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I.
Introduction

1. The Instrument whereby the World Bank established the Community Development Carbon Fund in March 2003 provides for the appointment of an Advisory Group to give independent advice to the Bank on the implementation of the Fund and its effectiveness in meeting its objective of delivering community benefits.  The Advisory Group started to function in July 2003.

2. The Advisory Group is required to provide an annual review to the Fund’s Trustee (the World Bank), its Participants (the investors in the Fund) and the public at large.  This second annual review reflects the work of the Group at two meetings held in 2005, with varying participation.  As stipulated in the Instrument, the two ex officio members elected by the Participants did not take part in the preparation of this review.  The review was approved by correspondence and is presented in its final form under the responsibility of the Chairperson.
II.
Membership and meetings

3. The composition of the Advisory Group as of 1 May 2005 is shown in Table 1 below. 
	Category
	Region and Member’s Name

	
	Africa
	Asia
	LAC
	OECD
	Other

	1. Chairperson
	
	
	
	
	M. Zammit 
Cutajar

	2. Public Sector
	L. Brito

	
	
	
	

	3. Public Sector
	
	
	
	Y. de Boer
	

	4. Private Sector
	
	D. Murali

	
	
	

	5. Private Sector
	
	
	
	J. Rada

	

	6. NGO Community
	Y. Sokona
	
	
	
	

	7. NGO Community
	
	Y. Witjaksono
	
	
	

	8. NGO Community
	
	
	
	
	

	9. One additional Member
	
	S. Sultan
	
	
	

	10. CDCF+ Participant
	
	
	
	H. Liptow
	

	11. Ex officio (IETA President)
	
	
	
	A. Marcu
	

	12. Ex officio (CDCF Participant)
	
	
	
	A. Bullen
	

	13. Ex officio (CDCF Participant)
	
	
	
	
	

	14. Ex off. (Host Country C.ttee Repres.) 
	E. Massawa
	
	
	
	


4. The Group’s two meetings in FY 2005 were held in Agra, India, on 13-14 March 2005 and Cologne, Germany, on 9-10 May 2005.  The former was combined with a field visit to a project
; the latter was timed to allow members to attend Carbon Expo 2005.  Both these juxtapositions were found to be helpful in giving members insight into the work of the Fund.

5. Difficulties have been experienced in convening the Group during FY 2005.  The first scheduled meeting in the period – in Buenos Aires, Argentina, during the UNFCCC Conference of the Parties in December 2004 - did not result in a quorum, owing to the competing claims of the Conference on the presence of members.  A few members were unable to participate in any of the Group’s meetings in the period; one resigned on account of this.

6. A positive innovation has been the institution of joint meetings of the Advisory Group and the Participants’ Committee (PC) to review and consider information and issues of common interest.  Advisory Group members available in Buenos Aires in December 2004 participated in such an encounter; the first full joint meeting was held in Agra on 14 March 2005.  Combined with observer participation by at least one member of each group in the meetings of the other, this practice has strengthened coordination and made information sharing more efficient. At the same time, each group remains master of its own decisions and recommendations.  This practice will be maintained by common consent.
7. These experiences will be taken into account in renewing and completing the membership of the Group and in scheduling its meetings during FY 2006.

III.
Portfolio development

8. The level of subscription to the First Tranche confirms the attractiveness of the CDCF concept.  The initial estimate of USD 70/75 million was well surpassed by the final sum of USD 128.6 million.  This result gives cause for satisfaction and testifies to the commitment of the Fund Management Unit (FMU).  It also increases the challenge of delivering First Tranche projects in time for a substantial proportion of the resulting emission reductions to come on stream before the end of 2012, when the Kyoto Protocol’s first commitment period will  close.

9. Data from the FMU on the emerging project portfolio are contained in Annex I.  The following are some highlights of portfolio development in FY 2005 and the Group’s comments thereon.
· The design and start-up of small-scale emission reduction projects is an uphill task, made more arduous by the objective of delivering community benefits.  After three years of operation, there are 14 projects in the CDCF portfolio
.  Of these, seven projects have complete community benefit plans and five more have plans in advanced stage of preparation.  The CDCF pipeline
 contains a further 22 projects; 
· The contribution of this portfolio to sustainable development – beyond its community benefit component – may be assessed from its technological mix, whose main thrust is towards the use of climate-friendly energy sources that avert recourse to coal and diesel, as well as the unsustainable use of firewood.  Energy efficiency and waste management are also significant components.  

