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Simplification, transparency and coherence in the evaluation of major Public infrastructure projects: application of four elementary rules

In July 2002 the Commission presented a note
 to the Committee for the Development and Conversion of the Regions, which, based on examples, demonstrated the necessity to strengthen the coherence of the rules for co-financing major public infrastructure projects
 supported by the ERDF, the Cohesion Fund or SPA, in the spirit of transparency and simplification. This note is addressed formally to the competent authorities of the member States and of the candidate States.

Summary of proposed elementary rules

(1) Application of a financial discount rate equal to 6% in real terms at most (possibly up to 8% for certain projects). Economic discount rate chosen by each beneficiary State but in a coherent manner between its projects.
(2) No contingencies or contingencies counted only in the eligible cost, but not in the total cost used to determine the Community aid rate, and limited to 10% of total cost outside contingencies.
(3) In certain borderline cases duly justified, possibility of exemption by means of a strict incremental method in the financial analysis and by taking account of the remaining historical costs calculated as the amount of the past loans still to be repaid.

(4) For cleansing and waste management projects, application of the modified method of the financing gap which allows subsidising projects up to 50% even when the polluter-pays principle has been entirely respected.
These rules are valid for the two methods of financial analysis presented in the Guide to Cost-Benefit Analysis for Investment Projects
 (noted methods FRR/C, which does not take account of the financial arrangements, and FRR/K, for larger projects).
Presentation in detail

1. Discount rate

The Directorate General for Regional Policy proposes distinguishing the financial discount rate used for financial analysis and the economic discount rate applied to socio-economic cost-benefit analysis. The values of these two rates can be different.

The financial discount rate will be limited to 6% in real terms for all projects. In exceptional and duty justified cases, the rate applied to certain projects in the current candidate countries could be raised up to 8% in real terms, where they would encounter important difficulties of bank finance, or where there is a particular interest with respect to Community policies and guidelines.

In contrast, the socio-economic discount rate will be chosen by the beneficiary state, but must remain consistent from one project to another, at least for the same type of projects. However, the Guide to Cost-Benefit Analysis advises using a rate of 5% applicable to all projects whatever the sector.

2.
Contingencies

Contingencies enable the promoters to add a safety margin beyond the most probable estimate of the costs of a project at the time of the preliminary studies. They should not be introduced to compensate for lack of analysis. The Commission would actually prefer to move towards the progressive abandonment of the use of contingencies.

Contingencies will account for up to 10% of the total net cost of a project (excluding provisions), except where the detailed risk analysis would show that the project presents particularly important risks. Moreover, they will be counted in the eligible cost but not in the total cost being used to determine the Community aid rate. The amount of aid decided will take account of the contingencies insofar as it is determined by the aid rate applied to the eligible cost.

Finally, the Commission opposes the use of contingencies for financing expenses (e.g. increasing banking interests).

3.
Remaining historical costs
The financial and socio-economic cost-benefit analysis has to be carried out in accordance with the conventional rules, by applying the incremental method: the project is evaluated on the basis of the cost and benefit differences between the scenario with the project and an alternative scenario without the project.

However, in certain particular cases where the project submitted to the Commission falls under an already existing income-generating infrastructure, it can be very difficult, or even absurd, to apply the incremental method. In such a situation, the Commission proposes the method of remaining historical costs in the financial analysis of the project on a case by case basis. The scenario without the project is then that without any infrastructure while the scenario with the project takes into consideration, on the one hand, the cost of investment not only of the new element of infrastructure but also of the already existing infrastructure estimated at its current residual value and, on the other hand, all the income generated by all infrastructure after the project. The current residual value of the existing infrastructure is calculated as the amount of the bank loans (discounted) contracted to finance the investments pertaining to this infrastructure, which still remain to be refunded.
4. Modified method of the financing gap
The Community assistance rate is generally determined by the method of the financing gap which consists of calculating the share of the discounted cost of the initial investment not covered by the discounted operational net revenue (including the residual value)
  of the project.

But the systematic application of this method results in penalising the recipients who scrupulously respect the polluter-pays principle. Indeed, for cleansing and solid waste management projects, the polluter-pays principle involves establishing a level of charges covering operational and investment expenses, and the financing gap diminishes accordingly.

Therefore, for these two types of projects, the Commission proposes using a modified method which consists in taking into account, in the formula of the ratio of the financing gap, not all net operational revenue but only the part calculated in proportion to the intervention of the Commission in the financing of the investment. The remaining part of income disappears from the formula, as if it covered a fictional operational cost, which could correspond to the constitution of a financial reserve for the modernisation or a later extension of the project.

After simplification, the amended formula of the ratio of the financing gap leads to the following result (for Cohesion Fund and ISPA projects):
rEU = C/(C+R)
where rEU is the maximum Community aid rate, C represents the discounted total cost of initial investment and R the discounted operational net revenue (including the residual value).
Annex: Detailed rules for application of the financing gap formulae

A – The traditional method of the financing gap uses the following formula: r = (C-R)/C

· For Cohesion Fund and ISPA projects, the maximum Community aid rate rEU is equal to the ratio r of the financing gap without exceeding the regulatory ceilings of 85% and 75% respectively.

· For ERDF major projects, the Commission advises applying the following principles. The maximum rate of Community aid is equal to the product of the financing gap ratio by the ceiling rate indicated in Article 29.3 (75% for Objective 1 areas in general and 50% for Objective 2 areas) without exceeding. when the net revenue is substantial in accordance with recital 40 of the general regulation, the ceilings indicated in Article 29.4 (40% in general and 25% respectively).
B – The modified method of the financing gap only takes account of the part of the net revenue calculated in proportion to the Community intervention. The revised formula is written therefore as follows:

r = (C - rEU*R)/C

After simplification, this leads to the following results.

· For the Cohesion Fund and ISPA, since the maximum Community aid rate rEU is equal to the   financing gap ratio r, the formula is simplified as follows:

rEU = C/(C+R)

without exceeding the regulatory ceilings of 85% and 75% respectively.

· For the ERDF, the Commission recommends applying the following formulae which take account of    the fact that the maximum Community aid rate is equal to the product of the financing gap ratio by    the ceiling rate indicated in Article 29.3:

Objective 1 area: rEU = 0.75*r = 0.75*C/(C + 0.75*R)

Objective 2 area: rEU = 0.50*r = 0.50*C/(C + 0.50*R)

without exceeding, when the net revenue is substantial, the regulatory ceilings of 40% (in general) and 25% respectively (article 29.4).

Additional remark

When an integrated water management project includes a drinking water part and a waste water part, it is advisable to determine the operational net revenue related to each part and to apply the following amended formula (Cohesion Fund and ISPA):
rEU = (C - Rdrinking water)/(C + Rwastewater)
� Simplification, transparency and coherence in the evaluation of major infrastructure project supported by the ERDF, the cohesion fund or ISPA


� Article 25 of the structural funds general regulation defines ERDF major projects. For the Cohesion Fund and for ISPA, major projects, in the sense of this note, are projects whose cost is higher than 10 and 5 million euros respectively (with reference to the values indicated in the regulations).


� The Guide, published in 2002 by DG REGIO, can be found in the Internet site of the Commission under the


address http://europa.eu.int/com/regional_policy/sources/docgener/guides/guide_en.htm


� The formula of the financing gap ratio r is as follows: r = (C-R)/C = 1-R/C where C represents the discounted total costs of initial investment and R the discounted operational net revenue (including the residual value).
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