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INTRODUCTION

Recent changes in climate have caused impacts on socio-ecosystems on all continents and
across the oceans, showing significant vulnerability and exposure of human and natural
systems to climate variability (Field et al., 2014). Global mean surface temperature is
projected to exceed the 2 °C (IPCC, 2013) “dangerous target” agreed by the world's
governments in Copenhagen under the United Nations Framework Convention on Climate
Change (UNFCCC) (UNFCCC, 2009, 2/CP.15). Higher levels of warming will increase the
likelihood of severe and pervasive impacts, increasingly amplifying climate-related risks to
natural and human systems (Field et al., 2014).

While there is the need to reduce greenhouse gas emissions, a critical task ahead us is to
adapt the capacity of natural and human systems to cope with the changing climate. Given
that present-day development choices will affect the risks of climate change in the coming
decades (Field et al., 2014), adaptation activities undertaken today can put the world on

more sustainable climate-resilient development pathways.

Adaptation finance — financial support for adaptation activities — has been recognized as a
pivotal element toward this end since the outset of the international climate negotiations. It
is a key ingredient of international efforts in support of vulnerable countries as climate
change could reverse decades of investment in development. Indeed, Article 4.4 of the

Convention states that developed countries (Annex | and Annex II') shall

e “[...] provide new and additional resources [...] to meet the agreed full incremental
costs” associated with “preparing for adaptation to the impacts of climate change’.

o “[...] assist the developing country Parties that are particularly vulnerable to the
adverse effects of climate change in meeting costs of adaptation to those adverse
effects” (UNFCCC, 1992).

Developing countries, who have contributed the least to the drivers of climate change, are
expected to be disproportionately affected given the uneven distribution of climate impacts

and their relatively limited adaptive capacity (Parry et al., 2007).

In accordance with the decisions taken under the UNFCCC in the Copenhagen Accord, and
subsequently the Cancun Agreements, developed countries committed to the goal of
mobilizing jointly USD 100 billion a year by 2020 to address the needs of developing
countries (UNFCCC, 2009, 2/CP.15; UNFCCC, 2010, 1/CP.16). The Agreements note that

* Annex | refers to industrialized countries that were members of the OECD in 1992, plus 12 countries with “economies in
transition”, (EIT) including the Russian Federation, the Baltic States, and several Central and Eastern European States. These
countries are included in the Annex | of the UNFCCC (1992). Annex Il Parties consist of the OECD members of Annex |, but
not the EIT Parties (UNFCCC.int).



“funds [...] may come from a variety of sources, public and private, bilateral and multilateral,
including alternative sources” (UNFCCC, 2009, 2/CP.15; UNFCCC, 2010, 1/CP.16).

By setting for the first time quantified “climate finance” targets, the 2009 Copenhagen
Accord initiated a focused debate on climate finance. A whole host of questions have risen
from both donor and recipient countries, investors, civil society and academia. These have
included inquiries regarding the volume of finance needed to tackle adaptation (and
mitigation) challenges, the possible sources of funding streams, their governance and

management, and their final recipients (i.e. which countries, sectors and actors).

Moreover, since Copenhagen the “monitoring, reporting and verification” of international
climate finance has been considered increasingly critical to assess progress towards the
fulfilment of developed countries’ commitments and to build trust between Parties.
Nevertheless, despite a number of organizations have been actively monitoring, tracking
and analyzing different pieces of climate finance flows, obtaining a clear picture on

developed countries’ achievements remains difficult.

The UNFCCC reporting system based on the so-called National Communications (Articles
4.1 and 12) — where Parties are required to indicate “new and additional” financial resources
provided to implement their commitments under the Convention — is hampered by data
gaps and inconsistencies in reporting approaches and methodologies (UNFCCC, 2011b). It
lacks transparency, comparability and comprehensiveness (see e.g., Buchner et al., 2011b;
Ellis et al., 2010a,b; Tirpak et al., 2010; Corfee-Morlot et al., 2009; Fransen, 2009). The
recently introduced Biennial Reports (UNFCCC, 2010, 1/CP.16), which were seen as a step
forward towards more frequent, transparent and consistent reporting across Parties (Ellis et
al., 2011), still leave room for inconsistencies, because not defining a number of aspects
(see EU, 2014).

Existing climate finance tracking efforts are driven by different objectives (Buchner et al.,
2011a), and use different definitions, accounting methods and reporting approaches
(Caruso and Ellis, 2013).

The main obstacle to consistently monitoring, reporting and verifying international climate
finance is the absence of an internationally agreed definition of what counts as “climate
finance” (Haites, 2011; Stadelmann et al., 2011; Buchner et. al.,, 2011a,b; Forstater and
Rank, 2012) or, more specifically, as “adaptation finance”. There is not a centralized system
for tracking all relevant climate flows (Clapp et al., 2012), and the intricate linkages between
adaptation and development finance make adaptation particularly difficult to measure (Braur
and Kaur, 2009).



The measurement of relevant flows is further complicated by the Copenhagen Accord
reference to private finance and its role in the achievement of the long-term USD 100 billion
goal. Quantifying “private climate finance” is a complex endeavor due to definitional,
methodological and data gaps. In fact, there is no formal definition of “private climate

finance”, and no dedicated tracking system (Buchner et al., 2011b).

Nevertheless, the question that chiefly preoccupied international climate fora since the
Copenhagen Accord, which was agreed in the midst of the financial and economic crisis,
has been “how” to mobilize private resources rather than defining meanings. Private sector
capital, in fact, has been increasingly seen essential to scale up resources to the level
formally stated in the Cancin Agreements and required by the magnitude of the climate
change challenge. In many stakeholders view, in fact, private capital will have to represent
the majority of the investment needed (AGF, 2010; UNFCCC, 2012) which, for adaptation,
have been estimated in several billion dollars per annum (see UNFCCC, 2014; WB, 2010;
Parry et al., 2009; UNFCCC, 2007).

While most of the international discourse initially focused on mitigation, and how private
actors could invest to reduce their own emissions, there is now a growing interest in the role
of private sector's resources in adaptation. Nevertheless, despite a normative international
policy position prompting to the involvement of private actors, there remains lack of clarity
and limited empirical knowledge about the actual role of the private sector in adaptation
(Surminski et al.,, 2013; Agrawala et al., 2011; Agrawala and Fankhauser, 2008; PWC,

2010). The rules of engagement, in particular, are hardly understood.

Initial research efforts on this topic have discussed the theoretical role for different private
entities (see Agrawala and Fankhauser, 2008; Tompkins et al., 2010; Berrang-Ford et al.,
2011), identified and classified the various actors involved (PWC, 2010; Tompkins et al.,
2010; Agrawala et al., 2011), or the rationale for involvement (e.g., Persson et al., 2009).
Other studies have assessed the potential of international private investment to support the
adaptation needs of developing countries (Atteridge, 2011), or assessed private sector’s
progresses in adapting to climate change (Agrawala et al., 2011). Most recent research
efforts analyzed those enabling conditions that need to be in place at a country-level to

stimulate private sector adaptation (Stenek et al., 2013).

Empirical evidence on how public resources can be successfully managed, delivered, and
by the means of which financial instruments in order to attract private resources remains
instead scarce. Knowledge is particularly lacking with respect to businesses operating in
developing countries. Acknowledging Buchner et al. (2011a, 2012 and 2013a), little is

known on how much and what type of finance is currently flowing from developed to
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developing countries in support of adaptation actions and whether existing public sector

investments are targeting those barriers that inhibit private investments.
Research questions and motivations

Against this background, the present doctoral dissertation aims to advance academic

knowledge on adaptation finance by focusing on the following main questions:

1. How much, what type and in which way is ‘adaptation finance’ currently flowing to
developing countries in pursuit of the commitments made by developed countries under
the UN Convention?

2. How can public finance be managed and channeled in order to successfully incentivize

and engage private actors to contribute towards countries’ adaptation efforts?

The first research question aims to investigate current flows of adaptation finance and
related tracking issues in order to: (i) develop a baseline on international financial flows
invested in pursuit of climate resilience objectives in developing countries; (i) provide
empirical evidence on how current public investments support and/or stimulate private
sector action with the aim of mobilizing additional funds toward this end; (ii) build evidence
to support the ongoing debate on the measurement and reporting of developed countries

climate finance commitments.

This analysis is believed to be useful to the UNFCCC Standing Committee of Finance
(SCF) that was tasked by COP to prepare a Biennial Assessment and Overview of Climate
Finance Flows (UNFCCC, 2011, 2/CP.17), and to consider ways to strengthen
methodologies for reporting climate finance (UNFCCC, 2012, 5/CP.18).2

The second research question, instead, aims to investigate the strategies, instruments and
“entry points” that public actors can use and lever to stimulate private investments in climate
resilience. This assessment intends to contribute to the development of the knowledge base
needed to equip governments with insights on models that can help unlock additional
climate finance flows and/or increase implementation of adaptation activities on-the-ground.
It can also inform decision-makers about the challenges faced on-the-ground, but also of

promising strategies that can address them.

To answer the thesis research questions the analysis focuses on Development Finance
Institutions (DFIs) (i.e. Multilateral and Bilateral Development Banks), and their role in
helping governments to deliver the commitments made under the UNFCCC and the related

private finance mobilization objectives.

% The entity tasked to assist the Conference of the Parties with respect to the measurement, reporting and verification of the
support provided to developing country Parties (UNFCCC, 2010, 1/CP.16).

11



The hypothesis is that DFIs are in a privileged position to identify how to best deploy
adaptation finance and how to involve private actors to contribute toward countries’ climate-
resilient development objectives. This is because they “occupy an intermediary space
between public aid and private investment” (Dickinson, 2007), are the holders of long-
standing expertise in the areas of development assistance. They are also key players of the
global climate finance landscape (Buchner et al., 2012). Furthermore, over the past decade,
DFIs have increased the volume of resources allocated to enabling and engaging with
private businesses as well as the level and range of the financial and advisory services
offered to them (Nelson, 2010; Perry, 2011).

By empirically assessing real-world financing practices, this study intends to demonstrate
their role in the context of adaptation finance, bringing an original contribute to the academic
literature. This study also aims to distill lessons that could inform policy- and decision-
makers about how to best deliver scarce public resources to achieve climate-resilient
development objectives.

The underlying rationale of this doctoral dissertation is the concept of climate finance
effectiveness. Acknowledging that different stakeholders involved in international climate
finance have different views with respect to the meaning of the word “effectiveness” (see

Ellis et al., 2013), this research is driven by the following considerations:

e First, quantifying and characterizing adaptation finance flows is a prerequisite to the
assessment of the effectiveness of adaptation investments, thereby the provision of
evidence-based analysis supporting adaptation policy, planning and investment
decision-making; It is a prerequisite to scaling up climate finance efforts to achieve the
UNFCCC long-term goal.

e Second, understanding how to engage the private sector in adaptation is important to
increase the scale and efficiency of adaptation actions. This is because private actors
can enable greater investments in vulnerability reduction measures, can enhance
adaptation options by mobilizing technical capacity for the development of new climate-
resilient products and services, lower their costs, as well as accelerate the replication of
climate-resilient approaches (UNFCCC, 2008a; GEF, 2012; Biagini and Miller, 2013).

As underscored in the Busan Partnership on Effective Development Co-operation
(2011),° the private sector is a key partner in the delivery of effective development co-

operation and to build climate-resilient societies. Its successful involvement, in fact, can

® The Busan Partnership on Effective Development Co-operation, which was agreed to by 150 countries, outlines the
relevance of climate finance and of extending the scope of the principles for effective development finance beyond aid (Ellis et
al., 2013). Focusing on the role of the private sector in development policy implementation, the Busan Partnership document
recognizes the “central role of the private sector in advancing innovation, creating wealth, income and jobs, mobilizing
domestic resources and in turn contributing to poverty reduction”.