· Both portfolio and pipeline data indicate the probable over-achievement of the target of placing at least 25 per cent of the Fund’s assets in priority countries (least developed countries and other poor developing countries).  This confirms that the CDCF is  reaching out to countries that would normally find it difficult to participate in the Clean Development Mechanism. However, the low portfolio share of  projects located in the poor countries of Sub-Saharan Africa - only two projects at present - is a continuing cause for concern.  At the same time, the eight Sub-Saharan projects included in the pipeline - nine counting Nigeria, which is not in the list of CDCF priority countries - hold promise for the future.  These results are reflected   in the more ambitious targets proposed for the Second Tranche, including a specific target for Sub-Saharan Africa.

· Further results are expected to emerge from the various initiatives of the FMU, in cooperation with other actors, aimed at developing a deal-flow from Sub-Saharan Africa.  While recognizing that the intervention of outside expertise is necessary to start up the deal flow, the Advisory Group has stressed the importance of in-country capacity building to maintain deal flow and support good geographical distribution of the CDCF.

· The larger-than-expected First Tranche has raised the country ceiling (no more than 10 per cent of the Fund’s assets to be located in any one country).  Nevertheless, this ceiling continues to press on activities in Brazil.

· Following a green light from the PC at its meeting in Buenos Aires in December 2004, the FMU has undertaken a few projects in priority countries that are – or may be adjudged - larger than “small-scale”, as defined for the Clean Development Mechanism.
  The PC considered that going beyond “small-scale” in priority countries would help to achieve the distributional target of 25 per cent. This does not contradict the criterion of giving “preference” to small-scale projects.
 

IV.
Delivery of community benefits

10. Progress continues to be made by the FMU in developing effective methods for identifying, delivering, monitoring and reporting on community benefits.  The first results of this work are emerging.  Seven community benefit plans have been completed, approved by the communities involved, and included as part of the ERPAs signed or to be signed with project sponsors.  Synopses of five of these plans were prepared by the FMU and are available on http://carbonfinance.org/cdcf/router.cfm?Page=Projects.  The Advisory Group looks forward to further evidence of delivery of community benefits as these projects mature and further projects come on stream.  
11. While stressing that the identification and delivery of community benefits is at the heart of this Fund’s mission, the Group notes that project developers and other stakeholders are usually focused on other aspects of project implementation and lack experience – and sometimes appreciation – of the social aims of projects.  Consultation with beneficiary communities and their organizations is a necessary, though costly, means of achieving such aims, as is the need to guard against the process and the benefits being hijacked by vested interests.

12. The FMU is seeking to overcome these challenges and contain costs through greater use of national consultants and World Bank specialists, as well as support from available funding sources such as CDCFplus
.  Looking ahead, the Advisory Group underlines the need for continuing efforts to ensure that community benefit considerations are included as early as possible in project development and to organize ongoing and effective monitoring of benefits.

13. The Advisory Group also stresses the importance of improved information on benefits (the “what”) and, in particular, on beneficiaries (the “who”).  Projects are not always related to an identifiable, spatial community; in such cases, assurance is needed that they will provide targeted benefits to poor people who are within the scope of the project.

V.
Advice to the Participants and the Trustee

A.
Advice on Second Tranche criteria and on sequestration projects
14. The Advisory Group was asked by the Trustee to advise on project criteria for the Fund’s Second Tranche and by the PC to advise on the inclusion of sequestration projects in the CDCF portfolio.  The Group’s advice on Second Tranche criteria is reproduced in Annex II; that on sequestration projects is in Annex III.

15. Following the Group’s advice on the latter topic, the PC decided to allow the inclusion in the CDCF portfolio of one or two pilot sequestration projects with clear, robust and verifiable community benefits, located in Sub-Saharan Africa.  In the opinion of the Advisory Group, expressed in its advice and its first annual review, the poor, rural communities of that region have considerable potential for sequestration projects and much to gain from their inclusion in the portfolio.

