FROM: The President

Second Report on the Implementation of the Prototype Carbon Fund

and

Proposed Amendments to the Instrument Establishing the Fund

A.
Background

1.
On July 20, 1999, the Executive Directors of the International Bank for Reconstruction and Development (“IBRD”) approved Resolution 99-1 authorizing the establishment of the Prototype Carbon Fund (“PCF”).  Management agreed at that time that semi-annual reports on lessons learned by the PCF would be provided to the Executive Directors. 

2.
 This is the second semi-annual report to the Executive Directors.
 This report has been delayed to March 2001 to accommodate the necessary review and agreement by PCF Participants to the amendments to the PCF Instrument which are proposed for approval: (1) to adjust the composition of the Participants Committee to reflect a higher proportion of Private Sector Participants in the Prototype Carbon Fund than was originally envisaged; and (2) to clarify that the PCF operations are subject to the Operational Policies of the World Bank Group (please see the Draft Resolution in Attachment 1). 
3.
Also for information, the FY01 Business Plan and Budget of the Prototype Carbon Fund is contained in Attachment 3.

B.
PCF Briefings to GEF Members and Parties to the UNFCCC

4.
On May 10, 2000, in consultation with Mr. El-Ashry, Chief Executive Officer of the GEF, PCF management provided the GEF Council members with a comprehensive report on the status of PCF implementation. In September 2000, the PCF Fund Management Unit organized a side event during the 13th meeting of the UNFCCC Subsidiary Bodies (SB-13). The PCF organized a similar side event in November at the Sixth Conference of the Parties to the UNFCCC (“COP-6”) in The Hague. At these events PCF staff presented the experiences gained thus far. Both side events were well attended and led to substantial follow-up discussion and increased use of the PCF web-site. PCF’s “lessons learned” have also been documented and made public through the PCF web-site at www.PrototypeCarbonFund.org.

C.
Progress with PCF Implementation

C.1
Second Closing and Final Status of Fund Subscription

5.
The Second Closing of the Fund occurred on October 31, 1999.  Two additional private sector Participants joined the Fund - Fortum from Finland and Rabobank from the Netherlands, bringing the number of Fund subscribers to six public sector Participants and seventeen companies. Final subscription to the PCF is US$ 145 million, US$ 35 million below the maximum Fund size. As per the PCF Instrument, the IBRD as PCF Trustee may, at any time and with the approval of Participants, solicit voluntary supplementary contributions from Participants provided however, that the aggregate amount of contributions to be made to the Fund (including the voluntary ones)  does not exceed the revised US$ 180 million maximum size, approved by the Executive Directors in May 2000.

C.2
Meetings of Participants and Host Countries

6.
Since May 2000, the PCF has held: four Participants Committee meetings (June 2000, September 2000, November 2000, and February 2001); one Annual Meeting of the Participants (June 2000); one Technical Advisory Group meeting (September 2000); and two Host Country Committee meetings (June 2000 and February 2001). At the Annual Participants meeting in June, the FY01 Budget was approved (see Attachment 3), along with a contingency financing plan. Pursuant to the PCF Instrument, Participants also agreed to make a performance-linked payment to the IBRD, reflecting what they called “the excellent performance of the Prototype Carbon Fund (…) since its commencement of  operations”. The PCF’s governance structure appears to operate effectively and efficiently in serving PCF’s mandate. During this intensive series of meetings, it was apparent that joint meetings of the public and private sector Participants with Host Country representatives on policy and project related matters have high value. The PCF’s annual and periodic meetings have been restructured in order to facilitate more interaction between these groups.

C.3
Refinement of PCF Operational Modalities and Procedures

7.
COP-6 Outcomes. Prior to CoP-6 meeting in The Hague, in November 2000, PCF Participants and management expected that agreement on the guidelines, modalities and procedures for the flexible mechanisms of the Kyoto Protocol, would lead to a set of final adjustments to PCF policies and procedures, to ensure that PCF operations were in compliance with the requirements for Article 6 (“Joint Implementation” or “JI”; projects in countries with economies in transition) and Article 12 (the “Clean Development Mechanism” or “CDM”; projects in developing countries) of the Kyoto Protocol. However, the Parties to the UNFCCC were unable to reach an agreement in November 2000, and negotiations were suspended until Summer 2001, when COP-6 will resume. In the meantime, PCF Participants requested the PCF’s Fund Management Unit to review the implications for the PCF of the current drafts of the Decision Texts. Discussions with Participants of the analysis by PCF staff of these implications took place in February, 2000, in Washington DC. It was agreed inter alia that in the interim, the risks and uncertainties for PCF financing had actually increased. Hence, while negotiations among the Parties to the UNFCCC continue, PCF management will closely follow these negotiations, analyze plausible outcomes, and systematically alert Participants to the risk that greenhouse gas emissions reductions generated by PCF Projects may not meet the future requirements of JI and CDM, and, therefore, may not be able to be used by PCF Participants to meet their greenhouse gas emission reduction obligations under the Kyoto Protocol. For example the current negotiating text includes a number of options for the interpretation of “additionality” which would directly affect the establishment of baselines for PCF Clean Development Mechanism projects.  Notes on these issues are available on the PCF website.

