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Integrating the environmental dimension into development strategies, and recognizing the positive and neces-
sary role played by private companies and the business community in order to combine economic growth and
protection of the environment have been the starting point for the activities of the Ministry for the Environment
and Territory of Italy in the past few years.

Global climate change is undermining our ability to sustain the development gains made over the past
decades. The Intergovernmental Panel on Climate Change suggests that, no later than 2025-2030, carbon
dioxide emissions must be reduced by at least 50% compared with 1990 levels. An extraordinary effort in
terms of research and innovation is required to reduce the “carbon intensity” of the economy worldwide. This
cannot be achieved without a commitment by all countries to cooperate across borders in developing and
disseminating clean and efficient technologies.

In this perspective, carbon finance is emerging as a valuable tool to improve the viability of, and to catalyze,
clean technology investments. It is also tangible proof of our commitment to the concept of the “environment
as a driving force for development”.

The Ministry for the Environment and Territory of Italy views the Italian Carbon Fund (ICF) as a means to
promote the protection of the global environment, by leveraging substantial investment in clean technologies in
host countries, acquiring and disseminating carbon finance experience, while meeting some of our emission
reduction obligations in a reliable and economical way. And in the same spirit we are also partners with the
World Bank in the Community Development Carbon Fund and the BioCarbon Fund.

We are convinced that the ICF will promote and facilitate Italian industry’s engagement in the emerging carbon
market by providing knowledge about maximizing project-based opportunities for cost-effective acquisition of
emission reductions and clean technology transfer.

We will stimulate the direct participation of Italian industry in the ICF because we believe that the ICF provides
an economic and secure vehicle for acquiring emission reductions needed for compliance with international
and domestic greenhouse gas emission regulations.

Altero Matteoli,
Minister for the Environment and Territory of Italy




Letter from the World Bank

The ltalian Carbon Fund is a vote of confidence by the Ministry for the Environment and Territory of
[taly in the global carbon market and a resounding commitment to the reduction of climate-altering
greenhouse gas emissions.

The current level of investment in the Kyoto Protocol’s Clean Development Mechanism (CDM)—which
allows industrial countries to obtain greenhouse gas reductions from projects in developing countries while
promoting their sustainable development—is much lower than expected. The benefits to Organization for
Economic Cooperation and Development (OECD) companies and to beneficiary countries from Kyoto
Protocol mechanisms like the CDM could be significant in terms of lowering the cost of compliance with
regulatory regimes such as the European Union’s Emissions Trading Scheme and providing much need-
ed private investment, technology and know-how to developing countries in key economic sectors such
as infrastructure and power supply.

At this stage without World Bank involvement, little carbon finance would be likely to reach developing
countries. The threat that climate change poses to long-term development and the ability of the poor to
escape from poverty is of particular concern to the World Bank. The carbon finance activities of the Bank
are a natural extension of the World Bank’s mission to reduce poverty but with the added advantage that
it is based on fair trade of a new environmental commodity—*“carbon” or greenhouse gas emission
reductions.

The Ministry for the Environment and Territory of Italy is to be congratulated for its foresight in seeing the
potential of the carbon market and the CDM. Through the Italian Carbon Fund, private sector entities
would be able to assess the cost-effectiveness of buying emission reductions from projects in developing
and transition economies.

We see the role of the World Bank as helping to reduce risk and uncertainty for private investment in
greenhouse gas emission reductions in projects in developing and transition economies, and building the
capacity of emerging markets to meet these demands.

Ken Newcombe
Funds Manager and Senior Manager, Carbon Finance Business, The World Bank
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INTRODUCTION:

Climate change is emerging as one of the most
profound environmental threats to the human
future. Scientists predict that in the absence of
global action to reduce human-caused greenhouse
gas emissions—principally carbon dioxide from
burning fossil fuels—the average global tempera-
ture of the planet will increase by 1.4 to 5.8
degrees Celsius over this century, bringing with it
an increase in extreme weather events and radically
changing weather systems of drought and rain.

The United Nations Intergovernmental Panel on
Climate Change estimates that the steady warming
of the Earth’s surface temperature will lead to
falling agricultural production in tropical and sub-
tropical countries, especially in Sub-Saharan
Africa, where people are least able to cope in
terms of adjusting crops and cropping patterns.
Sea level rise associated with projected increases
in temperature could displace tens of millions of
people living in low-lying areas, such as the
Ganges and the Nile deltas, and could threaten
the very existence of some small island states.

