time. UAC will give an
equal rank to an investment that produces 10 units of environmenta effect in the first year of
operations and 1 unit per year in the remaining 9 years of operation and an investment that has the
reverse profile (1 unit per year during the first nine years and 10 units in the tenth year).

While UAC is still not an ideal measure of cost-effectiveness, it produces good estimates and
works well in most typical cases. In some cases, however, it is very difficult to make a reasonable
projection of an environmenta effect. Therefore, applying a more sophisticated method that will
depend on imprecise projections does not add any value.

When the UAC for the reduction of a unit of a certain pollutant is caculated, its value is
compared to the values aready observed in similar projects previously implemented. Figure 11.4.1
shows minimum and maximum values for reducing 1 kg of BODs as used by the Polish EcoFund. The
Polish EcoFund has developed and regularly updates and maintains its own database on relevant cost
values, which it uses for benchmarking.

Figurell.4.1: Example of an environment indicator

100
Cost of removal [PLN/kg]

BODs

— MAX
10 e
o — -
MIN 3y
1 Q[m
100 1,000 10,000 100,000

Source: Polish EcoFund.

When there are more pollutants in effluents (e.g., 4 pollutants - BODs suspended solids, N, and
P), the UAC for each of these pollutants is calculated and compared against historic data. In
comparing the unit costs of the pollutants with historic values, the Polish EcoFund requires that at
least three of the four indicators should have costs below the upper limit. Projects not meeting this
condition are rgjected. In addition, the two best values are used in the point-based assessment.

Dynamic generation cost

Dynamic Generation Cost (DGC) is a ratio between discounted costs and discounted benefits.
This index has a structure similar to that of the cost-benefit ratio used in CBA. Benefits are not
monetised, but instead are expressed in physical units. The DGC formulais provided in Box 11.4.4.
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Box I1.4.4: Formulafor calculating dynamic generation cost

tz KI, + KE,
—
_a (@A+i)
DGC —_ W .
Z t
M\t
o (L+1)
Where:
® DGC — Dynamic Generation Cost
o Kl investment expendituresin year t
e KE;- O&M costsin year t
®  EE —environmenta effect in year t
e - discount rate
[ n - lifetime of an investment

DGC has been used by the Polish National Fund in appraising ISPA investments in Poland since
June 2002*. This has significantly improved the Fund's appraisal procedure.

Dynamic Generation Cost is the ideal measure of cost-effectiveness. It has all advantages of
UAC and is also sensitive to changes in the distribution of the environmental effect over time. In fact,
DGC is the best proxy of long-run average cost. Thisis a very important feature that is very useful in
designing tariff policies and checking whether the utility follows the Polluter-Pays Principle. These
dimensions are very important for all IFIs and the EU Commission.

% Most development banks use DGC (see, for example, ADB, 1999). Each institution, however, uses a different
term to describeit.
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Annex I1.5; Sdlecting the discount rate and calculating financial viability indicators

Anyone who has ever considered saving should understand discounting and thus the discount
rate. For example, suppose a household has a total of USD 1 000 at its disposa and that it has two
choices: spend the money or save it. If it chooses to spend the money now, the value of its spending
will be USD 1 000. If it deposits the money in abank at an interest rate of 5 percent per year and takes
the money out the following year, it would then have USD 1 050 to spend. In two years, if the money
is not withdrawn previously, this value would grow to USD 1 102.50. Thus, it follows that a dollar
now is worth more than a dollar later, because a dollar saved now can be converted to more dollars
later. Thisis also true for a benefit or cost: a benefit or cost is worth more now than later, because the
present benefit or cost can be “saved” and converted into more later.

Benefits and costs realised at different times can be made comparable by expressing them in
terms of present values. Thus, whenever a sum is realised, it is expressed as if it were received today.
The key to converting is to have a “conversion” rate. Thisis the discount rate. Thus, the discount rate
reveals preferences between present and future investment or consumption. A discount rate of 10
percent means that USD 0.91 of consumption (investment) today must be foregone to obtain USD
1.00 worth of consumption (investment) in the future (as found using the discounting formula 1/(1+r)).
On the other hand, with a discount rate of 5 percent, USD 0.95 of consumption (investment) today
must be foregone to obtain USD 1.00 worth of consumption (investment) in the future. Thus, the
higher the discount rate, the lower the value of the future benefit.

In short-term investments, the discount rate is hot so important in evaluating the stream of costs
and benefits. When deadling with long-term investments, however — such as environmental
infrastructure projects that the agency will finance — the selection of the discount rate becomes very
important. For instance, in considering a stream of benefits of USD 1 000 per year for a period of 5
and 30 years, the choice of the discount rate will make a considerable difference. In afive-year period,
a discount rate of 5 percent will yield a net present value about 14 percent higher than the net present
value using a discount rate of 10 percent. For a stream of benefits spread over a thirty-year period,
however, adiscount rate of 5 percent will yield a net present value about 63 percent higher than the net
present value using a discount rate of 10 percent. Thus, as a benefit stream gets increasingly longer,
the influence of the discount rate increases, with the higher discount rates effectively making the
future benefits count for much less than the lower discount rates. As the time horizon grows, the
difference becomes increasingly great and these greater differences are cumulated into a present value
sum, the difference in which also becomes increasingly great. An apparent small difference between
discount rates can trandate into very large differences in present values for long-term projects. Thus, it
is easy to see why a lower discount rate (even below interest rates) may be termed the “social”
discount rate — signifying that future benefits count for more. A higher, or commercial rate, leads to
under-valuation — and thus perhaps under-investment — of future benefit streams that typically arise for
public sector and environmental projects.

For example, the Krakow Regional Fund uses two discount ratesin its analysis: the socia (S) and
the commercial (C) discount rate. The socia discount rate is used for public investments. It is the
lowest possible discount rate applied in evaluating public sector projects with high social benefits. The
commercia discount rate is understood by the Fund as the lowest discount rate acceptable in the
commercia sector. The selection of these two discount rates for project evaluation is based on the
Fund’ sinternal decision-making based on the available information.

The sdlection of the discount rate is a subject of much debate by economists and deal s with issues
of the relative valuation of future versus present generations, the effect of public investment on private

155



investment (for instance, possible crowding out), and other issues. If capital markets worked perfectly,
the market rate of interest would appear to be the appropriate social discount rate. Since they do not,
other considerations also come into play. Future generations do not have a direct voice in current
markets, yet perhaps they should have some standing in economic analysis. This is evidenced in the
willingness of people to pass inheritances to their children and to pay to preserve unigque resources,
thus giving indirect standing to future generations. Future generations in theory inherit alarger wealth
of knowledge than current generations, but at a cost of current consumption of natural resources.
Taxes can create a gap between the rate of return on private investment and the rate at which
consumers are willing to trade current and future consumption. Adjustments for risk are also another
factor that may be considered.

One method of defining the discount rate is recognising that each investment may be considered
as foregoing some kind of current consumption in favour of some less certain future benefit. The
reward for this assumption of risk is the rate of return (interest rate). The rate of return is the sum of
four components:

o redl rate of return (rr) — cost of money at market equilibrium (supply equals demand);
inflation rate (ir);

e liquidity premium (Ip) — considers the period of investment. Investments with longer periods
of return have a premium;

e risk premium (rp) — price of risk connected with the investment.

