PCF IMPLEMENTATION NOTE Number 2

Working with Established Intermediaries to Support Small Economies and Small Projects

In line with its commitment to demonstrate investments under the Kyoto Protocol’s Clean Development Mechanism and Joint-Implementation mechanisms, PCF can only invest in specific projects. Project selection criteria are defined in broad terms in the Information Memorandum and PCF Instrument. Moreover, the Participants Committee must review each individual project and has the right of veto at an early  stage in the project concept. However, these PCF operational requirements do not restrict the PCF from investing in specific projects through local and regional market aggregators of deals eligible for PCF financing. PCF’s Participants Committee would still review ex ante each project from which PCF expects to obtain ERs. 

During 1999, considerable thought was given to the market development challenge posed in trying to provide opportunities for small economies and small disaggregated projects to cost-effectively achieve emissions reductions for trade under Articles 6 and 12. Without efficient aggregation and intermediation for small but potentially attractive projects, high transaction costs and risk will limit access to the emerging market.  The option was raised for PCF to help create or to support existing local and regional so-called “baby” carbon funds. This evolution in thinking has provoked considerable interest and debate.

This note is intended to obtain feed back from Participants as to the feasibility and desirability of adopting an approach such as described here. Is this approach to portfolio development likely to be helpful in fulfilling PCF’s objectives? If so, to what extent portfolio-wide? Should the PCF invest in specific projects through such financial intermediaries, such as established funds active in local and regional markets? This note examines the potential advantage, disadvantages and a proposed way forward; if Participants consider that this is a useful approach then the internal legal implications would of course need to be examined also. 

Thinking about how PCF would work through financial intermediaries

Discussion about working through financial intermediaries, and on the “baby” fund option, has centered on several key design parameters. These include:

· PCF would catalyze “baby” funds or established funds and other financial / project intermediaries to enter into the emission reduction generation business by negotiating irrevocable purchase agreements on specified terms and conditions to buy ERs from specific projects in which such intermediaries would invest;

· PCF purchase would be conditional on such intermediaries having followed all of the modalities for achieving high quality ERs that are required for PCF direct project investments (e.g. baseline determination and validation, monitoring and verification, environmental and social due diligence and application of Bank Group safeguard policies);

· PCF would pay only on delivery of ERs, with the exception of expenditures incurred in project preparation and negotiations;

· PCF may help mobilize other financing both for the provision of debt and equity for the baseline component of individual projects, as well as additional co-financing of ER purchases;

· Such funds would serve to aggregate emission reductions to the level enabling PCF purchase (i.e. 2% of Fund capitalization) small-scale renewable energy and efficiency technology projects to make them competitive in delivering ERs to the emerging market. 

· Funds would be managed by established private sector intermediaries and may be advised or overseen by a combination of public and private sector representatives;

· During project preparation and early implementation, PCF would ensure training and project sponsor awareness of required PCF modalities for achieving fully conforming ERs for PCF purchase.

Advantages and Disadvantages of Working Through Project / Financial Intermediaries

This section lists the advantages and disadvantages that have been foreseen by discussants of this option for PCF portfolio development. They include issues related both to PCF catalyzing new “baby” funds, as well as assisting established intermediaries and market aggregators to add the creation and sale of emission reductions to their ongoing businesses.

Advantages seem to include that they:

· enable small developing countries, small island states, and small-scale rural energy supply and demand-side management projects potentially to benefit from the emerging market for carbon offsets;

· allow PCF to demonstrate how CDM can contribute to the sustainable development in  the majority of developing countries which, compared to India and China and a few others, have modest energy economies and, without additional measures, may have  limited capacity to benefit from the market in emissions reductions;

· could build market capacity for sustained longer term supply of high quality ERs compared with PCF direct project investment which is limited to a single project and its local demonstration impact;

· increase PCF’s capacity building and market development leverage by providing an opportunity to invest in more countries than its direct investment limitations would otherwise permit;

· reduce price and quality risk for PCF participants as PCF would only pay on delivery of ERs that fully conform to the pre-negotiated modalities for quality control and PCF eligibility criteria.

· keep the price of emissions reductions comparable to large-scale direct investments by selecting deals through a process of competitive bidding which would result in PCF financing the lowest cost conforming bids from project sponsors to supply PCF conforming ERs.

Disadvantages seem to include that:

· where PCF would seek to help create new “baby” funds, reaching agreement on the fund structure, ownership and management arrangements, and procuring the services of a proven private sector intermediary, may take much longer than conventional direct project investment.  This could lead to a substantial risk that PCF funds would not be placed in individual projects before the end of the investment phase (July 2003);

· it may not be possible to lower significantly transaction costs for small projects even when dealing through local intermediaries at local prices for fund administration, and such small-scale investments could be inherently more costly, especially in renewable energy;

· given the limited scale of PCF support for purchase of ERs via funds of financial / project intermediaries, PCF’s presence may create unfulfillable expectations which, in the end, cause as much damage to market development as good;

· the political complexity of multi-country funds which seek to accommodate the varied and unique aspirations of many political administrations as well as differing potential to supply cost-effective emissions reductions quickly could greatly complicate PCF implementation;

· use of established intermediaries may reduce the direct exposure of Participants to the experiences with projects and lead to reduced learning from project activities as compared to direct investment in projects;

· PCF may find itself in disputes with local and regional fund managers on issues of conformity with modalities to achieve PCF-specified quality ERs that could be damaging to the reputation of the Bank and Participants.

Risk Mitigation

Given these many advantages it is worth exploring the option of supporting some kinds of project / financial intermediation to efficiently aggregate small deals for bundling and delivery of competitive high quality emissions reductions.  However, in order to avoid the obvious pitfalls of this form of PCF deal, certain provisions are required. These include:

· Focussing almost entirely on contracting with and training well-established intermediaries as market aggregators for either or both small-scale renewables and energy efficiency projects as opposed to helping create new intermediation capacity for this purpose;

· Limiting exposure in line with perceived degree of risk by reducing the obligation to buy ERs over time if PCF-grade investments are not being identified and developed in a timely manner, especially for any new or relatively unproven market-based mechanism and intermediary (e.g. 50% reduction in obligation to buy after one year, 100% after two years, if not qualified investments are made);

· Limiting the overall exposure of the PCF to the risks of new and unproven fund mechanisms to no more than 15% of the total PCF portfolio, as opposed to helping create ancillary emission reduction businesses within financial / project intermediaries with good track records in a market segment;

· Implement the use of established intermediaries in a phased manner consistent with the experience gained in early projects involving established intermediaries; and

· Use the PCF’s Fund Management Committee and Participant’s Committee as an informal sounding board upstream of any proposal to have the Committees approve a project concept proposing a local or regional intermediary to present an emission reduction proposal for consideration.

PCF management would of course review each idea for support for intermediation on its merits with a view to focus on those most likely to maximize benefits and minimize risks in fulfilling PCF’s objectives and achieving value for Participants. 
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