Climate change will put new stresses on popula-
tions in the weakest economies and areas as they
try to resist the spread of vector-borne diseases
and are forced to move away from increasingly
marginal lands and habitat.

Reducing emissions of carbon dioxide and other
greenhouse gases in order to mitigate climate
change is therefore a key challenge facing the
international community. The Kyoto Protocol
(Protocol) and the European Union’s Emissions
Trading Scheme (ETS) provide an opportunity for
OECD countries to reduce greenhouse gas
emissions and at the same time help developing
and transition economies invest in environmentally
friendly technologies and infrastructure that will
contribute to their sustainable development.

The Kyoto Protocol

The Kyoto Protocol was adopted at the third
session of the Conference of the Parties to the
Convention (COP), held at Kyoto, Japan, on
December 11, 1997. Once entered into force, the
Kyoto Protocol will commit the Annex | countries
that will have ratified it, to individual targets to
limit or reduce their emissions, adding up to a
total cut of at least 5% from 1990 levels in the
“commitment period” 2008-2012. The individual
targets for Annex | countries are listed in the
Protocol’s Annex B, and range from an 8%
reduction for the European Union and several
other countries, to a 10% increase for Iceland.
The targets cover emissions of six main green-
house gases listed in the Protocol’'s Annex A.
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In order to enter into force, the Protocol must be
ratified (or acceded to) by 55 Parties to the United
Nations Convention on Climate Change including
Annex | countries accounting for 55% of carbon
dioxide emissions from this group in 1990. One
hundred and twenty-one nations and the European
Union had ratified or acceded to the Protocol as of
the time of printing of this document, representing
44.2% of the Annex | emissions. Ratification by the
Russian Federation would bring the share of Annex
| emissions beyond the 55% threshold and cause
the Kyoto Protocol to enter into force. The United
States, which accounts for about a quarter of the
world’s greenhouse gas emissions and over 35
percent of the Annex | emissions, has stated its
intention not to ratify the Kyoto Protocol.

The Mechanisms of the
Kyoto Protocol

The Annex | countries may meet part of their emis-
sion targets through the so-called “Kyoto mecha-
nisms”. Article 12 of the Kyoto Protocol defines a
Clean Development Mechanism (CDM) allowing the
issuance of Certified Emission Reductions (CERs)
for projects located in non-Annex | countries that
generate permitted reductions of greenhouse gas
emissions or sequestration of greenhouse gases.
Once verified and certified by a designated inde-
pendent entity, such emission reductions may be

used by Annex | countries to meet their quantified
emission limitation and reduction commitments.

The other two mechanisms envisaged by the
Kyoto Protocol—projects under Article 6 (Joint
Implementation) and Emissions Trading under
Article 17—allow an Annex | country to acquire,
respectively, emission reductions generated
through a project undertaken jointly with another
Annex | country and units of another Annex |
country’s quota of permissible emissions (Assigned
Amount Units), and to use these units for the
purpose of meeting its targets. The rulebook for
the implementation of the Kyoto mechanisms

is contained in the Marrakesh Accords, adopted
by the seventh session of the COP held in
November 2001 in Morocco.

The Marrakesh Accords allow for land use, land
use change and forestry projects to be eligible
under the CDM (for the first commitment period),
but limited these afforestation and reforestation
activities. COP 7 also agreed that an Annex |
country may account for emission reductions from
such CDM projects up to 1% of its base year. COP
9, held in December 2003 in Milan, Italy, resolved
some of the issues left pending from the previous
negotiations.



Accordingly, emission reductions from afforestation
and reforestation projects are allowed for up to 60
years subject to verification and certification of
continued storage of carbon every five years.

The Emissions Trading Scheme
of the European Union

Beyond the Kyoto Protocol, the European Union’s
Emissions Trading Scheme (ETS) is the single
largest greenhouse gas mitigation regime in the
world. In its pilot phase (2005-2007) the ETS
imposes a cap on carbon dioxide (CO,) emissions
of medium and large fixed sources, which amount
to about 45% of the total CO, emissions of the
European Union (EU). The second phase of the
ETS will be 2008-2012.

The ETS requires European Union member states
to set legally binding caps on carbon dioxide
emissions from facilities involved in energy activi-
ties, iron and steel production and processing,
cement, glass or ceramic production, or pulp,
paper or board production. The documents
which establish the liabilities of the individual
facilities covered by the ETS are the National
Allocation Plans which set individual emissions
caps and allowance allocations. Almost 15,000
EU facilities are covered by the ETS, about 2,900
of which are located in Italy.