B.
Advice on criteria for hydro projects
16. The PC also requested advice from the Group on criteria for the placement of hydro projects in the CDCF, including the application of the criteria recommended by the World Commission on Dams (WCD).  The issue that motivated this request was understood to be the European Union’s insistence on respect for WCD guidelines in hydro projects entering into its Emission Trading Scheme.  The Advisory Group took note of the broad policy convergence between the World Bank and the WCD, as well as the existence of some policy differences that have led to the Bank’s position that it is not formally bound by WCD guidelines.  The Group concluded that the operational criteria of the CDCF avoid conflict between the Bank’s policy on hydro projects and the EU requirement; this is because the latter applies to projects of 20 MW capacity or more, whereas hydro projects in the CDCF are below that limit.  Furthermore, the Group was given to understand that a new development in Bank policy, that allows a host country to apply its own environmental and social safeguards, does not carry the risk of a deterioration of standards applied to hydro projects in the CDCF.

VI.
Business plan and prospects, FY 2006 (1 July 2005 – 30 June 2006)

17. The Advisory Group reviewed a draft business plan for FY 2006 in May 2005.
  The main features attracting comment were:

a) the challenge of responding to the high capitalization of the First Tranche within a shrinking time frame, as 2012 approaches;

b) the consequently high level of ambition in portfolio and pipeline development targets (about 70 projects to be developed, compared with 30-35 in FY 2005) and the need to strengthen staff capacities to deliver this result;

c) the attraction of opportunities to leverage CDCF activities by building on World Bank lending programmes; and

d) the difficulty of maintaining costs of emission reductions at USD 7 per ton or less, in the face of rising market prices, sustained transaction costs and the persistent weakness of the US Dollar.
18. While encouraging the FMU in its determination to rise to these challenges, the Group urged the FMU to report regularly on progress towards its targets.
19. Paradoxically, the prospect of unprecedented portfolio growth in the next few years has to be juxtaposed with the expectation of the FMU that demand for the Second Tranche will be significantly lower than that for the First Tranche, on account of the difficulty of generating new projects that will provide a substantial flow of emission reductions before 2012.  The Advisory Group concurs with this assessment.  It hopes that multilateral negotiations in the period ahead will provide assurance regarding the value of carbon assets beyond 2012, thus boosting demand for the CDM, and consequently for the CDCF and other carbon funds.

 Annex I:  Project portfolio data

Table 1: CDCF Portfolio as of 7 June 2005
	Project

Bold = Least Developed Country; 

* = Project may exceed small-scale limit
	Description
	Indicative 

ERPA ERs 

(tCO2-e)

	ERPA Signed 
	
	

	Honduras:  La Esperanza Hydro umbrella by CABEI
	To install 12.7 MW run-of-river hydropower plant.  
	310,000

	Argentina:  Olavarría Landfill Gas Recovery
	Capture methane and CO2 generated at Olavarría municipal landfill and use the methane as a renewable source for supplying electricity to rural villages in the region
	131,000

	Peru: Santa Rosa bundled small Hydro
	Five small hydro projects in the Santa Rosa irrigation area (1MW)
	88,300

	Subtotal (ERPA Signed)
	
	529,300

	ERPA Terms Agreed
	
	 

	*Nepal: Biogas program for the animal husbandry sector in rural areas
	Commercial dissemination of 200,000 additional household biogas plants using animal wastes in rural Nepal between 2004 and 2009.
	1,000,000

	India: FaL-G brick units in micro sector
	200 brick production units based on FaL-G technology to save energy and N2O emission
	800,000

	Colombia: Rio Frio Waste Water Treatment
	Collect CH4 and N2O from waste water treatment plant of Rio Frio 
	350,000

	Moldova : Energy conservation
	Improve quality and efficiency in the supply and distribution of heat in over 115 public buildings in 12 municipalities. 
	550,000

	India: VSBK Kiln Cluster Project
	Use energy efficient technology for fired clay brick production, saving 30% in coal consumption  
	340,000