Thus, the rate of return (interest rate) is: r = rr +ir + |[p + rp. The discount rate in this scheme is
the sum of the real rate of return, the liquidity premium, and the risk premium. Clearly, this requires
access to much information. The Asian Development Bank, for example, specifies four separate
approaches to estimating the discount rate for economic analysis, which focus on, respectively:

e Economic rate of return on aternative marginal projects or the economic opportunity cost of
capital. Thisis done in order to select investments that yield a minimum rate of return that is
not exceeded by other possible investments.

o Real cost of foreign borrowing. This ensures that investment funds are committed to projects
that will be able to meet the country's debt obligations, especialy where investment is highly
dependent on inflows of foreign capital.

o Real rate of return on the capital market. This indicates the return a project must earn before
investors will forego more liquid types of investment to invest in physical assets.

e Overadl demand and supply of investment funds. This provides an overal estimate of the
economic price of capital.

A fina approach used is to report values for NPV over a range of discount rates. For policy,
however, the most important issue is to choose a consistent rate at which to evaluate al projects that
are to be ranked and considered for financing. For such cases, the government should specify the
discount rate.
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NPV iscalculated as the sum of discounted net cash flow.

Box I1.5.1: Calculation of NPV

n
NPV =Y (NCFix—1-)
i=0 (1+w)

Where:
L NCFn isthe annual net cash flow for the project in yearsn=1,2...

° w is the discount rate

IRR is calculated using the following equation.

Box |1.5.2: Calculation of IRR

n
M(NCFix = )
i=0 (+IRR)"

0

Where:

®* NCF (net cash flow) is the difference between benefits (revenues) and expendituresin the
itn year;
®  nisthenumber of years.
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Annex |1.6: Package of appraisal criteriain use at the Polish EcoFund

Tablell.6.1: Protection of lakes of high natural value

Project title:
No. Type of criterion Number of points Proj ect evaluation
achievable
1|Criteria concer ning valuable natural
features and threats
1.1{- Natural value of lake up to 30
(annex no. 1)
1.2|- Vulnerahility to degradation and assessed up to 30
anthropopressure (annex no. 2)
TOTAL item 1 max 60
2|Technical and environmental criteria
2.1{Magnitude of pollutant source Q average
(*000 m*/d)
(assessed from function*) up to 50
2.2|Main investment tasksin project
- Construction of a new wastewater treatment 40
plant or collector as aternatives
- Modernisation or redevel opment of a 20
treatment plant
- Construction of sludge management 10
installations
2.3[Complexity of dudge management solutions
- Preparation for natural disposal 10
- Minimisation of sludge volumes 5
2.4{Sewer network coverage in project area after
project completion
- Over 70 % 20
-40-70% 10
- Below 40 % 0
TOTAL item 2 120
3|Economic criteria
3.1|Indicators of pollution abatement costs up to 40
3.2|IRR indicators of investment profitability
(assessed from function*) up to 20
3.3|Level of own resources
(assessed from function*) up to 20
TOTAL item 3 80
Maximum number of points 260
Minimum total points required 130

Number of points awarded to project

Percentage of total points achieved

* * Assessed from function” means the comparison of a unit cost of reducing BOD, N or P in a project
against an established benchmark based on an average in already accepted and implemented projects.
Initially, the agency will not have access to such historical data. In this case, it should adopt a
theoretical benchmark from economic literature or based on the experience of other similar institutions.
Over time, the agency can develop its own database. The EcoFund began using its own benchmarks after
the implementation of itsfirst 30 projects; thisrequired three years of operations.
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The criteria presented below are used to assess the lake's natural value. The result of the assessment is given
under item 1.1 of the project’s points assessment.

No. Feature Number of points Proj ect
achievable evaluation
1.|Nature Reserves and "lobelia lakes’ 30
2.|Lakes in which underwater meadows occur deeper 20

than 8m, and species include crayfish and/or lake trout
and/or whitefish (at least one of these species)
3.|Lakes in which underwater meadows are present at 15
depths of 5 - 8 m, while the dominant predatory fish
are pike and perch

TOTAL (maximum) 30
Number of points achieved by project:

The criteria presented below are used to assess the anthropopressure to which the lake in question is
subject. The result of this assessment is given under item 1.2 of the project’s points assessment.

No. Feature Number of points Proj ect
achievable evaluation
1.|Susceptibility of lake to degradation
a.|Susceptibility class| 8
b.|Susceptibility class |1 4
C.|Susceptibility class 11 2
d.|Beyond classification 0
2.|Anthropopressure
a.|Location of point sources of pollution within lake
basin — distance from lake
- directly on lake 4
-upto5km 2
- upto 10 km 1
b.|Surface pollutants
- over 50% of shoreline in agricultural use:
flat land 8
inclined land 12
- up to do 50 % of shoreline in agricultural use:
flat land 5
inclined land 8
- no agricultural use 0
c.|Diffused sour ces
- very intensive usein tourism 6
(numerous holiday centres)
- intensive use in tourism (holiday centres) 3
- moderate level of usein tourism (no holiday 1
centres)
- NO use in tourism 0
TOTAL (maximum): 30
Number of points obtained by project:
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Annex I11: Cash flow and loan portfolio management

Cash flow and loan portfolio management are essential for the good financial state of the
implementing agency.

Cash flow management

Effective cash flow management implies skills to manage financia resources in a sound and
prudent manner in order to ensure that “free” resources are safely invested in different financial
instruments and bring in additional revenue to the agency, or in case of cash shortages, the agency
manages to raise enough debt to cover its liquidity problems. In either case, proper risk assessment is
key to the success of these operations. Any of the existing options has its advantages and
disadvantages and the agency should carefully weigh them before making afinal decision on where to
invest, under what terms and conditions, and what debt instruments to employ to cover shortfalls.

The types of revenue and expenditure and disbursement methods used by the agency will
determine its cash flow management practices. The most common tools used by implementing
agencies in managing their cash flow are: budgeting and cash flow planning/forecasts (see chapter 1
for amore detailed discussion on thisissue). The agency should aim to manage its cash flow in such a
way that ensures smooth budget performance and liquidity of its operations. Even if the budget is well
prepared and based on readlistic and objective aggregate revenue and expenditure estimates, however,
the agency could still experience cash flow shortages, or alternatively, have some temporarily “free’
resources. The agency should have a policy on how to deal with such cases. The fina choice will
largely depend on the legal and management framework within which the agency operates. Whatever
the choice, the financial management of the agency should be strictly based on the country’s public
finance laws.

Managing temporarily “ free” resources

The best option to deal with “free resources’ is to invest in financial instruments that can bring
additional revenue that can then be used to support more projects. The agency should only invest in
secure instruments, such as time deposits at selected commercial banks or state bonds. Risky
instruments that can jeopardise the public money the agency manages should be avoided. For example,
the Sovenian Fund invests in treasury bonds and bills of the Bank of Slovenia and stable foreign
currencies. It is important that the agency’s legidation explicitly prohibit risky financial investments
and prescribe exactly where public money can be deposited.

e State bonds, such as treasury bonds and treasury bills, are widely recognised as safe
financial instruments. Treasury bonds are long-term securities that can have initial maturities
of 10 years. Treasury hills, on the other hand, are short-term securities most often with a
maturity of 52 weeks. For obvious reasons, treasury bills could be the more appropriate
instrument in which to invest.

e Timedeposits are aso a safe financia instrument. Holding time deposits in the commercial
bank that aso manages the agency’s accounts could be a very good option for investing the
temporarily available resources, as such a bank can often offer very good deposit rates (for
example, the Slovenian Fund practices this).
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Risk mitigation measures

Making financial investments always carries some risk and in order to diversify the risk, the
agency should seek to invest in different instruments. One way to reduce risk is to hire externa
brokers or internal investment bankers to provide the agency with competent advice on such
operations. Obvioudly, using bankers in such a capacity costs money. These additional costs can be
outweighed by the additional revenue that investments in financia instruments can bring to the
agency. The agency should take all precautionary measures and conduct proper analysis of al risks,
advantages and disadvantages of the financial instruments in which it is considering investment. In
addition, and in order to lower the risk on financial instruments, the agency should seek to work with
different banks.