The linking of JI and
CDM projects to the
European Union’s
Emissions Trading
Scheme is key to
reducing the costs
of compliance of
companies covered

by the ETS.

On April 21, 2004 the European Parliament
approved an amendment of the ETS which allows
for the linking between the ETS and the Kyoto
Protocol. The linking enables emission reductions
under the Kyoto Protocol’s Clean Development
Mechanism and Joint Implementation to be used
by companies for compliance in the ETS. The linking
of Jl and CDM projects to the EU’s Emissions
Trading Scheme is key to reducing the costs of
compliance of companies covered by the ETS.

The Carbon Finance Business of
the World Bank

With the benefit of a rewarding partnership with six
governments and 17 private companies, the World
Bank has played a pioneering role in developing
the market for greenhouse gas emission reductions
through the Prototype Carbon Fund (PCF).
Operational since 2000, the PCF’s mission is to
pioneer the evolving carbon market while promoting
sustainable development and offering a learning-
by-doing opportunity to its stakeholders.

In 2002, the Bank expanded this effort in partner-
ship with the Ministry of Environment of the
Netherlands, with the launch of the Netherlands
Clean Development Mechanism Facility (NCDMF),
which purchases greenhouse gas emission
reductions from projects in developing countries.
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Following initial consultations with the United

Nations Framework Convention on Climate
Change (UNFCCC) secretariat and the International
Emissions Trading Association (IETA), in March
2003, the World Bank established the Community
Development Carbon Fund (CDCF) with the

dual objective of purchasing and facilitating

the generation of high-quality greenhouse gas
emission reductions from small-scale projects
which also reduce poverty and improve the quality
of life of local communities in poorer countries
and areas of the developing world. The CDCF is
intended to extend the reach of carbon finance
and the Clean Development Mechanism

to developing countries that would otherwise be
potentially excluded from their benefits.

The World Bank launched the BioCarbon Fund in
November 2003 to provide an opportunity to chan-
nel private capital to pilot projects that sequester
and conserve greenhouse gases in forest and
agricultural ecosystems. Currently, the market is
bypassing opportunities to remove carbon dioxide
from the atmosphere through sustainable land
management, agriculture, and forestry—including

forest restoration for biodiversity conservation—
and is therefore missing an opportunity to increase
financial support for the rural poor through sustain-
able natural resource utilization. Ultimately carbon

sequestration may be the only significant option
for many poor nations which have only small
industrial sectors and energy use to benefit from
carbon finance.

Iltaly is also a participant in both the CDCF and the
BioCarbon Fund.

ltaly’s Climate Change Policies

The Ministry for the Environment and Territory is
the lead agency in Italy with respect to climate
change policy.

[taly’s emission reduction target under the Kyoto
Protocol is a 6.5% reduction from 1990 levels by
2008-2012. Projections indicate that business as
usual emissions are likely to increase to around
13% above 1990 levels. Therefore a reduction in
emissions of around 19.5% may be required by
2008-2012. To address this challenge, in 1998 the
ltalian Government adopted a national plan that
envisages a number of measures, including
increased energy efficiency and use of renewable
energy (through such incentives as “green certifi-
cates”), enhancement of domestic “carbon sinks”,
reduction of fuel for transport, and reduction of
energy use for industry and household.




A reduction in emissions of around
19.5% may be required by 2008-2012.
To address this challenge in a cost-

effective way, the Italian Kyoto

Protocol Ratification Law envisages
full use of the Clean Development

Mechanism and Joint Implementation.

In addition, the Kyoto Protocol Ratification Law
approved by the Italian Parliament on June 1st 2002,
foresees full use of the project-based Kyoto
mechanisms—Clean Development Mechanism

and Joint Implementation—to achieve the emission
reduction targets in a cost-effective way and
promote sustainable development.

ltaly is fully engaged in the European Union’s
Emissions Trading Scheme. Recently, the Ministry
for the Environment and Territory of Italy published
the proposed draft National Allocation Plan, which
foresees allocating a total of 837.4 million tons of
allowances to these sources over the first phase
2005-07. The proposed allocation will be annual,
starting with 278.5 million tons of allowances in
2005, increasing to 279.7 million tons of allowances
in 2006, then 279.2 million tons of allowances in

2007.