12



help ensure the sustainability of public interventions, thereby enhance the effectiveness

of public aid.
Methodology and research steps

This research adopted a multi-method approach blending qualitative and quantitative
approaches. In particular, it involved:

e A desk-based review and analysis of major climate finance publications and of existing
studies compiled by various organizations involved in the mapping and tracking of
relevant climate flows;

e The collection and analysis of empirical data on climate adaptation finance flows;

e A series of interviews with stakeholders operating in the area of climate finance and
business development in developing countries, as well as participation to relevant
conferences;

e A bottom-up case study approach.

First, the literature review allowed mapping relevant flows and elements needed to
comprehend and develop the landscape of adaptation finance. It included an exploration of
relevant concepts, data sources, and the methodologies used to collect and present data as

well as an investigation of related tracking issues. The review informed:

0] The selection and design of the methodological framework adopted to systematize
the web of flows characterizing the adaptation finance architecture;

(ii) The identification of relevant secondary data sources; and

(iii) The design of the primary data collection approach used to retrieve quantitative data
from a wide range of sources and complementary qualitative information not

otherwise available.

Second, a number of semi-structured interviews or ad-hoc interactions with experts from
DFlIs and research organizations served to gain further insights and understanding into the
methodological approaches used to track adaptation-relevant interventions, and the

strategies adopted to engage private actors.

Third, a case study analysis was used as a strategy to investigate how public resources can
be deployed on-the-ground to engage private actors in building climate resilience. The case
study applied the analytical framework developed in the context of the San Giorgio Group,*

involving, inter alia, financial modeling, risk assessment, and a cost and benefit analysis.

* For further information see: http://climatepolicyinitiative.org/sqg/.
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Structure of the thesis

Following this introductory section, Chapter 1 presents the relevant background as to why a
clear and comprehensive picture on current adaptation finance flows is important in the
context of the UNFCCC and beyond. Developing and building on work undertaken for
Buchner et al. (2011a, 2012 and 2013a,b), it also outlines the key elements laying the
foundations for the quantitative analysis of current adaptation finance flows and the
methodological framework adopted for the assessment. It concludes providing insights on
“entry points” for public intervention, that could be harnessed to engage private actors in the

management of climate risks.

Chapter 2 applies the Buchner et al. (2011a, 2012 and 2013a) landscape framework to
assess the current magnitude and nature of adaptation finance flowing from developed to
developing countries. It also brings empirical evidence on how current public investments
support and stimulate private sector action in climate resilience, and highlights the

limitations and shortcomings of existing tracking and reporting practices.

Chapter 3 showcases empirical evidence from a case study investigating the strategies
developed and challenges faced by the International Finance Corporation (IFC) in the
development of a project aimed at building climate resilience in the agriculture sector
through private sector participation. The case study brings evidence-based analysis on
elements that can create the long-term “business case” for private involvement in climate

resilience.

Chapter 4 investigates the role and tools of private sector-oriented International
Development Finance Institution (IFIs) to stimulating and supporting private adaptation. It
focuses on how, and to what extent, these institutions have systematically integrated
climate risk management approaches in their investment appraisal procedures and
standards, and how they are “operationalizing” the concept of climate adaptation in their
private sector operations. It provides considerations on how to streamline and enhance

private sector engagement.
Additional information per chapter is provided in the annexes.
Concluding remarks

This doctoral dissertation does not aim to offer final answers, but rather to take stock of the
current status of the landscape to stimulate debate and learning. It remains a preliminary

baseline assessment against which to build further research undertakings.

The topics assessed in this research have been evolving fast in the past few years and,

therefore, the analysis presented have to be contextualized in the time frame in which they

14



were developed (2012-2014). Further developments are foreseen in view of the 21%
Conference of the Parties (COP) that will take place in Paris in 2015. COP 21 is the time
and place where countries planned to achieve an agreement on a new international legally
binding treaty on climate change (see UNFCCC, 2011, 1/CP.17). In that circumstance, the
lessons learned over these years — also through the research undertaken in the context of
this thesis and of the author’s work at Climate Policy Initiative — may help inform the rules of

the international response to climate change.
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CHAPTER 1.
SETTING THE SCENE

This chapter sets the context of the study by providing relevant background on adaptation
finance and its institutional architecture. It represents a starting point to identify and
comprehend existing data sources, the relationships between the various elements of the

landscape and their influence on private sector finance.

It starts by outlining the rationale behind the analysis presented in Chapter 2 and describing
the methodological framework adopted to systematize and categorize the various elements
of the so-called international Landscape of Climate Finance with relevance to adaptation
(see Buchner et al., 2011). It continues by characterizing relevant flows and actors, and
providing insights on possible “entry-points” for private finance. It concludes by outlining
some of the main outstanding issues calling for further research, and the reasons for

investigating the topics presented in Chapter 3 and 4.

This chapter develops and builds on research undertaken for Buchner et al., (2011a; 2012
and 2013a,b), Haites (2013) and Smallridge et al., (2013). Further desk-based analysis was

undertaken to complement the findings of these studies.
1. Introduction and background

Finance is a fundamental component of the international community’s response to climate
change since the early days of the climate change negotiations. From the outset, the United
Nations Framework Conventions on Climate Change (UNFCCC) established developed
countries’ obligations to provide financial resources in support of developing countries’
mitigation and adaptation efforts (UNFCCC, 1992, Article 4.3).

International finance for adaptation gained momentum and enhanced political status with
the adoption of the Bali Action Plan (BAP) at the thirteen session of the Conference of the
Parties (COP) in 2007 (UNFCCC, 2007a). Importantly, the BAP called for “enhanced action
on the provision of financial resources and investment to support action on mitigation and
adaptation” by, inter alia, mobilizing both public and private-sector funding and investment
(UNFCCC, 2007a). It emphasized the equal relevance of “enhanced action” on both
adaptation and mitigation, thus attributing equal importance to these two complementary
components of a response strategy to global warming. Until then, discussions on the issue
of mitigation and related commitments overshadowed adaptation concerns (Persson et al.,
2009).
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The Copenhagen (2009) and Cancun (2010) Conference of the Parties (COP) set two other
significant milestones in the climate finance discourse with relevance for adaptation.
Developed countries pledged in the Copenhagen Accord, and formally reaffirmed in the
Cancun Agreements, to “mobilizing jointly USD 100 billion per year by 2020 [...] to address
the needs of developing countries” (UNFCCC, 2009, 2/CP.15; UNFCCC, 2010, 1/CP.16).
These funds “may come from a wide variety of sources, public and private, bilateral and
multilateral, including alternative sources of finance” (UNFCCC, 2010, 1/CP.16). The
Copenhagen Accord and the Cancun Agreements also set the short-term goal of providing
funds “[...] approaching USD 30 billion for the period 2010-2012, with a balanced allocation
between adaptation and mitigation”, so-called Fast-start Finance (FSF). The Cancun
Agreements also invited both public and private actors to “undertake and support enhanced
actions on adaptation”, and also reaffirmed the role of the private sector to fund adaptation

and mitigation in developing countries.

In light of developed countries’ commitments, a system to measure, report and verify the
relevant financial flows across a variety of sources is needed to assess progress against the
collective financial obligations made in Copenhagen and Cancun, thereby building trust and
accountability amongst countries (Buchner et al.,, 2011b). It is also needed to build a
comprehensive picture of the scale, type and use of the resources provided, and a
prerequisite for ensuring their effective and productive use (Buchner et al., 2011a,b). Such a
system is essential to help manage and guide the allocation of resources, as well as
evaluate whether the right volume and mix of finance is being provided to address

countries’ socio-economic climate vulnerabilities through public and/or private initiative.

While the relevance of such a system is widely recognized (e.g. Corfee-Morlot et al., 2009;
Buchner et al., 2011b; Tirpak et al., 2010), and acknowledging the progresses that have
been made in the reporting under the UNFCCC (see UNFCCC, 2011, 2/CP.17; UNFCCC,
2012, 19/CP.18), existing climate finance tracking efforts are not complete, comparable or

transparent (Buchner et al., 2011a,b).

Climate finance tracking is complicated by several factors. The main obstacle is the lack of
an internationally agreed definition of what qualifies as climate finance (Forstater and Rank,
2012; Haites, 2011; Buchner et al., 2011a,b) or, more narrowly, of what qualifies as a
climate or an adaptation intervention. There is neither agreed methodology for tracking nor
basis for measurement (Buchner et al., 2011b), and there is not a centralized system for
tracking all relevant climate flows (Clapp et al., 2012). Further, there is currently no agreed
definition of “private climate finance”, and existing sources of private sector data are limited

in scope and detail (Clapp et al., 2012).
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1.1 The definitional issue

The terminology related to central concepts regarding the provision of financial resources is
not operationally defined in the Convention. The language used leaves ample room for
interpretations (Machado-Filho, 2011), and its practical interpretation has been the source
of substantial debate and controversy (see Corfee-Morlot et al., 2009; Romani and Stern,
2011). Parties’ divergent political views on how much should be made available, to whom,
and from which source(s), has made it difficult to achieve an agreement on a definition of
climate finance, and to establish the basis for financial accounting rules or a measurement

system for tracking relevant flows (Buchner et al., 2011a,b).

Adaptation brings additional terminological and methodological challenges in terms of
measuring progress against the commitments made under the aegis of the UNFCCC (e.g.
Article 4, UNFCCC, 1992; UNFCCC 2010, 1/CP.16), as well as in terms of resource

management.

First, a commonly agreed, concrete and discriminating definition of adaptation is missing
under the UNFCCC (Persson et al., 2009). The Convention, in fact, has not specified which
activities and which type(s) of financial flows should be considered towards the USD 100
billion goals, and how to systematically track all relevant climate flows. It is worth noting that
the findings of country-level studies, such as UNDP (2013), Terpstra et al. (2013a), Ampri et
al. (2014), and Caravani et al. (2014) also raise questions regarding who should determine
what constitutes adaptation-relevant (Caravani et al., 2014). Donors and development
partners’ perspectives on what constitutes adaptation are, in fact, often different from those

of recipient countries (Caravani et. al. 2014).

Second, adaptation is intricately intertwined with development, > making difficult to
distinguish it from other forms of development finance and to identify the “incremental costs”
referred to in the Convention (Brown and Kaur, 2009). Many adaptation activities, in fact,
overlap with traditional development activities (Buchner et al., 2011b), and many
conventional development interventions (such as social protection or disaster risk reduction

programs) can influence the ability of communities to adapt (Levine et al., 2011).

Third, adaptation takes place in response to multiple stimuli. It is therefore conceptually and
practically problematic to identify whether adaptation takes place in response to
development pressures or to changes in climatic conditions (see Berrang-Ford et al., 2011;
Levine et al., 2011).

® See related discussions in Burton et al., 2002; Adger et al., 2003; O’Brien et al., 2004.
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Fourth, adaptation is highly contextualized within a system (Smit and Pilifosova, 2002) and,
therefore, dependent upon context-specific factors including climatic, institutional, and
socio-economic ones. As such, an activity supporting adaptation objectives in one context
may result in “maladaptation” in another (Tirpak et al., 2010). There is also considerable
debate about the extent to which countries need to adapt, what needs to be prioritized, and
the level and type of finance necessary to fund adaptation needs (Brawn and Kaur, 2009;
Persson, 2009).

Fifth, adaptation can refer to measures tackling climate risks at different points in time. As
such, it can refer to measures (i) improving the ability of responding to current climate
variability and risks (often called adaptation deficit); (i) building the capacity of facing
incremental changes in current climate-related risks; (iii) enabling to address future climatic
and environmental conditions (anticipatory adaptation), which might be different from
today’s ones.” Adaptation is a dynamic phenomenon, evolving over time in response to a
changing climate (Hallegatte, 2009). As Terpstra (2013b) pointed out, actions that may
represent effective adaptation today may no longer count as effective adaptation years from
now. Indeed, the capacity to adapt is dynamic (Parry et al., 2007) as is the socio-economic
context and, as noted by Arnell (2011), the iterative climate risk management approach that

should be taken to tackle climate change under uncertain conditions.

In addition to technical challenges, the political economy of adaptation can also influence
the process of tracking adaptation finance, which is inherently political (Michaelowa and
Michaelowa 2011; Jones, 2012).