	*Guyana: Skeldon Bagasse Cogeneration Project
	Use bagasse as fuel to provide a sugar factory with high thermal efficiency and export excess electricity to the national grid
	674,875

	Subtotal (ERPA Terms Agreed)
	
	4,244,175

	CFD Approved 
	
	

	India: Karnataka Municipal Water Pumping Improvements 
	Reduce the energy required for water service delivery in six municipalities in the State of Karnataka in Southern India
	250,000

	Uganda: Mt. Elgon Small Hydro 
	Build 3.2 MW and 3.3 MW small hydro facilities to provide reliable power to areas that are not grid-connected to displace diesel fuel, as well as kerosene and fuel wood use
	248,500

	Philippines: Laguna De Bay Watershed Community Carbon Project
	Increase carbon sinks and mitigate GHG emissions through small-scale projects in Laguna de Bay watershed
	384,000

	*Uganda: Kampala LFG-to-Energy project
	Capture methane from the landfill site of the City of Kampala and combust it to generate 1.3 MW electricity that will be connected to the grid 
	493,050

	South Africa: Bethlehem 3.6MW hydro
	Generate electricity from two separate sites of 3.9 MW Independent Power Plant in Free State 
	200,000

	Total (CFD Approved)
	
	5,819,725


Table 2: Outreach to Priority Countries and Sub-Saharan Africa 

	A
	B
	C
	D

	Portfolio: Number of CFDs Approved

	Total
	In priority countries
	In Sub-Saharan priority countries
	Elsewhere

	14 (100%)
	6 (42.9%)
	2 (14.3%)
	8 (57.1%)

	Indicative ERPA Value of CFDs Approved (in million USD)

	Total
	In priority countries
	In Sub-Saharan priority countries
	Elsewhere

	27.57 (100%)
	15.11 (54.8%)
	3.71 (13.5%)
	12.46 (45.2%)

	Pipeline: Number of PINs Approved

	Total
	In priority countries
	In Sub-Saharan priority countries
	Elsewhere

	36 (100%)
	17 (47.2%)
	9 (25.0%)
	19 (52.8%)

	Indicative ERPA Value of PINs Approved (in million USD)

	Total
	In priority countries
	In Sub-Saharan priority countries
	Elsewhere

	93.44 (100%)
	38.60 (41.3%)
	21.57 (23.1%)
	54.84 (58.7%)

	
	
	
	

	B + D = A.   C is a sub-set of B
	
	


Figure 1: Technological distribution of CDCF portfolio
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Figure 2:  Geographical distribution of CDCF portfolio
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Annex II

Advice on project criteria for the Second Tranche of the CDCF

At its meetings in Agra, India (13-14 March 2005) and Cologne, Germany (9-10 May 2005), the Advisory Group considered project criteria for Tranche 2 of the CDCF, on the basis of those adopted for Tranche 1.  It conveyed the following advice to the Trustee, consistent with the Instrument:

1.
No changes are needed in the project selection criteria applied to Tranche 1.  

2.
The project portfolio criteria for Tranche 2 should continue to reflect the core CDCF objective of delivering independently verifiable community benefits to poor people in developing countries.  The criteria should encourage a geographically diversified project portfolio and promote special efforts to generate projects in least developed and other poor developing countries (hereinafter “priority countries”), particularly those located in sub-Saharan Africa.

3.
The definitions of countries that are eligible to host CDCF projects, and of the priority countries among them, should be maintained as for Tranche 1, with the additional requirement that host countries be Parties to the Kyoto Protocol to the UNFCCC.  The Advisory Group understands that the bulk of CDCF assets will be placed in countries located in Africa, Asia and the Pacific and Latin America and the Caribbean.

4.
The criteria regarding the geographical distribution of CDCF projects should be modified as follows for Tranche 2:

a) The limitation of assets in any one country to 10 per cent of the tranche total should be maintained as a general aim but not applied in the case of priority countries.

b) The “best endeavour” target for the placement of assets in priority countries should be increased from 25 per cent to 40 per cent of total tranche assets.

c) Within this target, a new target should be set for the placement of assets in priority countries in sub-Saharan Africa, at the level of 15 per cent of total tranche assets.

d) Both the latter targets are to be considered as minima that may be exceeded.