On the other hand, investing in commercial bonds purchased at the stock exchange or through
investment fundsis often regarded as bearing a very high risk and the agency should avoid them.

Box I11.1: Minimum risk mitigation measuresin cash flow management

In order to reduce risks of investing in financial instruments, the agency
should, as a minimum:

\ Invest in safe instruments only — such as time deposits and state bonds;
N Conduct proper analysis of the instruments, including costs, risks and
advantages;
V' Use professional advice, as appropriate;
v Usedifferent banks.
Managing cash flow gaps

When the agency faces temporary liquidity problems, it can take different approaches to improve
its cash flow position. Most of the approaches proposed below, however, are typically available to
agencies that disburse part of their resources in the form of loans. These options include:

e collecting outstanding receivables on loans;

e  borrowing on the financial market;

e contracting loans from international financial institutions,

e sdlingloans,

e issuing bonds.

At times of cash flow shortage, the first step to take is to make an effort to collect all
outstanding receivables on loans. The agency should develop clear procedures for dealing with
delinquent borrowers. All staff should be well familiar with these instructions and be required to
comply with them (for more information, see the section on Loan portfolio management below).

Another option to cover shortages is to borrow on the financial market. In most countries,
agencies that manage public environmental expenditure are not permitted to borrow directly on the

market (this applies in particular to long-term borrowing). Only the Ministry of Finance, on behalf of
the agency, can do so. If, however, the legislation allows direct borrowing, the agency can borrow
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from commercial banks, or a consortium of banks, from targeted investors groups — such as pension
funds or insurance companies — from specific enterprises, from other similar agencies and funds, or
from the generd public through a bond issue. Actualy, thislist could include any economic agent that
iswilling to invest a alow risk.

By borrowing on the market, the principa security that the agency can offer is a stable and
predictable revenue flow and the future repayments on its well-performing loans. The better the
guality of the agency’s loan portfolio, the higher its chances to obtain the needed cash at better and
cheaper terms. What really mattersis that the agency borrows safely and in aresponsible manner. This
implies a careful study of all market opportunities and selecting lenders that could offer the most
favourable conditions. The costs of the banks will differ depending on the level of the competition in
the banking sector in the respective country. With long-term borrowing, banks and investors willing to
lend to the agency usually require that the agency should have a credit rating, which informs them of
the agency’ s capacity to repay its financial obligationsin atimely manner.

In addition, the agency could take loans from international financing institutions, such as the
World Bank, the European Bank for Reconstruction and Development (EBRD), or the European
Investment Bank. These ingtitutions often offer attractive terms on their loans as they prefer
disbursements of large instalments while charging implementing agencies with the on-lending to final
clients and with the management of individual small projects and investors. These ingtitutions,
however, would always want to know what portfolio of investments will be financed out of their
resources, therefore, project appraisal should often be conducted before taking such aloan. Such loans
should always be well justified and the environmental effects of the investment portfolio clearly
analysed.

Another option for the agency to improve its cash flow position is the sale of (or a portion of) its
loans to a bank at a discount rate that will reflect the risk perception of the bank on these loans, based
on the quality of the loans in the portfolio. Thus, the agency could obtain cash immediately. If cash is
urgently needed, the agency could also raise debt from the general public by issuing bonds. These
bonds will be secured against the receivables on the agency’ s well-performing loans. The agency may
choose to give preferential (but equal) treatment to purchasers of such bonds, should they apply for
support from the agency.

Loan portfolio management

Loan portfolio management is the process by which risks that are inherent in the lending process
are managed and controlled. Effective loan portfolio management begins with the oversight of the risk
in individua loans. To manage their portfolios, agency’s staff must understand not only the risk posed
by each individual loan but also how the risks of individual |oans and portfolios are interrelated. These
interrelations can multiply risk many times beyond what it would be if the risks were not related. This
is why it is important to view risk management in terms of the entire loan portfolio. Effective risk
identification and risk rating of loans is fundamental to loan portfolio management.

Sound portfolio management requires highly skilled staff capable of properly identifying the risks
in projects and borrowers. Most commercia banks have staff specialised in risk management. Most
public implementing agencies or smaller banks do not have such capacity. This is the reason why if
such skills and expertise are not readily available at the agency, the agency might consider outsourcing
the loan portfolio management to a reputable commercial bank.
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(1) In-house loan portfolio management

Ensuring the high quality of aloan portfolio (which implies no bad loans or at |east alow rate of
defaults on the loans extended by the agency) requires highly qualified and experienced staff with
sufficient knowledge in the conduct of proper due diligence, including risk and collateral assessment.
Hiring such experts is usually expensive and often unaffordable for agencies in the EECCA. In
addition, the agency will need to develop precise guidelines for its staff on how to conduct risk
assessment and implement a collateral policy. These rules should be close to those used by
commercial banks.

Credit risk management and collateral policy

Effective risk management is essentially related to the sound and timely valuation of loans. In
order to be able prudently to value loans, the agency should have a system to classify reliably all
loans on the basis of risk. A risk classification system may include categories or designations that
refer to varying degrees of loan deterioration, such as doubtful loans and irrecoverable loans. A
classification system typically takes into account the borrower’s current financial condition and paying
capacity, the current value and recovery of collateral, and other factors that affect the prospects for
collection of principal and interest. The agency’s management board should establish a programme to
monitor and analyse collateral periodically, which should be valued on a prudent basis.

One factor that generaly indicates that there has been deterioration in the quality of aloan is that
the borrower has defaulted in making interest or principal payments when they are due. As a starting
point, loans generally should be identified as impaired when payments are contractually a minimum
number of days in arrears reflecting domestic payment practices for the type of loan in question (e.g.,
30-60 days). As an exception, loans need not be identified as impaired when the loan is fully secured,
and there is reasonable assurance that the collection efforts will result in repayment of principa and
interest in atimely manner (including full compensation for overdue payments).

In conducting risk assessment, it is also necessary to take into account the:
1) loan period —the longer the loan period, the higher the risk;

2) investment and financial risk related to the project, including:

- risk of non-performance of the planned activities or non-achievement of the planned
environmental effects within the specified period of time;

- risk related to the application of new technologies and high share of construction and
assembly works;

- risk related to interest rate variations, changes in tax regulations and potentia
exchange rate fluctuations/variations;

- risk related to the long-term financia forecasts; the longer the term, the higher the risk
of the forecasts not to come true.

In order to minimise risks, the agency needs to implement a strict collateral policy to make sure
that loans are repaid in accordance with the loan agreement. Different ways exist to secure loans.
Some of the mgjor collateral types that the agency can accept include:

e state guarantees;

e  hank guarantees,
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e mortgages.