These characteristics of adaptation represent challenges to the identification of what types
of activities should be tracked and how should be accounted against international
commitments. They represent challenges to both donor and recipient countries, which are
requested to report on the support provided and on the support received (see UNFCCC,
2010; 1/CP.16 and UNFCCC, 2011, 2/CP.17).2

For recipient developing countries the challenges can be even higher. Donor countries and
institutions, in fact, use a variety of definitions and criteria to identify climate finance, as well
as different classifications for type of activities (Tirpack et al., 2012). Decisions makers in
these countries need a complete and clear picture as well as accurate data to coordinate
and manage funds from across multiple organizations, and fundraise for national climate

change-related activities (Tirpack et al., 2012).

® McCarthy et al. (2001) define “maladaptation” as an adaptation activity that increases vulnerability to climatic stimuli.
” Adapted from Jones et al. (2012).
8 In the context of the UNFCCC support includes financial resources, technology, and capacity building.
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The lack of clear definitional boundaries under the UNFCCC, and of consensus on
methodologies, has so far hindered understanding. The bodies in charge of reporting on
adaptation spending find the tracking process confusing and cumbersome due to the
ambiguity in classification criteria (Bhattarai et al., 2011; Jones et al., 2012), thereby not

useful to plan and program expenditure.

Thus, practitioners and policy makers still lack the tools to comprehend the scale of the
financial resources allocated to adaptation, how and where funds are being spent, and if
finance corresponds to countries’ needs. This is critical to consistently and transparently
monitor the progress made toward financing climate adaptation and ensuring socio-
economic systems are prepared to manage the likely impacts of a world on a 4 °C warming
trajectory (IPCC, 2013; WB, 2012).

2. Methodological approach and framework

This chapter was completed through a desk-based review and analysis of most relevant
literature in the field. It builds on earlier research efforts such as Buchner et al. (2011b), and
research undertaken by the author in the context of Buchner et al. (2011a, 2012 and
2013a,b).

Following Buchner et al. (2011a,b) this research adopts a two dimensional framework to
systematize the complex interplay of flows characterizing climate finance in general, and
adaptation finance in particular.® This framework is used as a reference to characterize
relevant flows and to compile and present the data gathered to develop the so-called
Landscape of Adaptation Finance presented in Chapter 2. The two dimensional framework

characterizes financial flows as follows:

e On the horizontal axe, along their lifecycle, that is from sources, through to
intermediaries, instruments, disbursement channels/recipients, and final sectoral uses /

geographic destination;

¢ On the vertical axe, according to their source of origin i.e., whether of public, private or

of public-private nature.

Figure 1 illustrates this framework, providing an overview of the elements characterizing the
landscape, and underscoring the existence of more information underneath the possible
categories along these dimensions. This linear representation of flows is, in fact, a
simplification (Buchner et al., 2012). In reality, the relationships existing between flows are

more complex involving, for instance, intermediate layers of instruments (such as between

® This framework, which is presented in Figure 1, develops from Corfee-Morlot (2009) and describes the statistical coverage of
the OECD- DAC system.

23



governments, intermediaries and ultimate recipients), and feedback loops. Resources can

in fact go back and forth between actors.

Moreover, the distinction between categories is not a clear cut. Governments (public
finance), for instance, may stand behind seemingly private investments (Buchner et al.,
2012) and, vice versa, private actors can stand behind public intermediaries via
shareholdings.'® Different instruments can also be combined together to meet investors’
various needs (see e.g. Trabacchi et al., 2012). Furthermore, certain activities can target
both adaptation and mitigation because, as noted by Klein et al. (2007), synergies (but also
trade-offs) can exist in some sectors such as agriculture (Niggli, 2009), forestry
(Ravindranath, 2007) and infrastructure (Satterthwaite, 2007)."*

Figure 1. The dimensions of climate finance.
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Source: adapted from Buchner et al. (2011a, b) and Corfee-Morlot et al. (2009).

In this research, and hereafter, the words ‘adaptation to climate change’ and ‘building
climate resilience’ are used interchangeably. Climate resilience refers to “the ability of a
system [...] to anticipate, absorb, accommodate or recover from the effects of a hazardous
event in a timely and efficient manner, including through ensuring the preservation,
restoration or improvement of its essential basic structure and functions” (IPCC, 2012,
2007). Adaptation measures can enhance climate resilience (Parry et al., 2007).

1% The ownership structure of some intermediaries e.g., Multilateral Development Banks (MDBs), is not fully public, but rather a
mix of public and private. In addition, MDBs also raise resources on capital markets via public and private placements.

! For instance, adaptation measures in forestry, soil and water conservation or cropping practices, is an example of synergy
between adaptation and mitigation because these measure can also contribute to curb greenhouse gases (Ravindranath,
2007). Mitigation projects can facilitate or hinder people’s efforts to adapt, and adaptation measures can affect ecosystems’
potential to sequester carbon (Locatelli, 2010).
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3. The Landscape of Climate Finance: what is relevant for adaptation?

This section characterizes each stage of the finance chain portrayed in the two dimensional

framework. It also provides insights on key “entry points” for private finance.
3.1 Main Sources and intermediaries of adaptation finance

Finance with relevance for adaptation can be of public and/or private nature, stemming from
governments budgets — of national and/or sub-national level — households (including family-
level economic entities and high-net-worth individuals) and corporate actors. Corporates’
resources stem from business operations, while households’ ones from income and
savings, including entrepreneurial or inherited wealth (Buchner et al., 2012). These entities
can also access capital markets, including by issuing climate-themed bonds to raise

additional resources.

3.1.1. Private finance

Businesses — which can span from multinational companies, micro and small- medium size
enterprises through to farmers’ cooperatives — and households can contribute to adaptation
finance as taxpayers via general taxes, fees and/or other policy requirements (e.g., the 2%
levy on the Clean Development Mechanism project proceeds financing the Adaptation
Fund). Alternatively, they can ‘voluntarily’ contribute as opportunistic investors (profit or
cost-savings driven) via autonomous investments and market participation (Persson et al.,
2009).

‘Voluntary’ investments in adaptation-relevant activities can be driven by the self-interest of
private actors to protect own climate-sensitive assets and/or revenue generating operations.
They can also be driven by corporate social responsibility strategies and/or philanthropic
initiatives. It is difficult to evaluating and capturing these investments. In fact, while
households and corporates do engage in autonomous adaptation activities (see e.g. GEl,
2011) — most likely as a reaction to observed impacts rather than as a forward-looking
strategy aimed at anticipating projected changes (Klein, 2007; Miller and Stenek, 2013) —
they do not typically label their actions as ‘adaptation’. The management of climate risks is
likely to occur as part of standard risk management or planning processes and, hence, not
explicitly categorized as an adaptation response to climate change. Information can also be
kept confidential for competitive reasons. As a result, data are lacking and not routinely

collected according to any agreed definitions.

An exception is the UNFCCC “Private Sector Initiative” (PSI) database, which features a
number of voluntarily reported case studies of adaptation activities being undertaken by

private companies. Financial aspects related to the various actions presented in the
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database, however, are not readily available or, whether specified, not verified by the
UNFCCC secretariat.*?

In an attempt to estimate and evaluate private flows, most of practitioners’ attention has so
far focused on international private sector flows such as Foreign Direct Investment (FDIs)
and philanthropic donations as indicative of where the private sector autonomously finds

investment opportunities.

Regarding FDIs, Atteridge (2011)" finds that key sectors in terms of adaptation and local
populations’ needs in developing countries have been relatively unattractive to private FDIs.
Siebert and Dzebo (2014), which focused on pan-African Least Developed Countries,
observes competition between FDIs and adaptation priorities in some countries — e.g.,
between investment in large-scale agriculture and small landholders for water rights. Above
these ad hoc analyses, it is challenging to identify and determining the relevance of FDIs to
adaptation, particularly via top-down approaches. In fact, no tracking methods to date exist
for climate-related FDIs. Existing databases provide limited information as dividing FDIs into

a few economic sectors and not featuring details on the type of investments.**

With respect to philanthropic donations, practitioners believe that they may represent a
relevant source of concessional adaptation finance for developing countries given their
historical contribution to developmental activities.'® Levina (2007) provides early insights on
the role of private Foundations in areas relevant to adaptation (e.g. agriculture, health,
environmental conservation, etc.), showing that the total annual giving of top 100 grant-
making US-based Foundations in these areas was in the order of UDS 5.5 hillion (based on
data as of June 2007). More recent analysis on their adaptation-relevant contributions,,
however, do not provide robust evidence, data are lacking, inconsistent, and/or not

systematically tracked.*®

3.1.2 Governments’ budgets

Most government funding comes from general taxes, but some also raise revenue from e.g.

carbon pricing mechanisms, levying businesses and households. These resources can then

12 For further details, see the UNFCCC web site at http://unfccc.int/.

13 Atteridge (2011) assessed the historical distribution of historical distribution of both equity and debt flows including FDIs,
?ortfolio investment and international bank lending.

“ See e.g. the FT FDlintelligence (www.fdiintelligence.com) or the UNCTAD FDI statistics (www.unctad.com).

'* See e.g., OECD (2003) or Marten and Witte (2008).

'8 More recent analysis (Searle and Al-Khafaji, 2013), noted that over the 2008-2010 period only about USD 40 million
appeared to be specifically directed toward adaptation. This estimate, however, appears too narrow considering that the
Rockefeller Foundation alone invested USD 70 million in the Asian Cities Climate Change Resilience Network initiative in 2009
(Rockefellerfoundation.org).

The OECD is leading promising efforts towards capturing such flows are currently ongoing (see OECD, 2013a). The OECD
has been tracking data from private voluntary agencies and, since 2011, also project-level donations from the Belinda and
Gates Foundation (Smith, 2011). Detailed data on climate-related activities is however not available. It has also started
cooperating with the US Foundation Center (covering more than 10,000 Foundations) and hope this will lead to improving
coverage and understanding with regard to climate-relevant private grants to developing countries (OECD, 2013a).
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be allocated in pursuit of specific national or international adaptation objectives e.g. through

Official Development Assistance (ODA).

Governments’ flows can include the provision of policy incentives and/or direct contributions
to capital instruments in the case of direct government ownership and state-owned banks
(Buchner et al., 2011a). Though policy instruments, as well as the setting of appropriate
regulatory frameworks, among the others, Governments have an important role to play to

creating and maintaining an enabling environment for adaptation.

Developed countries Governments’ budgets expenditures targeting adaptation objectives in

developing countries are reported to:

e The UNFCCC in the National Communications and, more recently, in Biennial Reports
(Annex Il Parties — decisions 4/CP.5, 2/CP.17 and 19/CP.18). Biennial Report, which
Parties recently (2014) submitted to the UNFCCC, also encourages Parties to report

information on the activities undertaken to mobilize private finance.

Despite recent improvements, these systems still lack transparency, comparability and
comprehensiveness (see e.g., EU, 2014; Buchner et al., 2011a,b; UNFCCC, 2011b;
Ellis et al., 2010a,b; Tirpak et al., 2010; Corfee-Morlot et al., 2009; Fransen, 2009).

e The OECD, that systematically collects activity level adaptation-related official
development finance data within the broader statistical Development Assistance
Committee (DAC) Creditor Reporting System (CRS) '’ across all DAC member
governments.’® The climate change adaptation “Rio marker” approved by the DAC in
2009 allows to identify relevant flows. This marker indicates that an activity qualifies as
adaptation if “it intends to reduce the vulnerability of human or natural systems to the
impacts of climate change and climate-related risks, by maintaining or increasing
adaptive capacity and resilience” (OECD, 2011).* The all-encompassing definition of
the OECD Rio marker suggests that a wide variety of factors can contribute to build
resilience to today’s and future climate conditions. To help classifying projects this

definition is complemented by eligibility criteria and a few examples of activities.

Rio marked data are presented along with descriptive information such as on sector,

geography and activity type.”® The marker is assigned at project level, and data report

' The OECD Creditor Reporting System (CRS) is a statistical system used to monitor aid targeting the objectives of the Rio
Conventions.