8.
PCF Implementation Notes. The PCF’s Fund Management Unit has prepared and refined a series of PCF Implementation Notes, building on the experience gained from the development and negotiation of the first PCF project (the Liepaja Solid Waste Management project in the Republic of Latvia) and from the preparation of a large number of other projects from which the PCF will possibly purchase greenhouse gas emission reductions. It is intended that these PCF Implementation Notes will guide PCF operations on matters such as pricing policy, portfolio development, and preparation and validation of baselines to achieve environmentally credible greenhouse gas emissions reductions
. In addition, the PCF Implementation Notes are part of the effort to share publicly the knowledge gained by the PCF; they can be found in the public domain of the PCF website at www.PrototypeCarbonFund.org.

C.4
PCF Projects and Portfolio

9.
Project pipeline. From only a few potential projects under serious consideration in May 2000, the PCF is now confronted with a large number of high-quality project proposals. The current pipeline extends to all regions of the world, covers a large variety of climate-friendly clean technologies in more than 30 projects, and comprises over US$ 300 million in proposed greenhouse gas emissions reductions financing.  In the Latin America and Caribbean region alone, proposals for PCF financing exceed US$ 100 million in possible purchases of greenhouse gas emission reductions. The PCF is modest in scale – originally designed to undertake only 10-15 projects globally – and established with the objective, inter alia,  to share with the Parties to the UNFCCC and other interested parties the knowledge gained in the course of Fund operations during the period when the guidelines, modalities and procedures that will govern JI and CDM are being negotiated.  It has now become apparent that, for governments and key local stakeholders, undertaking the first greenhouse gas emissions reductions purchase transaction can be a very powerful capacity building experience. 

10.
In the face of excess demand for PCF financing, the Participants Committee reviewed and agreed to the PCF's revised portfolio strategy. Instead of achieving PCF portfolio's objectives for regional distribution by dollar volume of ER purchases, regional distribution objectives will now be achieved through numbers of projects. As a result, the portfolio will now contain a greater number of projects (about 25-35) which will be smaller in dollar size. The positive outcome of this shift is that it will allow PCF to further diversify its learning experience by country and by technology. Commitment was also made to support: purchases of greenhouse gas emission reductions from small-scale distributed photovoltaic power in such applications as rural households; and transport energy efficiency technologies to demonstrate how PCF financing can simultaneously support climate change mitigation and air quality improvements in cities. Finally, given that renewable energy projects dominate the current pipeline, Participants urged that adequate support be given to energy efficiency and fuel switching measures in the pipeline. 

11.
Latvia's Liepaja Solid Waste Management project was the first PCF project to reach the appraisal and negotiations stage. Technical discussions for both the IBRD’s  underlying project and the PCF component, took place during the week of April 10, 2000. The underlying project was approved by the Board on September 14, 2000.  Both the Loan Agreement for the underlying project, between the Republic of Latvia and the IBRD, and a “Emissions Reduction Purchase Agreement” (“ERPA”) for the PCF component, were signed on December 19, 2000.  Because the Republic of Latvia is included in Annex I to the Kyoto Protocol, the project is considered to fall within the scope of Joint Implementation. The project allowed the PCF to pioneer the first baseline validation protocol. Experience in having the Liepaja Solid Waste Management project’s baseline and “Monitoring and Verification Protocol” validated by an independent third party, allowed the PCF Fund Management Unit to prepare a preliminary validation manual. All documentation developed for the Latvia project is now published on the PCF’s website. Website user statistics indicate that this information is in frequent use by the private sector and other stakeholders.

12.
Advanced Preparation. In addition to the project in the Republic of Latvia, three projects have been approved for advanced preparation by the Fund Management Committee and cleared by the Participants Committee: Jamaica, Morocco, and Uganda. Six prospective projects in the pipeline are expected to be presented to the Participants Committee for review and clearance in June, 2001, including technologies such as fuel-switching, small scale crop-residue power and small run of river hydro. Fully-executed ERPAs are expected from as many as three of these operations by the end of Summer 2001. 