In the case of the Slovenian Environmental Development Fund, prior to the first disbursement,
the borrower hasto submit a relevant guarantee. A loan can be secured against:

e relevant government guarantee;
e guarantee of abank acceptable to the Fund;

e mortgage on a market attractive property, acceptable to the Fund, of at least twice the value
of the loan after the borrower has obtained a positive opinion on its creditworthiness from a
rating agency (alist of rating agenciesis an integral part of Tender Documents);

o other equivalent (first-class) security acceptable to the Fund.

When possible, state guarantees are the cheapest and preferred option by both lenders and
borrowers. Bank guarantees can be very costly and would eventually require securisation with
property, often through mortgages. Mortgages, as an insurance instrument, can be an attractive option
providing thereisalegal framework that regulates the market in the country.

Most of the public agenciesin CEE and EECCA do not have the possibilities to develop in-house
skills to manage properly risks associated with the provision of loans. In addition, effective loan
management requires building a very sophisticated loan management information system. Devel oping,
ingtitutionalising, and servicing such systems could also be a very expensive exercise.

Box I1l.2: Mortgage as collateral

A mortgage is a debt instrument giving conditional ownership of an asset, secured by the asset being
financed. The borrower gives the lender a mortgage in exchange for the right to use the property while the
mortgage isin effect, and agrees to make regular payments of principal and interest.

Mortgages are becoming increasingly popular with investors as a way, among others, to avoid
obtaining costly bank guarantees. yet, this instrument requires the existence of a relevant legal framework
(e.g., Law on Mortgages) which is clear about:

ownership, mortgage rights, and property rights;
property insurance;

organisation of land registry;

register of certified property appraisers.

When using a mortgage as collateral, accurate methods for appraising property should be developed, as
correct estimation of the real value of the property minimises the risk of the insured loan. Property must be
valued at market prices. Property should be insured and the insurance granted to the lender for the entire
period of repayment of the loan. Appraisers must be legally certified by an official state institution.

Experience shows that in-house loan management may pay off only if the agency manages more
than 3 000 loan contracts. At the same time, the costs of a bank servicing about 500 loans with atotal
portfolio of about Euro 100 million, would pay for only one employee, but this is not sufficient to
cover the costs of maintenance of the loan management information system. Therefore, in-house loan
management would only make sense when the agency manages a certain (sizeable) level of resources.
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If the agency continues to grow significantly and when it accumulates sufficient experience, managing

aloan portfolio fully in-house could become a viable option to consider.

Box 111.3: In-house loan portfolio management

The Slovenian Environmental Development Fund is among the very few CEE environmental
funds that developed very strong in-house skills in loan portfolio management. The Fund
progressively built this capacity over the years. It should be noted, however, that the Fund has always
offered competitive salaries and operated on close-to-market terms.

The Fund also developed detailed operational rules for portfolio management that are strictly
enforced by management and complied with by staff, including good internal control practices. The
Fund enforced a consistent collateral policy, which helped ensure loan repayments and maintenance
of the real value of the Fund's capital. Fund employees monitored the borrower’s financial position
throughout the entire loan repayment period. In addition, the Fund also controlled the borrower
through its annual balance sheets and business reports and constantly measured its creditworthiness.
In addition, the Fund maintained its own rating system. The Fund classified its borrowers into groups
from A to E, depending on their financial position and their repayment practices (including overdue
payments).

The Fund also developed a clear system of loan repayment by instalments. The Fund required
borrowers to pay their debt instalments quarterly. The fee for servicing the loan was also paid each
quarter. Interest on loans was paid monthly starting from the beginning of the grace period. Such a
system helped improve the quality of loan supervision as the borrower was closely monitored
throughout the whole repayment cycle, including the grace period.

If problems with loan repayments occurred, the Fund established a reminder procedure. When
the repayments were overdue for more than 14 days, the Fund initiated the reminder procedure by
sending a letter to the delinquent borrower. If over the following 30 days the borrower had not yet
paid his debt, the Fund proceeded to collateral guarantees. As these steps were implemented
systematically, the Fund had a very small percentage of bad loans.

(i) Outsourcing loan portfolio management

If the agency has not reached a sufficient level of maturity and does not manage a substantial
amount of resources, outsourcing the loan portfolio management to a commercial bank could be a
reasonable choice. A commercia bank could be a cheaper option than managing loans in-house, as the
skills, tools, and the information infrastructure needed may aready be available at the bank and well-
tested in many credit operations. The incremental cost of the bank of adding one additiona portfolio
will be negligible compared to the resources that a public agency will need to invest in order to
develop its own in-house loan management system.

The agency may choose to outsource its loan portfolio management for several reasons, such as:

getting rid of its bad and non-performing loans;

selling loans to other financing institutions (bank with experience in a certain sector, debt
restructuring agency, etc.) when the agency needs cash;

changes in the law on public agencies — for example, prohibition of subsidies to enterprises

provided by public funds. In such cases, the agency should cease its lending operations to the
enterprise sector and sell itsloans.
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When bad loans are sold, they usually go for a very low price. The bank will calculate the present
value of the loan using its own discount rate, which will most likely reduce the face value of the loan
portfolio. To conduct such financial operations and in order to be in a better position to negotiate the
terms of the sale, the agency needs to be able to measure the value of the loans it puts up for sale™.

Outsourcing this service to a commercia bank is not without costs and risks. The agency will
need to pay the bank for providing this service. In order to reduce these service costs, the agency needs
to study the market and select a bank that offers the most attractive conditions. One way to achieve
thisis to hold a public tender and invite all interested parties to submit a bid. It is important that the
selected bank should have, among others, trustworthy management, a good reputation, and a well-
devel oped information system.

Upon selection and approval, the agency should sign a contract with the bank. All details,
including the allocation of benefits and risks and the obligations of the parties should be specified in
the contract. Consequences for deviation from these legal provisions should be clearly identified. In
addition, with the aim of lowering the risk to the extent possible, the agency should establish a control
system and performance indicators, which would enable it to check the commercial bank’s managerial
and financial creditworthiness throughout the entire term of contract duration.

%> The loan portfolio value is measured by calculating the net present value of the flow of repayment, including
the principal and the interest, weighed by the probability (0-1) of each loan being repaid.
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Annex | V: Checklists for measuring compliance with Good Practicesfor PEEM*®

The Checklists below can be used to measure the performance of public environmental
expenditure programmes against good practices. Each of the three Checklists contains five major
principles, which are operationally described in the right column of the checklist. Performance
auditors can assign the three following scores to each principle: “zero”, if no good practices are
applied, “one”, if some but not all good practices are applied, and “two” if all good practices are
applied. The scope of application of the good practices is assessed by assigning a “yes’, “no” or
“partialy-applied” judgement. In this way, any particular programme or its implementing agency can
achieve a maximum of ten (10) points in each performance dimension. In order to visualise the results
of performance assessment, a performance triangle is constructed by plotting the score in each
dimension on the three axes of aradar chart.