18 OECD DAC members reporting against Rio markers: Australia, Austria, Belgium, Canada, Czech Republic, Denmark, EU Institutions,
Finland, France, Germany, Greece, Iceland, Ireland, Italy, Japan, Korea, Luxembourg, Netherlands, New Zealand, Norway, Portugal, Spain,
Sweden, Switzerland, United Kingdom and United States. New members who will report in future are Slovenia, Slovak Republic and
Poland.

¥ The Rio marker also includes eligibility criteria specify that the adaptation objective needs to be explicitly indicated in the
activity documentation, and that an activity should contains specific measures targeting socio-ecosystem vulnerabilities
(OECD, 2011).

% For additional information see http://www.oecd.org/dac/stats/crsquide.htm.
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total funding committed/disbursed to a given project (100% qualifies, or 0% — frequently
a standard fraction of 50% or 40%) (OECD, 2013b). In addition to ODA, DAC members
have also started to voluntarily report climate-related non-concessional official

development finance, but coverage is currently limited (OECD, 2014; 2013a).?*

3.1.3 Capital markets

Public and/or private sector institutions and individuals can mobilize additional long-term
funds on capital markets (i.e. markets for financial securities) through various forms of

investment vehicles (equity, debt and structured finance).

The bond market, in particular represents for governments and Development Finance
Institutions (DFIs) an opportunity for raising new finance for adaptation or other climate-

relevant purposes from private investors (Persson et al., 2009).

For instance, DFIs have started to raise capital for eligible climate change mitigation and/or
adaptation-related projects®* from ‘socially responsible investors’ via so-called climate-
themed bonds (Persson et al., 2009).%

The value of outstanding climate-themed bonds can help to gauge the fundraising potential
of capital markets. As of March 2013, this amounted to USD 346 billion (Climate Bonds
Initiative and HSBC, 2013). Bonds issued in sectors relevant for adaptation measures, e.g.
to finance climate-resilient agriculture practices like crops resistance to drought, or resilient
water supply infrastructure are, however, yet to feature in the bond market according to
Climate Bonds Initiative and HSBC (2013).

3.1.4 Intermediaries

Intermediaries administer and manage governments’ climate finance flows distributing it to
final recipients/borrowers through diverse disbursing channels and by the means of different

financing instruments.

Finance is intermediated for various reasons ranging from the expertise and network of the

intermediary, through to legal requirements, diversification or to benefit from economies of

% To qualify as ODA, financial assistance has to have a grant element of at least 25% (calculated at a rate of discount of 10%)
see (OECD, 2008). Funds that do not include a sufficient grant element to qualify as development assistance are the so-called
Other Official Flows (OOF).

2 For example, since 2008, the World Bank has raised USD 6.4 billion equivalent in Green Bonds while its private sector arm,
the International Finance Corporation has raised almost USD 3.5 billion (WB web site, 2013; IFC web sites, 2014). Eligible
adaptation projects under the World Bank/Skandinaviska Enskilda Banken (SEB)'s Green Bonds include e.g. protection
against flooding (including reforestation and watershed management); food security improvement and implementing stress-
resilient agricultural systems (which slow down deforestation); sustainable forest management and avoided deforestation
g\Norld Bank, 2013; Persson, 2009).

® Climate-themed bonds are fixed income, liquid financial instruments that have enabled to attract private sector climate
finance, expanding the investor base for climate-friendly projects worldwide (WB, 2014).

28



scale (Buchner et al., 2011a,b). It is also because these intermediaries are able to leverage

additional finance for projects in the form of private and/or public co-financing.

Following and building on Buchner et al. studies, the principal intermediaries relevant for

adaptation finance are:

¢ Development Finance Institutions (DFIs) — including Bilateral (BFI), Multilateral (MDBS),

National Development Banks (NDBs), including Sub-Regional Development Banks;**
o Countries’ bilateral cooperation agencies;
e UN organizations (e.g. UNEP, UNDP); and

o Dedicated Climate Funds operating through national, regional or multilateral

organizations.

DFls raise funds from a variety of sources, comprising capitalization from governments and
borrowing programmes, income from operations (e.g., retained earnings and returns on
investments) and debt financing through, as mentioned, bond issuance on capital markets.
Bilateral agencies, UN organizations and Climate Funds, instead, mostly rely on

governments’ voluntary contributions.

Data on DFIs commitments in pursuit of adaptation are inconsistently available and tracked
(Buchner et al., 2011a; 2012, Buchner et al., 2013b). Albeit recent efforts are striving to
move towards enhance convergence (see e.g. AfDB, 2012 et al., and Ecofys-IDFC, 2012;
OECD, 2014), many DFIs do not yet have in place a methodology for tracking climate
finance (Buchner et al., 2013a,b), lack dedicated resources to collecting data, have
insufficient reporting systems (AFD, 2014), or do not disclose their data for confidentiality

issues.

UN and bilateral cooperation agencies flows complying with ODA criteria are reported in the
OECD-CRS database. An ad-hoc study should be pursued to highlight their actual

contribute, which typically goes beyond pure intermediation (Buchner et al., 2012).

Climate Funds, which are a set of financing vehicles where governments pool their
resources in pursuit of adaptation objectives, are typically funded with voluntary non-

refundable contributions by donor countries — reaching USD 2.1 billion as of April 2014

% MDBs are entities with multiple governing members, including those from both developing borrowing and developed donor
countries aimed at providing financial and technical support to developing and emerging countries, and/or coordinate support
among their member countries (Atteridge et al., 2009; WorldBank.org). BFls are institutions funded and governed by individual
countries with the aim of providing aid, contributing technical support, or investing in selected development activities in
developing or emerging countries (Atteridge et al., 2009). They are often part of a government ministry (GoC, 2014); NDBs are
generally owned, funded and governed by a single national government and pursue domestic development mandates (UN-
DESA, 2005), which can be general or focused on specific niches — such as financing small- and medium-sized enterprises,
encouraging infrastructure development, or supporting a country’s agribusiness sector (IDFC, 2012).
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(ODI/HBF, 2014).25 Mainly relying on UN agencies and DFIs for the implementation of
projects, and committing resources with co-financing requirements, Climate Funds can
enable the mobilization of resources from financing partners such as multilateral, regional or
national organizations, and support the integration of adaptation concerns in the context of

larger development interventions.
Adaptation-targeted Climate Funds exist both under the UNFCCC and outside of it.

e Under the UNFCCC, COP 7 (Marrakesh Accords, 2001) established the Least
Developed Countries Fund (LDCF), the Special Climate Change Fund (SCCF) and
the Adaptation Fund. At COP 16 in Cancun it also established the Green Climate
Fund (GCF) (UNFCCC, 2010, 1/CP.16), which is expected to significantly contribute
to attaining the adaptation goals of the international community.?

e Outside the Convention there is the Pilot Program for Climate Resilience (PPCR) of
the Climate Investment Funds and other multi-thematic multilateral, bilateral and
national Climate Funds (e.g. the EU’ Global Climate Change Alliance (GCCA)).*’

The PPCR is the largest adaptation focused Fund, with total pledges in the order of 1.3
billion (WB, 2014). It is the first fund for adaptation offering concessional loans in addition to
grants (CIF, 2011a) and is the most targeted toward private sector involvement in climate
resilience (see CIF, 2012 and CIF, 2013).

Data on Climate Funds contributions for adaptation measures are available in Funds’ official
documents and through the ODI/HBF Climate Funds Update online database, which
however does not have a comprehensive coverage. The lack of regular and detailed
information on the status of finance, use of inconsistent terminology or its differing
interpretation, is a hurdle to the monitoring of Climate Funds’ flows (Watson et al., 2012).
Generally, there is also more transparency and consistency in the reporting of multilateral

Climate Funds than on bilateral and national ones (Watson et al., 2012).
3.1.5. Commercial financial institutions

Private intermediaries can include:

% Governments’ contributions (resources deposited) to the Adaptation Fund, LDSF, PPCR, SCCF according to ODI/HBF,
2014.

% |n Cancun parties decided that “a significant share of new multilateral funding for adaptation should flow through the GCF”
(UNFCCC, 2010) and that the Fund will aim for a balanced (50:50) allocation of its resources between mitigation and
adaptation (GCF, 2014).

% National Climate Funds have been established in recent years by developing countries governments in order to manage
both national and international climate finance resources, of both public and private nature. These Funds can facilitate the
collection, blending, coordination of, and accounting for climate finance at the national level (UNDP, 2011; Gomez-Echeverri,
2010). They are also seen as mechanisms to enhance countries’ ownership via ‘direct access’ to international climate finance
resources (UNDP, 2011; Glemarec and Yannick, 2011). Countries that have established National Climate Funds include
Bangladesh, Indonesia, Rwanda, Ecuador and Thailand (UNDP, 2011; FS-UNEP, 2012; Bccrf-bd.org and WB).
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¢ Commercial banks, including microfinance institutions, to finance actions at the local
level;

e Insurance companies to provide risk transfer mechanisms;*®

e Venture Capital Funds, to e.g., finance early stage technologies and
entrepreneurship (which are typically not supported by DFIs);

e Infrastructure Funds, to e.g. support and/or incentivize the climate proofing of

infrastructure assets.

With the exception of insurance companies (see e.g. UNFCCC, 2007b,c; Hoeppe and
Gurenko, 2006) and microfinance institutions (Agrawala and Carraro, 2010%° and Hammil et
al. 2008), the role/potential of these entities has not yet been fully investigated nor their
potential fully harnessed in the context of adaptation. As a result, there is lack of knowledge
on their contribution to and/or on the level of engagement of these entities — which manage
more than 71 trillion USD in assets (Gupta et al., 2014 based on Inderst et al., 2012) — in

climate resilience.
3.2 Instruments

Instruments are the actual mean used to support adaptation projects; they define the
agreement and the responsibilities existing between a financier and a project developer.
The type of financial instruments used to finance adaptation measures can be as critical as
the overall amount provided, and an element of contention in the contexts of the political
economy of adaptation. Many developing countries and scholars, in fact, consider
adaptation finance as a compensation for damages and, therefore, to be provided via grant
transfers (see e.g., Harmeling, 2008; Muller, 2008).

A variety of economic and policy instruments can be used by public and/or private

investors/financiers *°

to support, implement and scaling up adaptation efforts. By
addressing demand and/or supply financing needs, each of instruments have different roles
and potential with respect to private sector engagement in adaptation (see e.g. AGF, 2010;
WBG, 2011, 2011; Smallridge et al., 2013). WBG (2011) highlights that the type of public

financing that is deployed influences considerably the level of private finance leveraged.

In this research thesis attention is focused on financial and non-financial instruments,
including grants, loans, domestic policy-based support and de-risking instruments (Buchner
et al., 2011). The following instruments are also relevant in the context of adaptation and in

encouraging private adaptation, but out of the direct scope of this research:

% See e.g., Linnerooth-Bayer and Mechler, 2011; MCII, 2009; SwissRe, no date.

# Agrawala and Carraro (2010), in particular, noted that the share of micro-financed activities contributing to reducing
vulnerability to current climate risks in Bangladesh and Nepal represented 43% and 37% respectively of the portfolio of 22
microfinance institutions.

% |n addition to Agrawala and Fankhauser (2008), also Brauninger et al. (2011) presents an overview of relevant instruments.
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¢ Risk management instruments such as insurance schemes including reinsurance
and microfinance mechanisms;*!

¢ Environmental trading markets, price signals and payment for ecosystem services
(Agrawala and Fankhauser, 2008);

e Policy instruments such as regulatory measures and incentives (building
standards/codes; zone planning, impact assessments) (Agrawala and Fankhauser,
2008; Stenek et al., 2013).

3.3 Disbursement channels / recipients

On the ground, a number of entities can benefit/lborrow or be involved to disburse climate
adaptation finance to end-users, or to implement projects and programs. The type of
organization engaged is important to ensure that adaptation finance flows effectively to the

local level, to mobilize additional resources, and to deliver self-sustaining results.

The source-channel relationship can involve a number of international and national actors in
a complex web of interactions (as example see Figure 2). They can be public, private or
public-private (Public Private Partnerships), ranging from central and local government
agencies, line ministries, financial institutions, non-governmental organizations or

businesses. They can be local, regional, national, or international.