C.5
Communications and Outreach

13.
Consultations. In adopting processes to achieve high quality greenhouse gas emissions reductions, the PCF Fund Management Unit has been working closely with UNFCCC Secretariat staff, consulting researchers and NGOs, and responding to requests for consultations from policy analysts and negotiators from among the Parties. In response to these requests, the PCF Fund Management Unit prepared and published in the PCF website in advance of COP-6 a note on lessons learned from PCF implementation. Among the most important findings so far is that the transaction costs of complying with the emerging guidelines, modalities and procedures for JI and CDM under the Kyoto Protocol put small scale power and energy efficiency measures, and hence small countries, at a large disadvantage. Many renewable energy technologies also appear to be adversely affected by the emerging guidelines. PCF’s experience suggests that there should be concern about the general complexity and number of transactions required to achieve environmentally credible greenhouse gas emissions reductions; this complexity might reduce the level of private investment that could otherwise be generated in  developing countries in cleaner technologies with important local and climate benefits.

14.
The PCFplus Program was launched to supplement the work of the PCF in the areas of outreach, research, and training. The program draws on interest income of trust funds from Canada, Finland and Sweden administered by the IBRD. A primary objective of PCFplus Program is to build capacity of Host Countries to realize opportunities in the evolving market for carbon. Outreach and training to Host Countries is achieved through PCFplus funding for pre- and post-negotiations workshops and other Host Country workshops where training is provided on aspects of CDM and JI design and implementation. In addition, from April 2001 onwards, the PCFplus Program will support a Kyoto Protocol training specialist in WBI to implement training activities during Host Country workshops and assist in the dissemination of practical lessons learned from PCF implementation. 
15.
PCFplus Fellowships. The PCFplusProgram supports fellowships for Host Country representatives and for NGO members of the PCF’s Technical Advisory Group from developing countries and countries with economies in transition. Fellows come to Washington, DC to work with the PCF’s Fund Management Unit. A stipend and expenses are provided and Fellows agree to contribute to a review of aspects of the Kyoto Protocol relevant for their own country’s implementation of the Kyoto Protocol or to PCF implementation, or to work on specific PCF operations. Because of the large amount of interest, this fellowship program is booked almost a year in advance already. A parallel PCF Participant fellowship program is also well underway; however, Participants provide their own funding for the duration of their stay with PCF.
D.
Proposed Amendments to the PCF Instrument

16.
This section outlines the context and justification for the proposed amendments to the Instrument establishing the PCF: (1) to adjust the composition of the Participants Committee to reflect a higher proportion of Private Sector Participants in the Prototype Carbon Fund than was originally envisaged; and (2) to clarify that the PCF operations are subject to the Operational Policies of the World Bank Group (please see the Draft Resolution in Attachment 1). 
17.
In compliance with the Instrument Establishing the Prototype Carbon Fund, the first of these proposed amendments has received prior unanimous consent from Participants at their meeting of June 2000 (see Resolution No. PM 2000-9 in Attachment 2); the second proposed amendment does not require such consent, as it is deemed not to adversely affect the rights of any Participant.

18.
Composition of the Participants Committee. Under the terms of the current PCF Instrument, the size of the Participants Committee will have to be reduced from 7 to 5 members after its first term, expiring in June 2001. The Instrument also stipulates that the Participants Committee will be comprised of three private sector and two public sector representatives in its second term, with the ratio alternating each year thereafter. At their first annual meeting, Participants indicated that they wished to retain the committee’s size at the higher level of seven members due to the much larger-than-anticipated number of PCF Participants. Moreover, they felt that it should be left to them to decide which constituency should be in the majority in any term. Accordingly, they passed a resolution to this effect (Attachment 2) and requested the Bank’s management to propose to the Executive Directors that these changes to the Instrument be made before the second annual meeting of the Participants. 

19.
Bank Group Operational Policies.  At its design stage, it was envisaged that  the PCF would largely have to support and build on projects from the World Bank’s portfolio, and that only a few projects would originate from third party private and public sector project sponsors with neither IFC nor IBRD underlying projects. As it turns out, a significant proportion of the PCFs’s portfolio can now be composed of the latter category.  For IFC to supply environmental and social review service to the PCF would increase the level of quality assurance for these private sector PCF operations. However, requiring IFC sponsored PCF operations to comply with IBRD (as opposed to IFC) policies and procedures, makes IFC’s participation in the PCF impracticable. Similarly, the IFC has agreed in principle to undertake environmental and social review for PCF third-party private sector projects. Again, making it possible for IFC to supply this environmental and social review service would increase the level of quality assurance for these private sector PCF operations. 