The Italian Carbon Fund was established at the The ICF operations are intended to share knowledge and
request of the Ministry for the Environment and information with Italian government and business,
Territory of Italy. The Fund is designed to purchase helping to reduce the costs for both the public and
emission reductions from projects that meet the private sectors of achieving their emission reduction
regulatory requirements of the Clean Development commitments, as well as assisting developing
Mechanism, Joint Implementation and/or the EU’s countries by purchasing emission reductions from
Emissions Trading Scheme. projects in those countries.
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CHAPTER 1:

The following are some of the important reasons
behind the development of the ltalian Carbon Fund
by the Ministry for the Environment and Territory.

An Opportunity to Demonstrate
Commitment to Greenhouse Gas
Reductions

The Ministry for the Environment and Territory of
ltaly has established the Italian Carbon Fund
explicitly for Italian companies and public entities to
provide a government-endorsed alternative to
obtain emission reductions which may be used to
help meet Italian emission reduction targets
(quoted from the ICF brochure, November 2003).

An Easier “Make or Buy” Decision

As companies face carbon compliance obligations,
many are also facing a “make or buy” decision on
managing their carbon risks. Companies can buy
greenhouse gas emission reductions from projects
on their own but to do that they would have to
develop in-house capabilities. Experience to date
indicates that very few companies have developed
the capacity needed to complete carbon emission
reduction purchases cost-effectively as the risks
and transaction costs are too high for most com-
panies to handle on their own. Many are choosing

to outsource at least part of the process initially,
with a view to gaining experience. The World
Bank-managed ltalian Carbon Fund is designed to
provide an opportunity to develop such in-house
expertise and to acquire needed emission reduc-
tions (see Ensuring Success, Sharing Knowledge,
page 28).

The Chance to be out of the Starting
Blocks Early

The ltalian Carbon Fund became operational in
March 2004 with a portfolio of eligible activities
already under development. The ICF therefore
should help participants maximize the volume of
emission reductions generated by 2012, since the
Fund is expected to begin to deliver emission
reductions in 2005-2006, with up to 60% of the
total emission reductions generated by 2012.

This early project advantage accrues to ICF partici-
pants joining the ICF prior to its closing—projected
for the end of 2006. The projects proposed for the
fund are drawn from the large number of project
proposals which continue to be submitted to the
World Bank in its role as Trustee for a number of
carbon funds, and as a buyer on their behalf of
greenhouse gas emission reductions from project
activities under the CDM and JI. Throughout its
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FOCUS ON POTENTIAL ICF PROJECTS...
TUNISIA: Cogeneration Plants

Cogeneration has recently been included by the Tunisian government as a priority for its energy

and environmental strategy because of the high efficiency of the technologies involved. This pro-

posed project would focus on the implementation of cogeneration plants, supplying electricity and

thermal energy for the installations targeted by the project. The surplus of produced electricity

would then be sold to the national utility to maximize the revenues from the cogeneration plants.

The plants would include gas turbines or gas reciprocating engines connected to a heat recovery

system from the exhaust. Over a period of 14 years 561,400 tons of carbon dioxide equivalent

(tCO9e) would be reduced.

years of operations in the carbon finance business,
the World Bank has acquired experience in the
identification, development and delivery of carbon
assets to the market. Through shorter project
preparation time, lower transaction costs and higher
success rates, the World Bank expects to reduce
the time of first delivery of emission reductions to
fund participants. This is important since partici-
pants are concerned to maximize the delivery of
emission reductions prior to the end of the first
commitment period of the Kyoto Protocol.

Participating in the ICF Portfolio

Italian Carbon Fund participants will receive a pro
rata share of emission reductions generated by
projects within the ICF portfolio. ICF corporate
participants can participate in the ltalian Carbon Fund
with a minimum contribution of US$1 million.” The
fund participants may either pay the full contribution
upfront, or by signature of a promissory note,
drawn over approximately 10-12 years, as payments
are made upon delivery of reductions. The World
Bank fund managers anticipate a draw-down
schedule of approximately 10%-12% in the first
year, followed by a similar schedule thereafter.

" All dollar references are US dollars.

Based on the World Bank’s previous experience in
managing other carbon funds, the costs of gener-
ating emission reductions are expected to be in
the $4-5/ton range with an eventual outcome price,
including costs, of about $6/ton (more information
on markets and pricing is contained in Chapter 2).

International Network

Access to emission reductions from projects in
developing countries and economies in transition
can provide an opportunity for Kyoto governments
and industry to meet their commitments flexibly,
cost-effectively and credibly. The World Bank’s car-
bon finance business (CFB) unit works closely with




major international climate change bodies and com-
panies active in the emerging carbon market. In
addition, the CFB unit often provides comments, les-
sons from practical operations and other feedback to
the UNFCCC international negotiating process.