The availability of information about the channel / recipients of finance can help to better
comprehend the linkages existing between public and private resources across the lifecycle

of adaptation finance flows.

At the international level, however, there is no aggregated information available on the
breakdown of finance by type of disbursement/recipient organization. Therefore, tracking
the flow of finance through top-down approaches, from the global to the national and local
level, is difficult because of the lack of data (see Terpstra et al., 2013a). The OECD CRS
tracks the channel of delivery i.e. the entity that has implementing responsibility over the
funds and is directly accountable (OECD, 2010). The ODI/HBF tracks the “first” beneficiary
of Climate Funds’ resources, but information is particularly lacking on MDBs and NDBs’
flows given the lack of an integrated data reporting and management system.* There is
also not yet agreement on definitions and classifications of the various implementing

partners /recipients across tracking systems.

% |nsurance mechanisms are the most widely discussed in literature because of their dual role in the context of adaptation. On
one hand they can support post-disaster recovery by recompensing policyholders for the losses incurred, on the other, if
premiums are risk-commensurate, they can incentivize policy holders to undertake risk prevention measures (Agrawala and
Fankhauser, 2008). The role of insurance in developing regions, however, remains limited because of the low penetration
(Linnerooth-Bayer et al., 2011) mainly due to the absence of adequate enabling conditions. (For relevant literature on
insurance, see e.g., Agrawala and Fankhauser, 2008; Linnerooth-Bayer et al., 2008, Hess and Syroka, 2005)

32 In their forthcoming AfDB et al. (2013), a group of MDBs plans to provide insights the first recipient of climate finance.
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Figure 2. Example: entities planned to be involved in the distribution of adaptation finance from the
international to the local level. It refers to one project concept endorsed by the Pilot Program for
Climate Resilience in Saint Lucia.

International Aid

 Concess. [NV N
Multilateral Fund i Multilateral Bank

Concess. Loans

Local Adaptation
Financing

National Dev. Bank

[T Low Cost Loans _i_ Low Cost Loans — ]

1 I
| 1
I I
1 1
1 I
! Local Bank M Local Rank | Local Bank |
1 1
1 I
I |
1 I

— Low Cost Loans _‘.:-:._": LowCas.l‘me-:}.;—; Low Cost Loans —_

Farmers Housecholds Business Business

Source: author’s elaboration based on CIF (2011).

3.4 Final sectoral uses and ultimate recipients

There is not international agreement on eligible sector or how to categorize adaptation
finance flows. The OCD-DAC CRS, the ODI/HBF Climate Funds Update and DFls use
different sectoral categories to aggregate relevant flows.

The UNFCCC (2008) and UNFCCC (2009b) group adaptation measures in three broad

categories covering measures aimed at:

¢ Reducing the vulnerability of socio-economic activities by integrating future climate risks
in planning, design and implementation (e.g. infrastructures);

¢ Expanding the adaptive capacity of socio-economic activities to deal with current and
future (e.g. capacity building on irrigation conservation);

e Adapting to impacts of climate change that would not otherwise be initiated (e.g.

channels to divert water flows from melting glaciers).

Some adaptations measures have a public good character and, as such, in governments’
realm (e.g. research, climate and weather data). Others, the majority, fell under the
responsibility of private actors as it is in these actors’ rational self-interest to undertake
actions that reduce their exposure to climate risks or to exploit possible business
opportunities (Agrawala and Fankauser, 2008). Adaptation, however, can also have a
shared benefit nature i.e. the benefits of individual actions are shared by others (e.g. with
respect to water supply) (Mendelsohn, 2000), thereby limiting the incentives of private

actors to make capital investments to adapt to climate change. As a result government
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action would be needed as market will underinvest relative to the social optimum
(Mendelsohn, 2000).

3.5 “Entry points” of private finance

As discussed in previous sections, the private sector encompasses a variety of actors, from
the international and/or domestic level. Each has different capabilities, exposure to climate
risks, and motivations to invest. Therefore, they can have different roles in the landscape as
well as specific needs.

These elements shape the “entry points” for public finance and, therefore, need to be
properly understood in order to design financial instruments and business models capable
of harnessing their investment potential as: (i) source of finance; (ii) project developers and
technology provider (iii) financial intermediaries (see Figure 3).

Source of finance

Private actors can finance adaptation measures, directly or indirectly, as profit or non-profit
seekers. For instance, philanthropists / high-net worth individuals can contribute to Climate
Funds or directly to projects without expecting direct financial returns. Businesses or
financial institutions seeking market returns could invest in e.g., dedicated securities such

as climate-theme bonds.
Project developers, implementer and technology provider®

Corporations — spanning from multinational through to small, medium and micro enterprises
— can invest to incorporate climate considerations into project design (WBG et al., 2010),
“climate-proof” own assets and business operations at risk (e.g. with floods defenses), or

purchase insurance products to transfer a given risk (Stenek et al., 2013).

They can also provide specific technologies, services and products relevant for
adaptation;* as well as implement projects in partnership with, or on other entities’ behalf

(also via public-private partnerships);
Intermediary/channel

Financial institutions can provide products and services to address specific investment
needs at the local level, also channeling DFIs’ resources (see Figure 3). Given that the
majority of adaptation actions will occur at the local level, financial institutions engagement
to finance actions at the sub-national level would be critical to enable private sector

investments in climate resilience.

% See e.g. SEI (2009); IFC (2010); WBCSD (2008).
34 For technologies see e.g. Christiansen et al. (2011).
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Figure 3. Examples of “entry points” for private finance with relevance for adaptation
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Barriers to private investments in adaptation

Under perfect market conditions, self-interested behavior, would lead corporations, finance

institutions and households to undertake all adaptation investment that can generate net

benefits (Mendelsohn, 2000). However, in reality, a number of barriers inhibit private

investments, namely:*

e Lack of capacity, knowledge and information on the risks and the opportunities that
might arise from changing weather patterns and how to manage them;

e Lack of access to capital, oftentimes due to the incomplete information of financial
institutions and their lack of capacity;

e Deficient regulatory frameworks or adequate policies and incentives, which are no
tailored to stimulate adaptation;

e Mismatch between possible return on climate-resilient investments and the time-horizon
used by most investors to assess risk-adjusted returns, associated with operational

uncertainties.
4. Advancing understanding of adaptation finance

Scaling-up resources to the levels required to strengthening countries’ resilience to climate
vulnerability and change is a challenge that cannot be met by governments’ action alone.
The private sector needs to be involved in the equation. Yet opportunities for businesses to

get involved in activities building climate resilience are not always obvious or actionable.

Private investments typically occur if the risk-adjusted returns are positive and competitive.

Therefore, whilst for mitigation-relevant investments such as those in renewable energies

35 Sources: IFC (2010); Agrawala et al,, (2011); AGF (2010); Biagini & Miller (2013); Steneck et al. (2013).
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profitable economic models are relatively clearer to investors (this also thanks to the Kyoto
Protocol's Clean Development Mechanism (CDM)), business models for adaptation are

more difficult to identify, particularly in developing countries.

In the context of mitigation a carbon price, for instance, can provide effective signals for
undertaking mitigation measures, but this is unlikely to happen in the context of adaptation.
The private sector is likely to invest in adaptation on a case-by-case basis rather than based
on models that can be supported by international policies (Lindenberg and Pauw, 2013).
National policies and regulations, however, have a key role to play to create incentives and
favorable market conditions for adaptation.

Given the specific challenges of adaptation investments, how to use relatively limited public

resources to stimulate private investments while addressing local adaptation needs?

Given the lack of a dedicated and clear overview of how much and in which way adaptation
measures are currently financed, and empirical evidence on public sector strategies and

tools to address barriers to private action, the following chapters aim to:

e First, investigating the landscape of adaptation finance, assessing current developed
towards developing countries adaptation finance flows, and by trying to identify how
public investments are currently supporting and stimulating private action in climate
resilience (Chapter 2);

e Second, by bringing empirical evidence on those public interventions that can create the
“business case” for adaptation and by assessing the role of DFls towards this end
(Chapter 3 and 4).

Filling these research gaps is relevant because decisions and actions taken by the private
sector will have a strong bearing on countries’ ability to transition towards climate-resilient

development pathways.
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CHAPTER 2.
THE LANDSCAPE OF ADAPTATION FINANCE

1. Introduction

A number of outstanding definitional, methodological and practical challenges impede the
establishment of a robust, harmonized system to track, measure, report and verify financial
flows invested toward adaptation goals across a wide spectrum of organizations. The lack
of an agreed upon definition of ‘adaptation finance’ under the UNFCCC, its intertwined
nature with development and its multifaceted aspects, have not helped to clarify what
gualifies as an adaptation projects and what should be accounted against the long-term
financial goal stated in the Cancun Agreements (UNFCCC, 2010, 1/CP.16). Decisions over
what can and cannot be labeled ‘adaptation’ are not only technical in nature, but also

influenced by diverse political drivers, vested interests and incentives (Jones et al., 2012).

At present, there is no integrated centralized system for collecting and assessing relevant
sources of climate finance, and no agreed basis or methodology for comprehensive
measurement (Buchner et al., 2011a; Clapp et al., 2012). Existing data collection systems
for climate finance are not necessarily complete or comparable, have various objectives and
accounting approaches (Buchner et al.,, 2011a,b). Data on financial flows targeting
adaptation are scattered and not always presented in a consistent format (Terpstra et al.,
2013).

As a result, policy- and decision-makers have limited understanding on the volume, nature
and use of the resources made available by developed countries to support developing
countries’ adaptation needs. The lack of a harmonized and centralized system or framework
for tracking all relevant climate flows raises questions about efficacy, transparency and

accountability (Terpstra et al., 2013).

The current information gap on adaptation finance flows is an impediment to accountability
and the provision of quantitative-based evidence supporting adaptation policy and
investment decision-making. It hinders the ability of developed countries’ policy- and
decision-makers to comprehend whether current spending is aligned with recipient
countries’ needs and priorities and, ultimately, whether their resources are being spent
productively. This information gap also hinders the ability of developing countries’ policy-
and decision-makers to comprehend whether international finance is aligned with national
financial efforts and policy objectives, thereby to best plan expenditures in support of

national and local climate change adaptation plans. It is an impediment to coordinating
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efforts, thereby understanding whether existing patterns of finance generate inefficiencies or

“adaptation aid-orphans”.

Furthermore, the current information gap and definitional ambiguities around the concept of
adaptation can hamper governments and international organizations’ ability to understand
whether and how current public financing approaches and instruments target enablers of
private investments in climate resilience. Hence, it hampers the ability of systematically
learning lessons from existing approaches or identify strategies and business models that
can be sustainable without subsidies over the long-run, and/or that could be scaled up or
replicated.

Filling this information gap is thus critical to enable policy makers and investors to allocate
and channel climate adaptation finance effectively, but also to build trust among developed
and developing countries that progress is being made, and can improve results over time as
best practices are shared and replicated. It is a prerequisite for scaling-up climate finance
efforts from the current (unknown) level to the USD 100 billion goal.

This chapter, which is an integral part of Buchner et al. (2013a), is a first step towards illing
this gap’. By applying and building on the Buchner et al., (2011 and 2012) framework, it
estimates adaptation finance flowing from developed to developing countries in 2012. The
purpose of this Chapter is to inform and stimulate the ongoing debate on adaptation finance
and the need to scaling-up financing efforts by providing evidence-based analysis on the
state of play. It aims to contribute to ongoing efforts intended to enhance understanding on
how public resources are supporting adaptation interventions. More specifically, the main

objectives of this research are to:

e Assess the magnitude and nature of adaptation finance currently flowing from
developed to developing countries;

¢ Evaluate the relative contributions of various actors operating in the so-called landscape
of adaptation finance to gauge the relative relevance of Development Finance
Institutions’ (DFIs) role;

o |dentify where (i.e. sectors and geographies) adaptation finance is flowing and how it
reaches its target objectives (i.e. through which institutions involved in the delivery of
finance and/or implementation of projects and programs);

o Identify if and how current public investments support and stimulate private sector action
in climate resilience;

o Highlight limitations and shortcomings in existing tracking and reporting practices, and

the associated impact on available estimates.
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The remainder of the paper is organized as follows. The next section outlines the
methodological approach used for gathering and analyzing data. Section 3 illustrates the
results of the analysis presenting the main findings for each stage of the lifecycle of
adaptation finance flows. It then focuses on DFIs’ flows and the type of activities supported
in 2012 with the aim of engaging domestic private sector actors in contributing towards
countries’ adaptation agenda. Finally, it provides an overview on the main tracking issues

and, in section 4, concluding remarks.
2. Data and methodology

2.1 Operational definition and scope of adaptation finance

Being an integral part of Buchner et al. (2013), this research builds on the definitions,

methodologies, and framework developed for Buchner et al. (2011a and 2012).