Recommendation:

20.
I recommend that, in the light of the foregoing, the Executive Directors adopt the Resolution provided in Attachment 1 to this memorandum, amending the Instrument Establishing the Prototype Carbon Fund.







James D. Wolfensohn







President







By Shengman Zhang

Attachment 1

INTERNATIONAL BANK FOR RECONSTRUCTION AND DEVELOPMENT

DRAFT RESOLUTION NO. [________]

ON CHANGING THE COMPOSITION OF THE PARTICIPANTS COMMITTEE AND ON CERTAIN OTHER AMENDMENTS TO THE 

INSTRUMENT ESTABLISHING THE PROTOTYPE CARBON FUND 

WEREAS in accordance with Section 15.3 of the Instrument Establishing the Prototype Carbon Fund set forth in Resolution No. 99-1 and amended by Resolution No.2000-1 ("the Instrument"), the Instrument may be amended by the Executive Directors of the International Bank for Reconstruction and Development ("IBRD") with the prior unanimous consent of Participants; 

WHEREAS Participants in the Prototype Carbon Fund by Resolution No. PM 2000-9 of their meeting of June 28, 2000, have given prior unanimous consent to amend the Instrument in accordance with the terms set forth in that resolution;

WHEREAS in accordance with Section 15.3 of the Instrument, the Instrument may also be amended by the IBRD as trustee of the Prototype Carbon Fund, without prior notice to or consent from any Participant, if such amendment is (i) to supply any omission, or cure, correct or supplement any manifest error or ambiguous, defective or inconsistent provision hereof, or (ii) for any other purpose which does not adversely affect the rights of any Participant; provided, that all Participants are notified of any such amendment within 15 days after the effective date of such amendment;

NOW THEREFORE IT IS HEREBY RESOLVED AS FOLLOWS:


The Executive Directors hereby amend the Instrument in the manner provided in Annex I to this Resolution.

Attachment 1 (cont.d)

ANNEX I to Resolution [_________]

Amendments to the Instrument Establishing the Prototype Carbon Fund

1.
The following provision is deleted from Article I, Definitions:
40) "Operational Policies and Procedures” means those polices and procedures included within the IBRD's Operational Manual from time to time;".

2.
Article I, Definitions: provisions 41-64, are renumbered as 40-63.

3.  
The following provision is included in Article I, Definitions:

"64)
"World Bank Group Operational Policies and Procedures” means the environmental and social operational policies and procedures of the institution of the World Bank Group which conducts the environmental and social review of the Project and which are in effect at the time of such review and the operational policies and procedures of the IBRD in other areas.". 
4.
Section 3.4 is replaced to read as follows:

 "Section 3.4.
Compliance with IBRD'sWorld Bank Group Operational Policies and Procedures.  The operations of the Fund shall comply with the World Bank Group Operational Policies and Procedures of the IBRD, except to the extent that such operational policies and procedures may be inconsistent with the guidelines, modalities and procedures adopted by the Parties to the UNFCCC regarding the procurement of services by Independent Third Parties, in which case the latter shall govern.".

5.
Paragraph b) of Section 5.1, Participants' Meetings, is replaced to read as follows:

"b)
reviewing and approving by two-thirds majority of the votes of the Fund any amendments to the Project Selection Criteria or the project Portfolio Criteria, other than amendments that in the Trustee's opinion are merely technical in nature; provided, that any such amendment shall be consistent with theWorld Bank Group Operational Policies and Procedures of the IBRD in the opinion of the Trustee and otherwise acceptable to the Trustee;".

Attachment 1 (cont.d)
6.
Paragraph (a) of Section 6.1, Participants' Committee, is replaced to read as follows:

"(a)
At the organizational Participants’ meeting, the Participants will establish a Participants’ Committee, which shall be comprised of seven members during its first term and five members thereafter.  The members of the Participants’ Committee shall be officers, directors, employees or officials of Participants; provided, that not more than one member shall be a representative of the same Participant.  The members of the Participants’ Committee shall be elected by majority vote of the votes cast at a Participants’ meeting.  At the organizational Participants’ meeting, the Participants shall elect members of the Participants’ Committee for a term running from such meeting to the date of the second annual Participants’ meeting.  At the second annual Participants’ meeting and at each annual Participants’ meeting thereafter, the Participants shall elect members of the Participants’ Committee to be members until the next succeeding annual Participants’ meeting.  The Participants’ Committee shall elect one of its members to serve as chairperson until such time as such member has ceased to be a member of the Participants’ Committee or until such member’s successor as chairperson has been elected.".