Checklist 1. Performancein terms of environmental effectiveness

Principle Good practices
1. Additionality and e The need for any proposed public environmental expenditure programme should be
consistency with other justified with reference to the Polluter- or User-Pays Principles. Public funds cannot and
environmental policy should not substitute for weak environmenta policies; they should not be spent on
instruments achieving environmental objectives that could have been attained with administrative or

economic instruments or by eliminating environmentally-harmful subsidies.

e Public funds should not be used for environmental projects that would have been
implemented anyway e.g., projects that have high, risk-adjusted financia rates of return
and could have been financed privately.

e Public environmental expenditures should reinforce other environmental policy
instruments and be consistent with their stated objectives.

e  Public expenditure programmes typically should be used to finance investments in fixed
assets or precisely defined non-investment projects, and not the operationa costs of
environmental administration.

e External auditors should periodically review the environmental value-added of public
expenditures; there should be provisions to phase out public funds after they have fulfilled
their purpose.

2. Well- defined e Public funds should be spent in the framework of a publicly-available expenditure
programming programme approved by appropriate authorities.
framework

e The expenditure programme ideally should specify measurable, agreed, redlistic, time-
bound objectives. It should identify eligible beneficiaries, financing needs, digible project
types and rules to guide decision-making so that objectives could be met at least cost.

e  Expenditure programmes should be established as part of a wider environmental
programme or policy.

e Economic, socia, poverty reduction or other non-environmental objectives may be
integrated into the public environmental expenditure programme, but, unless explicitly
included in the expenditure programme objectives, they should not undermine the
achievement of the programme’ s environmental objectives.

e The wider economic effects of public environmental expenditure programmes (e.g., in
terms of public deficit, growth, employment) should be assessed, where appropriate, prior
to their establishment and further evaluated during implementation.

16 See " Good Practices for Public Environmental Expenditure Management*, (C(2006)84).
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3. Clear identification of
environmental outcomes

Standard application forms should be used to the extent practicable to solicit quantitative
and qualitative information on projects environmental outcomes. Once obtained, the
accuracy and reliability of thisinformation should be verified.

Indicators of environmental outcomes should be as unambiguous as possible and used as
essential criteria in project appraisal and selection. Where appropriate, environmental
outcomes should be valued in monetary terms for the purpose of explicit benefit-cost
testing of projects.

Environmental outcomes should be monitored throughout the project cycle and after
implementation; project level environmental data should be stored in a publicly available
database that allows ex post verification and analysis.

If the project fails to achieve its intended outcomes, as stated in the application form or the
contract, project beneficiaries should be liable to sanctions specified in the contract and
enforced in proportion to the violation.

Information on the environmental results achieved by the programme should be
periodicaly reported to those responsible for programme oversight and to the public,
reviewed by external auditors and used to assess the programme’ s performance.

4. Maximising
environmental effect
from available funds

Quantitative information on full, lifetime project costs (investment, operating and
maintenance) should be requested from applicants in a standard application form and
verified; project level cost data should be tracked and stored in a database format in a way
that allows ex post verification and analysis.

Project selection criteria should aim to achieve the greatest environmental outcome with
the programme's resources. A clear cost-effectiveness indicator (unit lifetime cost of
achieving environmental effects) and the rate of financial leverage should form the core of
the quantitative basis for appraisal, scoring, ranking and selecting projects. Where justified
by project size or other relevant considerations, project selection should be supported by
transparent benefit-cost analysis.

Quantitative information on cost-effectiveness should be periodically reported to those
responsible for programme oversight and to the public, be subject to periodic externa,
independent reviews and be used to assess the programme’ s performance.

5. Leveraging additional
finance

To maximise their environmental impact, public funds should aim to cover less than 100%
of project costs; options for co-financing by the retained earnings of the beneficiary or
other sources should be assessed.

The rate of financial leverage should be used to assess the programme’ s performance.

Public environmental expenditure programmes should not distort competition in financial
markets, nor obstruct the development of private financia institutions. Financia products
used in environmental expenditure programmes should not compete with those offered by
private financial institutions.

Full financia plans of environmental projects should be required; commitments for
financing from other sources should be verified. No disbursement should be made until
full financing for the project is adequately secured.
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Checklist 2. Performancein terms of budgetary good practice

Principle

Good practices

1. Fiscal integrity of
revenues

All financial resources available to public environmental expenditure programmes should be
clearly specified in the enabling legislation or regulation.

If the financial resources managed within the programme come directly or indirectly from
compulsory transfer payments (taxes, charges, fees), they should be trested as public funds
in the meaning of the rules and regulations applicable to public finance, public procurement
and/or state aid, as appropriate. As such, these resources should be subject to the usual fiscal
discipline and requirements for transparency.

Revenues should be recorded in treasury accounts before they are alocated to the
environmental expenditure programme.

2. Avoiding constraints
to efficiency

Earmarking of revenues should be avoided as it usualy results in inefficient use of public
resources. However, if it is demonstrated that the advantages of earmarking outweigh the
risks, an expenditure programme may be established using earmarked revenues, but it should
be limited to a specified period of time. At the end of this period, earmarking should only be
continued if it can be demonstrated that it provides value-added in relation to its stated
objectives.

Earmarking within earmarked schemes (e.g., sub-funds for specific sectors or groups of
polluters within earmarked environmental expenditure programmes) aso should be avoided
since it further infringes on efficiency. If earmarking is nevertheless applied, safeguards that
prevent inefficient resource allocation and perverse incentives should be implemented, such
as competition between projects submitted by different firms within a sector, externa
controls and/or checks of project appraisal.

3. High standar ds of
fiscal discipline and
transparency

The risk of environmental expenditure programmes resulting in unplanned fiscal deficits
should be avoided. Debt, and in particular, contingent and implicit liabilities (such as loan
guarantees) should not be incurred without an explicit, prior approval from fiscal authorities.
Medium-term financial forecasts, including contingent and implicit ligbilities of al
implementing agencies, should be regularly prepared and disclosed in financial statements.

For al public environmental expenditure programmes, an estimate of the financial resources
available and the corresponding expenditures should be provided in the state (or sub-
national) budget, at least as an annex. Statements on debt and contingent liabilities,
especialy of any extra-budgetary environmenta institutions controlled by the government
should be submitted along with the budget of the Ministry of Environment to the Ministry of
Finance.

Mandatory internal and external independent financial audits should be regularly carried out.

Ex post reporting, according to a transparent expenditure classification system, should be
regularly conducted and publicly disclosed.

4. Accountability

Appropriate provisions should be made for holding managers of public environmental
expenditure programmes accountable for their decisions.

Appropriate safeguards should be put in place to protect public funds against corruption and
fraud, e.g., through dynamic systems of management control, including internal and external
audits. Any potentia conflicts of interest should be identified and eiminated.

Ex post reports on performance of managers and results achieved (in terms of specified
performance criteria) should be periodically conducted and disclosed to the public.

5. Collection of revenues
and public procurement
separated from
expenditure management

The primary task of agencies implementing public environmental expenditure programmes
should be programme and project cycle management and project financing. Collecting
revenues or making direct procurement of equipment and construction services should be
performed by the government agencies usually assigned these responsibilities.

Revenue from fiscal or quasi-fiscal instruments should be collected by the appropriate fiscal
authorities under the control of treasury services.

National or international public procurement rules should apply for al purchases that are co-
financed by public funds, even if purchasing is outsourced to a private entity.
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Checklist 3. Performance in terms of management efficiency

Principle

Good practices

1. Sound gover nance

Public environmental expenditure programmes should be governed by clear, explicit rules.

The terms and conditions of financing, decision-making and administrative procedures,
internal policies and principles of project appraisal and selection should be available to the
public. They should be coherent and consistent, not change frequently or without
explanation, and be periodically reviewed in order to identify areas for improvement.

A clear distinction should be made between policy-making and executive management
functions.