In the absence of an internationally acknowledged definition, this research adopts an
operational definition of ‘adaptation finance’ to collect and aggregate comparable data

across a wide variety of primary and secondary sources.

More specifically, to determine what qualifies as ‘adaptation’ this research relies on the
definition of the OECD-Development Assistance Committee Rio marker on climate change
adaptation, and the ‘context- and location-specific’ approach developed by the joint initiative
of major Multilateral Development Banks (MDBs) (see AfDB et al., 2012 and 2013). The
approach followed by the French Development Agency (AFD) (AFD, 2012) and the
International Development Finance Club (Ecofys-IDFC, 2012; 2013) was also considered to
understand the comparability of data across multilateral and bilateral flows, as well as
national ones. In addition to these data sources, the choice of the sectoral breakdown used

to aggregate flows against final uses was also informed by third-party expertise.*

The scope of the analysis is limited to public flows in support of “a range of activities, from
information and knowledge generation, to capacity development, planning and the
implementation of climate change adaptation actions” (OECD, 2011). Private flows are not
covered due to data availability issues, unresolved methodological difficulties, and the lack
of adequate reporting systems (see Clapp et al., 2012; Buchner et al., 2012; 2013). To
date, in fact, there is no agreed upon and common definition of private finance, neither a
methodology to measure these flows (Stadelmann, Michaelowa, & Roberts, 2013). Existing

data are limited and of very poor quality. Dedicated and bottom-up analysis could help to

% A Steering Committee composed of experts from DFIs and research organizations provided expert advice during the
development of the Buchner et al. (2013a) project, helping to understand available data and the various linkages between
flows.
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better gauge the actual level of involvement of private actors in climate vulnerability

reductions measures®” and comprehend how to quantify private sector flows.
Public data captured represent:

¢ Annual commitments rather than disbursements i.e., funds officially approved to a
specific project or program by the Board of the reporting institution or by the means of a
closure of a financing agreement, or similar actions;

o ‘Gross’ rather than ‘net’ flows, thereby capturing the face value of financial resources
(including grants, low-cost / concessional debt, market-rate debt, equity and balance
sheet financing) to shed light on the overall level of investments;

e Upfront investment costs and grants rather than the incremental component of
investment costs stated in the Convention (UNFCCC, 1992, art 4.3).

¢ International resources flowing from developed to developing countries, the former
defined as the members of the OECD at the end of 2012, while the latter as non-OECD
countries. Multilateral Development Banks’ (MDBs) commitments are here considered
as OECD to non-OECD flows, albeit acknowledging the mixed ownership structure of

these entities.

It is worth noting that the focus on commitments rather than disbursements may affect the
magnitude of flows given that committed amounts are often disbursed over a number of
years, and are generally not adjusted ex-post for amendments or cancellations. Therefore,
commitments may lead to potential overestimates (Buchner et al., 201la and 2012).
Disbursements would provide a more accurate picture of the actual volume of financial
resources reaching a given country/sector in a given year, but at the international level data
are lacking. Disbursements data are more readily-available at the national scale (see e.qg.,
Ampri et al., 2014).

‘Net’ flows — i.e. “gross” flows adjusted by the amounts repaid by the recipient countries —
would be an important lens for adaptation finance. This particularly because in some
stakeholders’ views adaptation finance is a compensatory payment owed by the
responsibility of industrialized countries for their historical emissions (e.g. Jones, 2012; WB,
2010a; Harmeling et al., 2008). Nevertheless, as discussed in AGF (2010), net flows are
difficult to measure. There are also conceptual and practical challenges in accurately
quantifying the ‘full incremental cost’ of adaptation investments referred to in the Convention

(UNFCCC, 1992). This is because it would imply determining the difference between the

5" UNDP (2013), for instance, presents a few insights on international and domestic private sector entities’ (including
communities and cooperatives) investments in climate change related activities (see e.g. the Climate and Public Expenditure
and Institutional Review undertaken in Nepal and Bangladesh).
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additional costs of an adaptation intervention, and the costs of a development-as-usual one
(see AfDB et al., 2013; Brown and Kaur, 2009).

With regard to the coverage of financial instruments, data exclude risk management
instruments such as loan guarantees. Acknowledging the associated opportunity cost,
accounting the value allocated against these types of instruments could result in double
counting between, for example, the face value of full loan guarantees and loans with
investment costs. It would imply tracking potential future amounts of finance that may be
exercised only in particular circumstances, and required to pay for things other than
investment costs in climate vulnerability reduction measures (e.g. payments for loan
defaults). Nevertheless, it has to be acknowledged that risk management instruments do
play a salient role in the investment and financing decision-making process, often being the
enabler of private but also public investments (see Frisari et al., 2013; Trabacchi et al.,
2012).

2.2 Data collection and aggregation approach

This research captures 2011 and 2012 data, the latest available at the time of undertaking
the quantitative analysis (April-October 2013 and December-March 2014). The data that
subsequently become available (e.g. OECD 2014a) do not influence the main findings of
this research.

Empirical data and information were gathered from a wide range of primary and secondary

sources. The main sources used, which are presented in further details in Table 1, are:

i. The OECD-DAC Creditor Reporting System (CRS) Aid Activities database (OECD,
2013a), to identify governments’ adaptation-related aid commitments;

ii. The Fast-start Finance reports submitted to the UNFCCC, and a dataset compiled by
the World Resources Institute and other research institutions (see WRI et al., 2013) to
identify government flows beyond ODA;

iii. The Climate Finance Update web site (ODI/HBF, 2014) and official documents to
collect and verify data on Climate Funds’ commitments;

iv. A financial survey ad hoc developed to collect comparable primary data on DFIs’ own
resources committed for climate-relevant projects in 2012, as not otherwise publicly or
readily available; DFIs’ annual reports and a data set compiled by Ecofys-IDFC (2013)

complemented the data collected via the survey;
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v. Third-party expertise as a complement to the desk-based assessment approach to
gain clarifications on tracking methodologies, or suggestions when data and/or

information were lacking or difficult to interpret.®

Granularity, tracking and reporting approaches vary across data source. The financial
survey used to retrieve DFIs data or DFIs annual climate finance reporting (e.g. AfDB et al.,
2012), for instance, provide aggregated information on climate finance targeting adaptation,
but do not have statistical character and lack of project-level details.

To minimize the risk of double counting, aggregated figures exclude:

e Bilateral Climate Funds from Climate Funds flows, because assumed to be accounted
for in governments’ adaptation-related bilateral aid reported in the OECD-DAC CRS
database;

e Finance provided by BFIs (AfD, JICA and KfW), or channeled through multilateral
Climate Funds from governments’ flows retrieved from the OECD-DAC CRS database,
because presented separately along with DFIs flows and because of the time-lag
between the data in the OECD-DAC CRS database and DFIs’ flows;

e Governments support provided to OECD countries that are ODA recipients i.e. Turkey,

Mexico, Chile and Korea.

Government budgets’ flows

The estimate of Governments budgets’ flows captures the portion reported in the OECD’s
CRS database qualifying as Official Development Assistance (ODA). The lower bound of
this estimate (USD 0.6 billion) includes only aid marked with climate change adaptation as
its ‘principal’ objective (score 2). The upper bound of the range (USD 6.4 billion) includes, in
addition, financing for activities marked as ‘significant’, comprising also activities marked as
both adaptation and mitigation. The upper bound also includes an additional USD 0.4 billion

identified in Fast-start Finance reporting for the same year.*

When including BFIs and Climate Funds, the total amount of adaptation-marked ODA in
2011 ranged between USD 1.2 billion and USD 8.9 billion (the upper bound includes Fast-

start Finance contributions).

% |In addition to interactions with data providers, a Steering Committee composed of experts from DFIs and research
organizations provided expert advice during the development of the Buchner et al. (2013) project.

% Countries FSF contributions targeting adaptation in 2011 were compared with bilateral aid reported in the OECD-DAC CRS
database and, if higher, added to total governments’ flows. U.S. government grant financing for USD 418.7 million was
considered as additional to adaptation finance reported in the OECD-DAC CRS database thereby added to the total.
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Table 1. Details on the sources of data used listed per type of flow.

Type of flow Data source

Governments’ budgets

e OECD Creditor Reporting System (CRS)
Aid Activities database OECD (2013a),
which provides official project-level
statistics on international aid activities. The
“Rio marker” descriptive system allows
identifying adaptation activities. Data refer
to 2011 commitments, the latest available
year at the time of undertaking the
guantitative assessment.

« Bilateral
adaptation-related
aid by members of
the Development
Assistance
Committee (DAC)

OECD (2013a)

« UNFCCC (2013)

¢ Fast-start Finance e Countries FSF contributions targeting e WRI et al. (2013)
(FSF) adaptation in 2011 ¢ ODlI et al. (2013)
¢ US State (2012)
DFIs*
. . Among the others:
e Self-reporting of aggregated 2012 climate | Ang et al, (2012
o Multilateral finance commitments via ad-hoc financial 2013) ' '
Development survey '
Banks e Annual reports * EBRD (2012)

« IDB (2012a)

e OPIC (2012)
Self-reporting of aggregated 2012 climate

; . finance commitments via ad-hoc financial ¢ OECD (2013)
¢ Bilateral Finance e AFD (2012)

Institutions survey « WRI et al. (2013)

Annual reports
OECD-DAC CRS statistics * US State (2012)

Self-reporting of aggregated data via ad-
hoc financial survey

Project-level databases

e National & Sub-

Regional « Aggregated dataset from Ecofys-IDFC * Ecofys-IDFC (2013)
Development (2013)
Banks

Annual reports
Climate Funds

e ODI/HBF Climate Funds Update
database (2014)

e Adaptation Fund project web « ODI/HBF (2014)
Slt.e e Adaptation Fund
e Climate Investments Funds web (2013) 40
e Multilateral site
: . - MDG (201
Climate Funds e Global Environmental Facility : GEFG((200123))
project web site .
. GEF (2013)
e MDG Achievement Fund — « CIF (2013)

Environment and Climate
Change thematic window —
project web site

(*) Note: See Annex A for details on institutions covered

Development Finance Institutions’ flows

The financial survey was developed under the guidance of selected experts and submitted
to 21 international DFIs encompassing MDBs and Bilateral Finance Institutions (BFIs) (see

Appendix A) in June-July 2013. The data gathering approach was conducted in conjunction

“* Resources approved by the Adaptation Fund Board in commercial year 30/06/2012 - 30/06/2012.

50



with Buchner et al. (2013a) and Buchner et al. (2013b). Interactions with surveyed DFIs’

representatives continued up to October 2013.

To identify the relative relevance of developing countries domestic adaptation financing, the
survey was also submitted to 3 National Development Bank (NDBs). As advised by experts,
part of NDBs’ financial commitments was retrieved via Ecofys-IDFC (2013). NDBs flows are

not counted against the total presented hereafter.

Surveyed DFls received detailed guidelines for the identification and categorization of
relevant projects per sector. To avoid double-counting with flows captured separately (e.g.
bilateral adaptation-related aid commitments), DFIs were asked to exclude external
resources from their reporting (i.e., bilateral or multilateral donors’ resources). Institutions
surveyed were asked to provide data corresponding to a 12-month period in USD million,
using annual average exchange rates from local currencies to USD from the World Bank’s
indicators database (http://data.worldbank.org/indicator/PA.NUS.FCRF).