Reputation as a Good
Corporate Citizen

All of the World Bank’s carbon funds buy emission
reductions from projects that not only reduce
global greenhouse gas emissions but also seek to
maximize local environmental, social and economic
gains. This provides participants with an opportunity
to demonstrate social and environmental leadership

WL i
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through active engagement in the activities of the
fund. In order to emphasize that the message from
participants reaches the public, the World Bank
has appointed a senior communications specialist
to coordinate public relations of all funds and with
fund participants.
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CHAPTER 2:

An efficient global market for greenhouse gas
emission reductions is expected to make compliance
with emission reduction targets more achievable at
a manageable cost and helps to reduce the risk of
climate impacts on developing countries and the poor.

It is important to leverage private and public capital
for climate change mitigation. Involving diverse
public and private stakeholders in combating climate
change is essential to a sustained long-term
program to reduce atmospheric concentrations of
greenhouse gases. This requires mobilization of
predominantly private capital on an unprecedented
scale to tackle a global environmental problem. This
can be achieved through the development of efficient
markets for achieving and trading emission reduc-
tions. The Kyoto Protocol gives that opportunity.

It provides the context for the establishment of the
[talian Carbon Fund which is designed to provide a
source of funding for emission reduction projects in
developing countries and economies in transition.

Carbon emission reductions can be a powerful

tool for development. The carbon market offers an
opportunity to channel private capital to clean tech-
nologies in developing countries and economies in
transition and to make their development more
sustainable. Moreover it will be difficult for these
countries to reduce the emissions intensity of their
economic activity over the longer term without

www.italiancarbonfund.org

increased foreign investment in cleaner technolo-
gies and more energy efficient infrastructure.

Given the difference in emission abatement costs
between OECD and poorer countries, it may be
surprising that the supply response from developing
countries and economies in transition has been
limited. Only about 200 million tons of carbon
dioxide equivalent has been traded since the Kyoto
Protocol’s inception in 1996, with international
prices ranging from only pennies a ton to about
US$10. These prices are only a fraction of the

cost of abatement in the more energy-efficient
Annex | countries, which range from about $15

to well over $100 a ton.?

Partly due to uncertainties related to the Kyoto
Protocol’s entry into force, and lack of clarity about
market rules, the private sector—particularly in
Europe—has been reluctant to enter the market
for structuring projects that originate emission
reductions under the Clean Development
Mechanism and Joint Implementation.

Market research suggests that rather than directly
purchasing from project sponsors in smaller
developing countries, private sector carbon

2 State and Trends of the Carbon Market(s), December 2003.




STATE AND TRENDS OF
THE CARBON MARKET(S),
DECEMBER 2003

Market Volume Has Increased
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buyers are more likely to purchase emission
reductions either through large projects in India,
Indonesia and Latin America or through public/
private partnerships such as the Prototype Carbon
Fund, where risks and transaction costs can be
managed across a large project portfolio.> Small
developing countries, Africa and the poorer areas
of developing countries which generally tend to
receive less foreign direct investment,* therefore
also appear to be at risk of not receiving any
significant carbon investment.

In 2002, contracts for over 32 million tons of
carbon dioxide equivalent (tCO»e) were concluded;
nearly 60 million tCO5e were transacted in 2008.
These are a significant increase over the approxi-
mate volume of 12 million tCO»e traded in 2001.

Carbon Finance Flows

Early carbon projects tended to take place in
industrialized countries, but the share of developing
countries in the overall market for project-based
transactions has been rising steadily, and appears to
have reached more than 80% in the past two years.®

The Marrakesh Accords appear to have provided
more certainty to emission reduction purchases in
developing countries.

Over 2002 and 2003, 44% of the private sector’s
independent carbon asset volume acquisitions have
come from developing countries. Of that, a majority
of reductions have come from larger projects in
Latin America and to a lesser degree Asia, while
very small volumes were associated with projects in
the poorer regions of Asia and Africa.® Over the
next several years, a much greater percentage of
emission reductions is likely to come from projects
in India and China.

Market Analysis contained in State and Trends of the Carbon
Market(s), December 2003.

Available at http://www.prototypecarbonfund.org in the
PCFPlus/Research section

PCFPlus/Research section Global Development Finance Online
20083, World Bank, 2003

5 State and Trends of the Carbon Market(s), December 2003.
Available at http://www.prototypecarbonfund.org in the
PCFplus/Research section

State and Trends of the Carbon Market(s), December 2003.
Available at http://www.prototypecarbonfund.org in the
PCFplus/Research section
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