An appropriate arrangement should be made for the policy-making function, such as the
establishment of a supervisory board. Policy-making in this context includes programming,
priority-setting, establishing rules, performance evaluation, supervision and control.
Political oversight should be confined to programming and supervision. This is where the
political process has alegitimate and important role to play.

The supervisory board of a public environmental expenditure programme should include
representation from the key stakeholders with appropriate checks and balances between
different interest groups. Consideration should be given to involving non-environmental
authorities, parliament and non-governmental organisations, as appropriate.

2. Professional executive
management

Responsibilities for the day-to-day management and implementation of environmental
expenditure programme should be clearly separated from policy-making, clearly defined in
statutory and operational documents, and shielded from ad hoc political pressuresin support
of specific projects.

An implementing agency should have a clear, legal mandate. It should be a professional,
executive management body with an appropriate degree of operational autonomy, subject to
strict accountability for performance. Its responsibilities should focus on project cycle
management, and in particular, on impartia project appraisal and selection.

Executive managers should be held accountable for their performance. The supervisory
board of the public environmental expenditure programme should apply explicit
performance criteria and indicators when assessing the performance of executive managers.

Implementing agencies of large specialised environmental expenditure programmes should
have staff assigned exclusively to their management and selected by executive managers.

The skills of the staff should adequately match the technical requirements of a given
expenditure programme. The recruitment and remuneration of managers and of staff should
be based strictly on merit. Remuneration should be adequate to attract and maintain
appropriately-qualified people and to reward integrity and commitment.

3. Sound project cycle
management

The project cycle should be subject to intelligible, transparent and written procedures which
are consistent and publicly available, in particular to al potentia beneficiaries; a project
cycle manual should be available and staff required to useiit.

Project identification should be proactive (for example by advertising the programme to
potentia beneficiaries), follow from the objectives of the public environmental expenditure
programme, and be based on aredlistic analysis of market trends and demand for financing.

Applications for financing should be accepted only in standard forms tailored to different
project types and supported by clear, user-friendly instructions. Application forms should be
easily available to all potential applicants, preferably in an electronic version.

Project appraisal and selection criteria and procedures should be objective, transparent and
clear. Discretionary elements of project appraisal and selection should be subject to explicit,
written procedures, and the results of such decisions kept in publicly-availablefiles.

Appraisa systems and procedures should be tailored to the size and complexity of different
project types. For large investment projects, a two-stage appraisa process should be used
(first stage - screening against digibility criteria; second stage — appraisal and ranking of

170



eligible projects).

e The appraisal system should be relatively simple, based on impersona rules, and allow for
meaningful comparison of comparable projects against one another, or against a benchmark.
The appraisal system should also alow for an ex post verification of the selection process,
including tracking personal responsibilities for important judgements and decisions.
Appraisal reports should be clear and publicly available.

4. Fair and unbiased o Rdations with externa stakeholders (beneficiaries, intermediaries, consultants) should be
relationswith external handled in a transparent, unbiased, and arms-length manner. Communication policy should
stakeholders ensure that al applicants have equal access to information on funding opportunities and

equa opportunity to have their projects impartially reviewed on a merit basis.

e Any outsourcing of tasks should be undertaken through a fair, transparent, competitive

process.
5. Effective management e  Only financial products specified in the terms and conditions of the public environmental
of financial products and expenditure programme should be used by the implementing agency.

related risks

e The complexity of operations, and the choice of financia products, should be proportional
to the institutional capacity to manage associated risks.

e  Grants are the most administratively simple and transparent financial product. When used,
they should be designed and disbursed so as. to maximise incentives for timely and cost-
effective implementation of individual projects and of the implementing agency’s entire
portfolio; to maximise the leveraging of other resources; and to minimise chances of misuse
of public money by applicants.

e  Other financial products could be considered in proportion to ingtitutional capacity and in
order of increasing risk and these include: interest rate subsidies, loans through
intermediaries, direct loans, leasing, equity investments and loan guarantees. Before a new
financial product is adopted, its feasibility should be checked through an assessment of
risks, market needs and supported by afinancial plan.

Assessment in each dimension forms a performance triangle, which is constructed by assigning
scores to the checklists presented above. A high score in all dimensions indicates a programme or an
implementing agency that performs well in terms of expenditure management. A lower score in any
dimension implies aneed for targeted institutional reforms and strengthening or even closing down the
expenditure programme.
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Annex V: List of useful links

OECD PEEM web-page - http://www.oecd.org/env

Bulgarian National Trust EcoFund —www.ecofund-bg.org

Czech State Environmental Protection Fund - http://www.sfzp.cz/en/

Federa Ministry of Agriculture, Environment and Water Management of Austria -
http://www.|ebensministerium.at/

Kommunalkredit - http://www.kommunalkredit.at

Lithuanian Environmental Investment Fund - http://www.laaif.lt

Polish EcoFund — http://www.ekofundusz.org.pl

Polish Krakow Regional Environmental Fund - http://www.wfos.krakow.pl

Polish National Fund for Environmenta Protection and Water Management -
http://www.nfosigw.gov.pl

Slovenian Environmental Devel opment Fund — http://www.ekosklad.si

SST-Consult - http://www.sst-consult.pl
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GLOSSARY OF MAJOR TERMS

Term

Definition

Accountability

A government policy or management concept that means (i) politicians and public officials
have to respond periodically to questions concerning their activities (answerability) and (ii)
must be held responsible for the exercise of the authority provided to them. For effective
accountability, clear lines of responsibility must be firmly established and consistently
maintained. Accountability measures should address three questions: accountability by whom;
accountability for what; and accountability to whom. To ensure that accountability is properly
enforced, there is a need for predictable and meaningful conseguences related to performance.
In the public sector, accountability of individual officials, within their organisation and to
external controlling bodies, is applied most often to how money has been spent and what results
have been achieved. Crucial too in democratic systemsis the general accountability of ministers
to parliament and to the public at large.

Accounting basis

Defined in the International Federation of Accountants (IFAC) as “the body of accounting
principles that determine when the effects of transactions or events should be recognised for
financial reporting purposes. It relates to the timing of the measurements made, regardless of
the nature of the measurement”. There are many variations of the basis of accounting. IFAC
identifies two basic reference points (cash and accrual) and two variations (modified cash and
modified accrual) in the spectrum of accounting bases. Cash-based accounting systems
recognise transactions and events when cash is received or paid. Accrua-based systems
recognise transactions or events at the time economic value is created, transformed, exchanged,
transferred, or extinguished and when all economic flows (not just cash) are recorded. Certain
modifications of the cash basis recognise receipts and disbursements committed in the budget
year and alow a specified period after year-end for payments of these to be recorded and
reported (the so-called “complementary period”). Under certain modifications of the accrual-
based methods, physical assets are expensed at the time of purchase.

Additionality

New investment generated through public resources. Public resources can be used to promote
foreign and private investment in priority sectors of the economy. Public money may attract
additional donor assistance.

Appraisal

Examination of the details of a policy proposal or investment project on the basis of an analysis
of its economic, financial, environmenta and other effects. Policy/project appraisa is
sometimes called ex ante evaluation.

Assets

Property functioning as a store of value over which ownership rights are enforced by
institutional units, individually or collectively, and from which economic benefits may be
derived by holding them or using them over a period of time. “Tangible” assets may either be
financial (e.g.,, cash or government securities) or physical (e.g.,, buildings, roads, national
parks, etc.). Assets may also be “intangible” such as copyright or mineral exploitation rights.