Sixteen of the twenty-five DFIs directly surveyed reported adaptation financing in 2012. Six
DFlIs contacted did not compile the survey due to e.g. internal reorganization issues, while

nine DFIs did not finance adaptation activities in 2012.

To the extent possible, data retrieved were adjusted to exclude interventions not in line with
the operational definition of adaptation finance adopted for the analysis, or the chosen
categorization. For instance, in those cases where respondents provided sectoral
breakdowns different from those requested in the survey, the project/category description, if
available, was considered for allocating data against the selected categories, alternatively,
to “others (multi-sector)” or “unspecified”. Direct interactions with DFIs’ representatives,
DFlIs project databases, annual reports or thematic publications were also used to fill data

and information gaps, or gain additional insights on DFIs’ financing strategies.
Private sector-oriented interventions

A keyword search approach was used to identify 2011/2012 public finance flows deployed
in support of and/or to stimulate private sector action in climate resilience (see Appendix B
for an overview of the terms used). The data sources investigated are outlined in Table 1

above.

The following multiple approach was used to quantify the split between DFIs’ public and
private: i) data on the recipient typology provided by DFls in the survey; ii) DFIs’ annual
reports; iii) DFIs online project databases, when available; and iv) inquiry to DFls

stakeholders.
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Where possible, identified private sector-oriented projects were classified against those
factors that according to literature (e.g. Stenek et al., 2013; CIF, 2013; GCF/B.04/07, 2013;
Agrawala et al., 2011) hinder private actors’ ability to adapt, their incentives to act, and their
perspectives towards the need to manage climate risks (Agrawala et al., 2011). These span
from lack of awareness, technical and financial capacity, data and/or expertise to carry out
climate risks (or opportunity) assessment, through to unfavorable policies, laws and

regulations.
3. Results and discussion

The research finds that in 2011/2012 public institutions from developed countries committed
at least USD 10-15.8 billion for activities with adaptation objectives in developing countries,
USD 13 billion on average.*

These figures are a combination of Official Development Assistance (ODA) and non-ODA
finance originating from developed countries’ governments, dedicated Climate Funds and
DFls. On average, they represented approximately 58% of global adaptation finance
identified in Buchner et al. (2013a). An estimated USD 11.5 billion committed by NDBs in
pursuit of national climate-resilient development strategies, made up the remainder portion
referred. NDBs tracking issues. The true magnitude of NDBs’' flows can, however, be
questioned given the status of “readiness” of the climate finance tracking approaches of

some of these entities.

Despite shortcomings in tracking and inconsistencies in reporting approaches there is
evidence that international financial commitments in pursuit of adaptation objectives have
increased since the beginning of this decade (see UNFCCC, 2011a; Buchner et al. 2011,
2012, 2013, forthcoming 2014), and that climate change considerations are being
increasingly mainstreamed into development co-operation practices (OECD, 2013b). This is

particularly apparent when considering:

¢ Bilateral contributions reported to the UNFCCC in the past years: USD 0.3 billion in the
Fourth National Communication (2001-2003), USD 1.9 billion in the Fifth (2005-2010)
(UNFCCC, 2011a) and USD 2.1 billion (2011) in the recently submitted Biennial
Reports;*

o Countries bilateral and multilateral Fast-start Finance in support of measures with
adaptation objectives estimated at USD 5.7 billion (2010-2012) (ODI et al., 2013).

! These estimates may include resources directed to OECD countries such as Chile, Mexico and Turkey, which could not be
fully excluded due to data availability issues.

“2 For 2012, it is USD 1.6 billion. 2011 and 2012 figures include contributions through multilaterals. Source: Biennial Report
Data Interface and Biennial Reports (see UNFCCC web site for details).
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¢ Climate Funds’ annual commitments for adaptation interventions, which between 2008
and 2012 increased with a compounded annual growth rate (CAGR) of about 73%,

reaching a cumulative value of about USD 2.6 billion.*

Nevertheless, notwithstanding these positive signals, current estimates appear to fall short
of the potential investment needs. The economic costs of climate change for developing
countries, in fact, range between USD 70 billion to USD 100 billion a year (the 2010-2050
average) for a 2 °C warmer world (WB, 2010b). In a 4 °C warming scenario, these costs are
expected to rise steeply over time (de Bruin, 2014).

Sources and intermediaries: who are the main actors of the Landscape?

DFIs played a pivotal role in the landscape of adaptation finance, intermediating about 68%
(or USD 8.8 billion) of the total adaptation finance flows captured. Governments bodies and
Climate Funds committed, on average, the remaining 27% (USD 0.6-6.4 billion) and 4%
(USD 0.5 billion) respectively. ** Governments’ non-refundable or highly concessional
resources provided either directly or indirectly by pooling resources in Climate Funds or
dedicated facilities (generally called Trust Funds), support and influence DFls’ ability to

develop and finance a wide range of climate-resilient activities at preferable terms.

Table 2. Breakdown of 2011/2012 financial commitments by source (current USD billion and
percentage)

usD

Actor -~ %
billion

DFls 8.8 68%

- MDBs 5.8 45%

- BFls 3.0 24%
Governments 0.6-6.4 6%-38%
Climate Funds 0.5 4%
Total 10.4-15.8 100%

Note: The figures may not add up to the total exactly because of rounding.

Instruments: how is adaptation finance flowing?

In 2011/2012, USD 7.8-8.0 billion, or 61.5% of the total flows, was invested in the form of
loans. More than half of this share (USD 4.5-4.7 billion) was delivered at lower than market
terms, while the remaining USD 3.3 billion as investment expecting market rate returns.*

Grants, which can include cash transfers or the provision of in-kind support for which the

“ This figure includes bilateral Climate Funds. When considering Multilateral Funds only, the total is about USD 1.2 billion
525% of which disbursed) and the CAGR about 75%.

“* To avoid double counting, this estimate excludes an additional USD 242 million provided by bilateral Climate Funds,
because assumed accounted for in governments’ budget data reported in OECD (2013).

“® The total amount also includes equity contributions for an average of USD 13 million

53



recipient incur no legal debt,* represented the remaining 38% of the total, ranging between
USD 2.2 to 7.7 billion.

While about 87% (USD 7.7 billion) of DFIs’ adaptation commitments were extended in the
form of loans, grants made up the majority of governments’ bilateral adaptation-related aid
and Climate Funds’ commitments. This pattern reflects the role of governments’ and climate

finance adaptation-related aid in Low Income Countries, including least developed ones.*’
Recipients: who channels or implement adaptation projects?

Donors and host countries’ government entities were the primary recipients/borrowers of an
estimated 70.9% (USD 9.1 billion) of total adaptation finance commitments in 2012.
Cooperation agencies and Non-Governmental Organizations (NGOs) implemented another
significant share (11.5% or USD 1.5 billion).*®

While the majority of projects and finance was implemented by public sector actors (e.g. line
ministries, cooperation agencies or UN organizations) and focused on public sector-oriented
activities, the data captured suggest that an estimated USD 0.2-0.3 billion was invested to
directly or indirectly*® support or involve private actors in measures enhancing climate
resilience. DFIs extended USD 158 million (2% of their total), while governments and
Climate Funds USD 2.8-163.3 million and USD 16.8 million respectively. About 51% of total
private sector-oriented aid from governments and Climate Funds was directed towards
Upper-Middle Income countries. The lack of project-level data for the whole group of DFIs

impedes to identify where the related 2012 commitments were specifically invested.

According to the projects description available in OECD (2013a), ODI/HBF (2014) and WRI
et al. (2013), and information retrieved in DFIs annual reports or web sites, private sector
engagement has mainly taken place through measures aimed at: (i) raising awareness,
including on response measures (e.g. IFC, 2013a,b; EBRD, 2012); (ii) building the technical
and financial capacity of e.g. small-medium businesses and local financial institutions to
manage climate-related risks also through, among others, the establishment of dedicated
credit facilities and risk transfer tools such as insurance schemes (e.g., OECD, 2013a;
ODI/HBF, 2014); (iii) facilitating access to and promoting the adoption of best practices and
modern technologies (e.g. IFC, 2012; OPIC, 2012).

“® This is adapted from the OECD Glossary of Statistical Terms. At: http://stats.oecd.org/glossary/.

" The classificaion of countries by income is based on World Bank categorizaton see
http://data.worldbank.org/about/country-and-lending-groups.

“*® The breakdown of DFIs commitments by recipients was estimated based on overall climate finance trends, and/or on
information retrieved through interviews with DFIs’ representatives, DFIs’ web sites and/or annual reports.

“ Indirect support refers to those measures implemented by a public sector actor e.g. line ministries or NGOs, but aimed at
building the capacity of private actors and/or improving the enabling environment for private investments in climate resilience if
and only if fine-tuned to specific type of private actors and aimed at putting in place incentives/mechanisms to steer their
activities toward enhanced climate resilience.
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Other activities identified include multiple objective measures aimed at improving the
enabling environment by, for instance, supporting private sector policy formulation and

advocacy.

Figure 4 below breaks down the private sector-oriented commitments identified in
governments’ and Climate Funds’ flows, according to the type of barriers that literature
indicated as hindering private actors’ involvement in adaptation (see e.g. Agrawala et al.,

2011), and to the recipient countries by income group.

Figure 4. 2011/2012 private sector-oriented commitments identified in governments and Climate
Funds flows broken down by type of activity and income group, in percentage.
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Source: author’s elaboration based on OECD (2013a) and ODI-HBF (2014).
Sectoral and geographic recipients: where is adaptation finance going to?

In 2011/2012 adaptation financing was concentrated in a few sectors and regions. The
largest portion (47% or USD 6.0 billion) was committed to increase climate resilience
through improvements in the supply and management of water resources, and in
agricultural, forestry and land use practices. Among the others, measures aimed at
strengthening existing or building new infrastructures received an average 15.2%, (USD 2.0
billion), while other disaster risk management activities attracted an estimated 12.6% (USD
1.6 billion). Existing data and insights on past year’s financing practices (see Buchner et al.,
2012; IEG, 2012; UNEP, 2011; UNEP 2010; AFD, 2012), suggest that some institutions are
placing an increasing emphasis on disaster risk reduction and management measures. This
highlights the linkages existing between the disaster risk reduction and adaptation agendas,
which in some stakeholders’ view would need to be brought closer together (see OECD,
2014b; IPCC, 2012).

In terms of regional recipients, Sub-Saharan African countries and South Asia received

almost half (45% or USD 5.8 billion on average) of total public commitments targeting
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adaptation. The former was privileged by the allocation of governments and Climate Funds
resources, while the latter by DFIs ones. The pattern of 2012 financing appears to be
aligned with these regions’ adaptation needs given their high exposure to future climatic
upheavals, and their relatively lower institutional and financial capacity to address the
consequences of these changes (see e.g. WB, 2012 and AFD, 2012). The lack of
consistent series or country-level data for all flows is an obstacle to more in-depth analysis.

Figure 5. Break down of 2011/2012 public finance commitments by type of recipient sector and
geography (current USD billion and percentage).
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Figure 6 below, the so-called Landscape (see Buchner et al., 2011), illustrates in a

shapshot 2011/2012 public adaptation finance flows along their life-cycle.

Given their relative role in the Landscape, the following section focuses on describing more
in details DFIs flows, breaking down their commitments along the main stages of the
finance lifecycle. Chapter 2 ends with a discussion on the key tracking issues that influence

the magnitude and nature of the estimates presented.
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Figure 6. The Landscape of Adaptation Finance in 2011/2012 (in current USD billion)*°
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3.1. The role of Development Finance Institutions in the Landscape of
Adaptation Finance

With an average 68% of total adaptation finance commitments in 2011/2012, or USD 8.8
billion, DFls represented the dominant source for projects pursuing climate resilience
objectives in developing countries. This appears consistent with their long-standing
expertise and roles in areas of development assistance with relevance to adaptation.

MDBs delivered nearly 66% (USD 5.8 billion) of the total DFIs’ commitments, while BFls
about 34% (USD 3 billion).