7. 
Paragraph (c) of Section 6.1, Participants' Committee, is replaced to read as follows:
"(c)
The Participants’ Committee elected at the organizational Participants’ meeting shall be comprised of four members who are officials of Public Sector Participants and three members who are officers, directors or employees of Private Sector Participants. The Participants’ Committee elected at the second annual Participants’ meeting shall be comprised of two three members who are officials of Public Sector Participants and threefour members who are officers, directors or employees of Private Sector Participants.  Thereafter, the representation of Public Sector Participants and Private Sector Participants on subsequent Participants’ Committees will alternate annually between twothree and threefour members, respectively, unless the Participants shall decide unanimously to adopt an alternative procedure.".

8.
Section 8.8, Fund Management Unit, is replaced to read as follows:

"Section 8.8.
Fund Management Unit.  A Fund Management Unit shall be established by the Trustee. The Fund Manager shall head the Fund Management Unit as the chief executive officer and shall have overall responsibility for the day-to-day operations of the Fund, including, without limitation: (i) overseeing the operations of the Fund Management Unit, including the selection of its staff; (ii) representing the Fund’s interests at international fora and maintaining contact with Participants and Recipients; (iii) overseeing the selection of Projects, reviewing Projects during their appraisal, implementation and operation, and negotiating Project Agreements; (iv) ensuring compliance with Project Selection Criteria and Project Portfolio Criteria; (v) seeking to ensure consistency, to the extent possible, of the Fund’s operations with the regulatory framework of the UNFCCC and the World Bank Group Operational Policies and Procedures; and (vi) collecting, organizing, managing and disseminating the knowledge and information obtained by the Trustee in the course of its operation of the Fund.".

9.
For ease of reference only, the deleted text has been included above and the changes made to the original text have been underlined. 

Attachment 2

PROTOTYPE CARBON FUND

PARTICIPANTS’ MEETING

June 28, 2000

Resolution No. PM 2000-9
Increase in Size of the Participants’ Committee

Whereas, the Participants consider it desirable that the composition of the Participants' Committee be adjusted to reflect a higher proportion of Private Sector Participants in the Prototype Carbon Fund than originally envisaged;

RESOLVED:

1.
THAT starting with the second annual Participants’ meeting, the size of the Participants Committee shall be set at seven members rather than five, as currently specified in the Instrument Establishing the Prototype Carbon Fund (the Instrument), by adding one member who is an official of a Public Sector Participant and one member who is an officer, director or employee of a Private Sector Participant;

2.
THAT for the election to be held at the second annual Participants’ meeting, the Participants’ Committee shall be comprised of four members who are officers, directors or employees of Private Sector Participants and three members who are officials of Public Sector Participants;

3.
THAT the Trustee is hereby authorized to submit an amendment to the Instrument, reflecting the decisions described in (1) and (2) above, for the approval of the Executive Directors of the International Bank for Reconstruction and Development and, if approved, to revise the Instrument accordingly;

4.
THAT a decision on whether to continue to alternate annually between majority representation by Public Sector Participants and Private Sector Participants on the Participants’ Committee following the second annual Participants’ meeting, as currently provided for in the Instrument, shall be taken by the Participants prior to or at such meeting.

Christina Reinhard
C:\DOCUME~1\wb104705\LOCALS~1\Temp\final_board_report_march2.doc
March 8, 2001 1:50 PM
� PCF’s “First Report Prototype Carbon Fund Implementation and Proposed Amendment to the Instrument Establishing the Prototype Carbon Fund” (May 4, 2000) is numbered R2000-69.


� During the reporting period the following PCF Implementation Notes were added: Implementation Note  No.5 "Price Formation In PCF Emissions Reductions Purchases," and Implementation Note No.6 "Preliminary Validation Manual." 








�PAGE \# "'Page: '#'�'"  �Page: 3��� This reads as if the Chairman made a proposal about the PCF.


�PAGE \# "'Page: '#'�'"  �Page: 5��� Have we received no-objections from GEF and Letters of Endorsement by Host Countries for these?  If no, we should not name names. Also, India has not even signed the Kyoto protocol (no is likely to acc. to David; that is serious issue…)
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