Audit

Expert examination of legal and financial compliance or performance, carried out to satisfy the
requirements of management (internal audit), or an external audit entity, or any other
independent auditor, to meet statutory obligations (external audit). A particular task of internal
audit is to monitor management control systems and report to senior management on
weaknesses and recommend improvements. The scope of the audits varies widely, as does the
terminology in this area, and includes (according to the auditing standards prepared by the
International Organisation or Supreme Audit Institutions (SAl):
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1) Financia audit (regularity audit) comprising:

- Attestation of financial accountability of accountable entities, involving examination and
evaluation of financial records and expression of opinions of financia statements;

- Attestation of financial systems and transactions, including an evauation of compliance
with applicable statutes and regulations;

- Audit of internal control and internal audit functions;

- Audit of the probity (high standards of correct moral behaviour) and propriety of
administrative decisions taken within the audited entity;

- Reporting of any other matters arising from or relating to the audit that the SAl considers
should be disclosed.

Note that the first item above is commonly known as attestation audit. The third and fifth items
are commonly known as compliance audits.

2) Performance audit (value-for-money audit) comprising:

- Audit of the economy of administrative activities in accordance with sound administrative
principles and practices, and management policies;

- Audit of the efficiency of utilisation of human, financial and other resources, including
examination of information systems, performance measures and monitoring arrangements,
and procedures followed by audited entities for remedying identified deficiencies;

- Audit of the effectiveness of performance in relation to the achievement of the objectives
of the audited entity, and audit of the actual impact of activities compared with the intended
impact.

Balance sheet

A financia statement showing the values of the stocks of assets and liabilities held by an entity
at a particular point in time. A balance sheet is typically compiled at the beginning and end of
an accounting period. Balance sheet summarising starting balances, incomes and outflows, and
ending balances are generaly required for each distinct agency within a government’s
accounting structure. However, in practice, very few governments prepare statements of their
financial position that can genuinely be described as comprehensive balance sheets covering all
assets, liabilities and equity.

Benefitsprinciple
(of taxation)

The benefits principle of taxation states that only the beneficiaries of a particular government
programme should have to pay for it. The benefits principle regards public services as similar to
private goods and regards taxes as the price people must pay for these services.

Best Available Best Available Techniques (BAT) involves the use of proven technologies and methods of

Techniques operation in order to prevent or minimise emissions to the environment as a whole. For more
information on BAT see http://eippcb.jrc.es/

Capital (capital A stock of physical or financial assets.

assets)

Cash flow Cash flows refer to the flow of money to or from afirm or economic agent. Income is a positive
cash flow and expenses are negative cash flows.

Cash flow Statement showing where cash comes from and on what it is spent. The net result isreflected in
statement the balance of the cash account as of a certain date. In its most refined form, the statement
explains and accounts for the flows of cash rather than of working capital.

Contingent Obligations that have been entered into, but the timing and amount of which are contingent on

liability the occurrence of some uncertain future event.
Cost-benefit A type of analysis that includes measures in pecuniary unit of costs and/or benefits (such as
analysis leisure time or environmental impacts) which do not necessarily have a market value. Cost-

benefit analysis involves the application of three logical steps: (i) defining objectives and
aternatives for accomplishing those objectives; (ii) analysing incremental changes with each
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alternative intervention versus without the respective alternative; and (iii) comparing costs and
benefits of the various alternatives.

Cost-effectiveness
analysis

A type of analysis that compares projects or programmes having broadly common outcomes or
outputs. Used to compare aternatives for which major outputs can be identified but not valued.
Cost-effectiveness indicators include the cost per unit of output, or units of output per unit of
costs, and is aimed at identifying the least costly method of achieving a particular good or
objective.

Depreciation

The reduction in the value of an asset over time that is brought about through physical use or
obsolescence. Under accrual accounting, depreciation estimated over the useful life of an asset
is progressively deducted (written off) from the value of the asset each year. Depreciation as
recorded in business accounting, or as allowed for taxation purposes, may deviate from the
value of consumption of fixed capital estimated for the national accounts, especialy during
periods of inflation.

Discount factor

A discount factor is a number that reflects the value in the present of a unit of money received
in the future. A discount factor of 0.95 for money received in a year's time indicates that the
value of a monetary unit received in a year's time is worth only 95 cents today. The discount
factor is related to the discount rate through the following equation: 1 = (1+i)", where i is the
rate of interest (discount rate) and n is the number of years.

Discounting

A method of comparing costs or benefits that will occur (or have occurred) at different times. 1
Euro in year n is given a “present value’ of 1/(1+r)" Euro in year 0, where r is the “discount
rate’.

Discount rate

The discount rate is a number used to calculate the net present value of a stream of future
benefits and costs. It usually represents the cost of capital for the person or entity calculating the
net present value of the stream.

Earmarking

Tax earmarking is the practice of assigning revenue from specific taxes or group of taxes to
specific government activities or areas of activity.

Economic cost

The economic cost of an activity or resource is the cost to society of that activity or resource.
Economic costs include the private costs borne directly by economic agents undertaking the
activity, and all other costs borne by other economic agents. For example, the economic costs of
driving automobiles include the private costs of petrol and wear and tear on the vehicle borne
by the vehicle operator, plus the additional costs of congestion, borne by other users of the
roads plus the costs of pollution, borne by society in general.

Effectiveness The extent to which programmes achieve their expected objectives, or outcomes. Effectiveness
is the most important element of value for money in the public sector. Goods or services may be
provided economically and efficiently but, if they do not achieve their intended objectives, the
resources used will be largely wasted.

Efficiency The relationship between the goods and services produced by a programme or an activity

(outputs) and the resources used to produce them (inputs). Efficiency is measured by the cost
per unit of output.

Escrow account

A special account at a bank through which al revenues of the borrower are channelled and the
debt service isretained first. After this, the remainder of the revenues go to the borrower — this
set-up decreases the risk for the lender — note that it does not eliminate it — the revenue risk till
exists—it is more like an additional security against default of the borrower.

Excludability The ability of suppliers to restrict the availability of outputs to those who can pay for it, or by
other criteria. See also Public goods.
Expenditures The term “expenditures’ is sometimes loosely used to refer to cash payments. However, a strict

definition is the cost of goods and services acquired, regardless of the timing of related
payments. Expenditures on goods and services occur at times when buyers incur liabilities to
sellers, i.e. when either (i) the ownership of the goods and services concerned is transferred
from the seller to the new owner; or (b) when delivery of the goods and services is completed to
the satisfaction of the consumer.
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Expenses

The term “expense” defines the set of transaction flows that reduce net worth over the
accounting period. Expense transactions include compensations of employees, use of goods and
service transactions, consumption of fixed capital, property expenses (interest and rent), social
benefits, subsidies, and miscellaneous transactions, such as transfers to non-profit organisations
and compensation of damage or injury. Acquisition of non-financial assets and financing
transactions are not expense transactions.

Externalities

Externalities are by-products or side effects of a production or consumption process. In general,
an externality is said to exist when the production or consumption of a good or service by an
economic agent has a direct effect on the welfare of other producers or consumers. Externalities
may be positive or negative.

A positive externality may reduce the costs of a production process of an unrelated economic
agent, as when the bees of a bee grower pollinate a neighbour’s apple orchard. They may also
increase the enjoyment of another economic agent, as when musicians playing for their own
pleasure delight those around them.