5.
The criterion of giving preference to small-scale projects, as defined for the Clean Development Mechanism of the Kyoto Protocol, should be maintained for Tranche 2.  The Advisory Group notes that, in applying this criterion, it could be beneficial to group several small projects in programmes, so as to enhance management efficiency and reduce transaction costs, even though the aggregate size of such programmes might exceed the small-scale definition.  It further notes that the achievement of the objectives of the CDCF may be advanced by the inclusion in Tranche 2 of projects of somewhat larger scale in priority countries, especially in sub-Saharan Africa.

6.
The Advisory Group continues to believe that there is a large potential for small-scale afforestation and reforestation projects in the CDCF and that these can be particularly attractive for poor rural communities, such as are typical of sub-Saharan Africa.  Recognizing however the political and institutional uncertainties attached to marketability of emission reductions emanating from such projects, the Advisory Group concludes that their inclusion in Tranche 2 should remain subject to the specific approval of the Participants.

Annex III

Advice on sequestration projects in the CDCF

At its meeting in Agra, India (13-14 March 2005), the Advisory Group responded as follows to the request by the Participants’ Committee for advice on the inclusion of sequestration projects in the CDCF portfolio:

1.
The Advisory Group continues to believe that there is a large potential for small-scale afforestation and reforestation projects (sequestration projects) and that these can be particularly attractive for poor, rural communities, such as are typical of sub-Saharan Africa.  In addition to generating emission reductions (ERs), these projects can produce community benefits such as reliable additional income for rural populations and communities, job opportunities, watershed maintenance, sustainable sources of fuel-wood, restoration of biological diversity, protection against soil and coastal erosion, and rehabilitation of degraded land.

2.
The Group recognizes that these projects are subject to specific uncertainties, including the possibility that the EU may decide in 2006 to maintain its current ban on ERs from sequestration projects in its Emissions Trading Scheme (ETS) and risks arising from the impermanence of ERs and the consequent need for their replacement.

3.
The Group has been advised by the World Bank that the distribution of sequestration ERs only to Participants that would explicitly consent to receiving them would have significant legal complexities.

4.
The Group concurs with the proposal made by a Participant at the Buenos Aires meeting of the Participants Committee (December 2004) to include one or two pilot sequestration projects in the CDCF.  These projects would permit the FMU to test methodologies.  They would also enable Participants to judge the merits of including afforestation and reforestation projects in the CDCF in the future, whether as freestanding projects or as components of mitigation projects.  Moreover, experience from the pilot projects might provide useful input to the decision by the EU in 2006 on the inclusion of sequestration projects under the ETS.  A view was expressed that the pilot projects should be integrated with mitigation projects, to enhance their community benefits.

5.
Given the relevance of such projects to conditions in sub-Saharan Africa, the pilot projects could be located in that region. 
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� Resigned in May 2005


� Replaced Nasser Munjee in November 2004.


� Resigned in May 2005


� AG and PC members visited a Vertical Shaft Brick Kiln project in Orchha.  AG members present in Buenos Aires in December 2004 (see para. 5) were able to join PC members in a visit to the Olavarría Landfill Gas project.


� The portfolio includes projects with Emission Reduction Purchase Agreements  (ERPA), ERPA Terms signed, or Carbon Finance Documents (CFDs) approved


� The pipeline includes projects with Project Idea Notes (PINs) approved and CFDs under preparation.


� See Annex II.


� The current pipeline includes projects in Brazil that would well exceed the 10 percent ceiling if fully implemented within the CDCF.  However, the FMU confirms that the share of the CDCF portfolio allocated to projects in Brazil will respect the 10 percent guideline.


� These projects are flagged in Annex I.


� The AG included views on this matter in its advice on Second Tranche criteria.  See Annex II.


� CDCFplus is the project support arm of the CDCF and its primary vehicle for strengthening a deal flow in CDCF priority countries 


� The definitive business plan and budget were due to be completed in early June 2005, one month ahead of the Annual Meeting of Participants.
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