A negative externality increases the production costs or reduces enjoyment for another
economic agent. Traffic congestion and the numerous forms of environmental pollution, such as
the pollution created by a manufacturing plant, are examples of negative externalities.

Extra-budgetary
agency/account

The term generally refers to government activities that are not included in the annual budget
presentation. Moreover, they may be subject to different systems of cash management, control
and reporting than the budget itself. A wide variety of extra-budgetary arrangements are used,
including agencies (such as social security agencies) set up under separate legidation,
commodity agencies that use proceeds of commodity aid, and earmarking certain revenues for
specific purposes (e.g., through environmental funds).

Financial
management

The lega and administrative systems and procedures put in place to permit government
ministries and agencies to conduct their activities so as to ensure correct usage of public funds
that meets defined standards of probity, regularity, efficiency and effectiveness. Financial
management includes the raising of revenues, the management and control of public
expenditures; financial accounting and reporting; cash management; and in some cases, asset
management.

Financial
reporting

The communication of financial information by an entity (e.g., the government, a line ministry,
an agency) to interested parties (e.g., parliament, the ministry of finance). It encompasses all
reports that contain financial information based on data generally found in the financia
accounting and reporting system.

Financial
statements

The accounting statements prepared by a reporting entity to communicate information about its
financial performance and position. An accrual accounting system commonly entails the
preparation of a Financial Position Statement, or Balance Sheet, which shows the total assets,
liabilities and the net worth; a Financial Performance Statement, or Operating Statement or
Income Statement, which shows the revenues and expenses of the period; and a Statement of
Changes of Net Worth, which explains movements in the opening and closing balances. These
accrual-based statements are supplemented with a Statement of Cash Flows which shows how
operations and future growth are financed.

Financial
sustainability

The assessment that a project will have sufficient funds to meet its resource and financia
obligations, whether these funds come from user charges or budget sources; will provide
sufficient incentives to maintain the involvement of all project participants; and will be able to
respond to adverse changesin financial conditions.

Goalsand
objectives

Both terms are used to describe the desired, measurable results to be achieved from government
programmes or activities. “Goals’ (or “general objectives’) typicaly refer to broad results
which may take a number of years to achieve and often involve many people, activities,
processes, and intermediate achievements. “Objectives’ (or “specific objectives’) tend to refer
to more specific results, often precisely measured (time, cost, number, quality) which can
usually be accomplished in a shorter time period, and are often an intermediate step in
achieving a broader goal.
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Governance

Governance is the exercise of political powers to manage a nation’s affairs. Sound governance
invokes as essential elements political accountability, freedom of association and participation;
reliable and equitable legal frameworks; transparency; and effective and efficient public sector
management.

Grants

A grant isavoluntary current or capital transfer between government units, or between a multi-
national organisation and a national government (e.g., TACIS grants). In addition, a voluntary
transfer to a private organisation or a person is often also called a grant.

Income
Statement

A financial statement of a company’s or agency’s operations. The income statement shows a
company’ s/agency’s revenues, expenses, and income for a period of time such as a year or a
quarter. Figures for the same period in the previous year usualy are included for easy
comparison.

Institution

Sometimes used synonymously with the term “organisation” or “body”, e.g., a ministry or
government office. However, the term is also increasingly used in a different sense, to describe
the formal and informal rulesthat determine behaviour, and the enforcement of these rules.

Internal rate of
return

Theinternal rate of return is the discount rate which would give a zero net present value for an
investment. It is equivaent to the discount rater that satisfies the following relationship:
N
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where B; is the benefit stream, and C; is the cost stream. The interna rate of return is then
compared with the market rate of interest to determine whether or not a proposed project should
be undertaken.

Net Present
Value

The net value of a set of costs and benefits after they have been discounted to a specific time. It
is most often applied to the costs and benefits of constructing and using a proposed capital
investment over its lifetime, discounted to the year in which construction would start. The net
present value is equivalent to the number that results from the following expression:
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where the discount rate r, the benefit in year t is B, the cost in year t is C, and N is the time
horizon. The net present value of a stream is equivalent to the amount that would have to be
invested today in order to obtain areturnr for N years.

Opportunity cost

The cost of an aternative that must be forgone in order to pursue a certain action. Put another
way, the benefits one could have received by taking an alternative action.

Outcomes

Economic or social changes brought about by a policy measure, programme or activity.
Outcomes are distinct from outputs, which measure the immediate effects of a programme or
activity. For example, the outcome of a random breath-testing campaign conducted by the
police may be a decline in drunk driving, while one of the outputs could be the number of
drivers charged with exceeding the legal acohol limit. Programmes usually have two types of
outcomes: (i) end outcomes that reflect the desired end or ultimate results that the programme
or activity aims to achieve; (ii) intermediate outcomes that are expected to lead to the ends
desired but are not themselves ends.

Outlay

Refers to government expenditures.

Outputs

The products and services produced directly by a programme or activity. Outputs are important
e.g., in setting targets for staff to achieve and measuring performance but do not in themselves
indicate the extent to which progress has occurred toward achieving a programme’s ultimate
purpose. Depending on their nature, outputs may or may not be easy to measure, e.g., the
number of wastewater treatment plants built is easier to measure than the quality of advice on a
policy issue submitted by an environmental official to the minister concerned.

Programme

A group of activities intended to contribute to an identifiable set of government objectives (e.g.,
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achieving a certain environmental standard). A programme should have an identifiable target
population; a defined budget, staffing and other necessary resources; and clearly defined
objectives and outputs.

Public goods

Public goods are goods that either cannot or should not be produced for profit. The first type of
goods cannot be produced for profit because the producer cannot preclude anyone from
enjoying the benefits of the good, including those consumers who do not want to pay for it. A
lighthouse, for example, benefits all ships that see it, even if a particular ship does not want to
pay afeeto maintain it. Such public goods are called “non-excludable”.

The second type of public goods should not be produced for profit because one person’s
consumption does not deprive others from consuming the same good at the same time. For
example, any number of people can look at the same sunset at the same time without reducing
each other’s enjoyment or any number of people can listen to the same radio station at the same
time. Such goods are known as “non-rival”. For non-rival, the marginal cost of consumption is
zero, in the sense that one person’ s enjoyment of the good does not diminish another’s.

Rate of return

The rate of return is the remuneration to investment stated as a proportion or percentage. It is
often the internal rate of return, or the discount rate that is needed to make the net present value
of an income stream be equal to zero. The financia rate of return is the internal rate of return
calculated when al the inputs and outputs are reckoned at market prices. The economic rate of
return isthe internal rate of return based on economic opportunity costs.

Shadow price

A shadow price of agood or service is the economic opportunity cost to society of that good or
service.

Time value of
money

Time value of money refers to the concept that money received in the present is more valuable
than money received in the future. It is the concept underlying discounting.

Transactions
costs

The costs, other than price, incurred in the process of exchanging goods and services. These
costs include the costs of negotiating and enforcing contracts, and the costs of collecting
charges for goods and services provided. The scale of economic and financial transactions costs
can affect the market structure for a good.

Willingnessto
accept

Willingness to accept refers to the minimum amount of compensation consumers would be
willing to accept for foregoing units of consumption.

Willingnessto
pay

Willingness to pay refers to the amount consumers are prepared to pay for a final good or
service.
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