A group of MDBs also distributed third party resources valued at USD 370 million (AfDB et
al., 2013) from bilateral or multilateral donors such as the Pilot Program for Climate
Resilience (PPCR) or the Adaptation Fund. BFIs, instead, who do not have access to this
type of multilateral funding options, administered and delivered significant portions of
governments’ Fast-start Finance commitments (see Vieweg et al., 2012; Fransen et al.,
2012; WRI et al., 2013).

* Notes: Flows are presented in USD billion and rounded to produce whole numbers. Where ranges of estimates are
available, the mid-point is presented. Values presented in the graph may not match because of data availability issues.
Instruments: (*) The category “other instruments” includes flows that could not be associated to other instruments.

Project-level equity refers to equity reported as ODA in (OECD, 2013a); Risk management instruments are not counted
against total commitments. Uses: (**) The category “other/unallocated” adaptation includes e.g. activities such as prevention of
groundwater salinity through improved waste water infrastructures and waste management or health-related products. Not
estimated arrows have a default width.
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Governments’ choice of intermediary institution and delivery modality influences their ability
of mobilizing private investments. The U.S., for instance, relied for 32% (USD 722 million) of
its 2012 Fast-start Finance commitments on the Overseas Private Investment Corporation
(OPIC) given its focus on catalyzing private investments (US State Gov., 2013).>! Canada,
instead, allocated USD 292 million of its Fast-start financing to the International Finance
Corporation (IFC) — the private sector arm of the World Bank — to set up a co-finance facility
specifically targeting the mobilization of private sector investments in developing countries
though both mitigation and adaptation-oriented projects (Government of Canada, 2012; IFC,
2013c).** The relevance of these strategies for adaptation remains to be seen.

Table 3. Insights on Fast-start contributions administered by BFIs in pursuit of adaptation measures,
current USD in million, 2012 and 2010-2012

Adaptation-oriented

cgaﬁ?rry DFls FSF p-grrroed
(% on tot and USD)

Japan Japan Intgrnational 78%
Cooperation Agency (USD 342) 2012
(JicA)

France French Development (USSGISAjls 20105—3
Agency (AFD) yearly average) 2012

Germany  German Development 41%
Bank (Kfw (USD 54) 2012

Entwicklungsbank)

Source: author’s elaboration based on WRI et al. (2013)
Insights on DFIs adaptation finance commitments trends

Noting that some methodological refinements occurred in their join tracking approach over
the two years, data reported by AfDB et al. (2012) and AfDB et al. (2013) suggest a 34%
year-on-year increase in MDBs’ adaptation finance commitments in 2012.%* Also JICA and
KfW commitments, which together represented about 92.6% of BFIs’ total adaptation
financing in 2012, increased by 42% and 9% respectively compared to 2011. AFD’s
contributions, instead, decreased by a significant 66% in 2012, reaching the lowest level
since 2007; according to AFD (2012) this drop was mainly due to a lower average amount

of financing per project than in previous years.

51 This figure refers to finance in clean energy activities.

*2 The facility also supports projects pursuing mitigation objectives. For private finance mobilization purposes, in 2012 and
2013 the Government of Canada also established the USD 250 million Canadian Climate Fund for the Private Sector at the
IDB, and the USD 82 million (2013) Canadian Climate Fund for the Private Sector in Asia (IDB, 2012b; ADB, 2013). The
Canadian’s total Fast-start funding amounted to USD 1.2 billion.

* The volume specifically channeled by AFD in 2012 could not be determined as the year of commitment was reported as
“unknown” in the dataset. Data reported in EU (2013) suggest that over the 2010-2012 period AFD channeled a higher
volume.

* It is to be noted that MDBs refined their joint tracking approach within one year of MDBs’ data reported to Buchner et al.
(2012).
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Instruments and recipients

About half of DFIs’ adaptation commitments was extended in the form of low-cost debt
(49.5%), and about the same share (48.6%) with the aim of managing climate risks in the
water (27%) and agricultural sectors (22%). Two thirds of their commitments targeted
climate vulnerabilities in South Asia (25%), Sub-Saharan Africa (23%) and the Latin
America and Caribbean Region (20%). With 35% of their total (USD 1.1 billion), South Asia
was the single main recipient of BFIs’ financing, while countries in Sub-Saharan Africa and
Latin America & the Caribbean were the main target of MDBs commitments, which
allocated 29% (USD 1.7 billion) and 23% (USD 1.3 billion) of their total respectively. The
patterns of DFIs’ financial flows underscore the relative role played by the main financiers of
adaptation-targeted projects, namely, the World Bank (WB), the JICA, and the Asian
Development Bank (ADB). Together, these entities accounted for about 75% of total DFIs’

adaptation finance in 2012.

MDBs — whose single largest share of financing targeted infrastructure and coastal
protection projects (29%) — committed their financing predominantly at market-rate terms
(55% of the total). This underscores the importance of grant or concessional funds from
donors and Climate Funds, which can be “blended” alongside MDBs’ own ones to achieve
the level of concessionality required by the additional costs and risk premium of adaptation
projects, or compensate for the real or perceived higher risks of pilot and demonstration

projects.

Donors’ resources also enable MDBs to prepare and implement investments, though e.g.
awareness-raising, market studies or technical assistance services in conjunction with
financing to e.g. facilitate access to finance at affordable rates for water-efficient
technologies (see e.g. EBRD, 2011). In particular, the Climate Investment Fund’s PPCR is
providing MDBs with access to grants and highly concessional loans®® with the explicit
objective of using these resources to engage the private sector in climate-resilient
development activities (CIF, 2013a,b,c). In 2012 total commitments towards this end
amounted to USD 8.7 million (ODI/HBF, 2014) but, as of March 2014, funding allocated to

private sector-oriented projects amounted to about USD 104 million (CIF, 2014).

BFIs extended 73% (USD 2.2 billion) of their commitments in the form of below market-rate
debt and 22% (USD 0.7 billion) as grants, focusing their interventions in the water supply
and management sector that attracted 56% (USD 1.7 billion) of their financing. As
suggested by data reported in Buchner et al. (2012) and UNEP (2011; 2010), in 2012 BFIs’

financing strategies appeared to be in line with their past practices, but show a rebalancing

* Concessional loans are offered at near zero interest with a 75% grant element.
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in favor of other activities. In 2012, in fact, disaster risk management measures and
agriculture received about 23% and 15% of their total as compared to 4% and 10% in 2009.
Disaster risk management interventions increasingly become an area where also the World
Bank — a prominent financier of adaptation projects — placed a growing emphasis over the
past years, focusing on e.g. the improvement of countries’ hydro-meteorological information
systems (IEG, 2012).

Figure 7. Breakdown of public adaptation finance flows to developing countries in 2011/2012.
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In addition to investment loans/grants, DFIs’ support with relevance to adaptation also
encompassed ‘non-project lending’ instruments, so-called policy-based instruments. *°
These instruments represented 24% of MDBs’ 2012 adaptation finance commitments, or
about USD 1.3 billion, and where provided by the World Bank and the Inter-American
Development Bank. Policy-based instruments accounted for 32% and 95% of their
respective total commitments (AfDB et al., 2013).>" Policy-based instruments are also used
by BFIs, but due to data availability issues it was not possible to determine their relative
importance on BFls’ portfolios.>®

Through policy-based instruments DFIs’ resources are transferred in tranches in the form of
loans or grants through recipient countries governments’ budgets in support of pre-

% Originated as Balance of Payments support during the global oil crisis in 1978 (ADB, 2011), policy-based loans are now
used with the aim of supporting governments’ efforts to addressing climate change challenges by making tranche loan
disbursement conditional to pre-determined policy and institutional reforms (IDB, 2012).

*" The World Bank started Climate Change Development Policy Operation lending in 2012, with the approval of a total of USD
70 million (World Bank, 2012) while IDB has been using policy-based loans to deliver its climate financing since 2007. Policy-
based lending accounted for about 17% of its total climate finance budget support in the Region (IDB, 2013).

8 AFD, for instance, is financing adaptation projects in Indonesia, Vietnam, Mauritius and Mexico with Climate Change
Development Policy Operations (DPSs), while KfW is planning on launching a scheme called Climate Change Policy Based
Loans (CCPBL) for National Adaptation Plans (NAPs). According to AfD (2012), in 2012 AfD budget and sectoral support to
governments and local authorities for the implementation of climate change policies amounted to EUR 473 million (~USD 608
million), about 20% of its “climate” commitment approvals. This figure includes financing to activities with both mitigation and
adaptation co-benefits.
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determined policy and institutional reforms (IDB, 2012c). Since they are implemented
through national systems in support of national development plans, some studies (e.g.,
AfDB, 2012; Brown and Peskett, 2011) noted that they have demonstrated the ability to
enhance countries’ ownership, increase predictability of funding, and help to strengthen
national budget processes. Strengthening relevant policy frameworks can help to incentivize

private investments in climate-resilience (see e.g., Agrawala and Fankhauser, 2008).

Mobilizing private sector investments

According to data provided in the financial survey, and information retrieved in DFIs annual
reports or web sites, it is estimated that DFIs delivered most of their resources (98%) to
public sector actors, and about 2% (USD 158 million) directly to private entities. MDBs
provided 76% of this private sector-oriented finance.

Given the lack of project-level details, secondary sources suggest that the USD 158 million
was invested in activities aimed at strengthening private actors’ climate risk management

capabilities by, inter alia:

¢ Promoting water resources efficiency measures in water-intensive industries (e.g. pulp
and paper and agribusiness) operating in water stressed areas (EBRD, 2012; Kfw,
2012; IFC, 2013a; IFC and EBRD, 2013; DEG, 2014a,b);

e Strengthening energy infrastructures to withstand climate-related impacts (IFC, 2012a;
Stenek et al., 2010);

e Promoting the adoption of best practices and modern technologies in agriculture to
strengthen the productive capacity of small-medium organizations and cooperatives
(IDB, 2012a; IFC 2012a,b; IDB, 2013a,b; OPIC, 2013).

These projects were mostly supported by the private sector arms of MDBs (e.g. IFC and
EBRD), the private subsidiary of BFls (e.g. DEF) and business-focused DFls (i.e. OPIC).

Private sector—oriented DFIs, which operate at the interface between the public and private
sectors (IFC, 2011), can offer and package together a wider array of financial and non-
financial instruments as compared to their public sector counterparts (see e.g. IFC, 2011;
Venugopal et al., 2012), helping to bringing projects to a state of “investment readiness” or
demonstrating the viability of investments in new areas. How these instruments have been
used and what is the specific role of private sector—oriented DFIs in the context of

adaptation, however, remains to be assessed.

61



3.2 Main caveats

Ample room for improvement remains in the estimates presented, often due to the lack of
readily available, project-level data, or consistent and comparable tracking approaches
across the various data sources compiled. Moreover, some relevant information (e.g. AfDB
et al, 2013) was not available during the planning data gathering phases (April-October
2013). In particular, the following caveats need to be highlighted:

Firstly, shortcomings in the data gathering approach. The survey developed to collect DFls
data, which was undertaken in the context and jointly with Buchner et al., (2013a,b), had to
strike the balance between comprehensiveness and likelihood of responsiveness among
the surveyed institutions. For instance, an improved survey template would help to derive
more accurate geographical and recipient typology breakdown. It could help ensure that
financing towards OECD countries such as Chile, Israel, Mexico or Turkey is fully excluded
from Non-OECD estimates. It can also help to enhance the accuracy of the exact volume of

DFls’ financing directed toward private sector recipients.

Secondly, the weakness of the keywords search methodology used to identify private-sector
oriented interventions. The reliance on the projects description fields available in the OECD-
DAC CRS and Climate Funds’ datasets relies on the level and accuracy of the information
reported. Albeit also the descriptions of the other projects featured in these datasets and,
where available, the information provided in projects-related documents were duly taken
into account, the information available is often insufficient to enable understanding on the
type of intervention financed. Moreover, the online project databases of some DFls are not

intended for climate finance reporting and, therefore, offer limited information value.

Thirdly, reliance on a single year of adaptation finance commitments. Albeit various data
sources were investigated in order to understand trends and the significance of data, a
single year is not fully representative. Data series would enable more in-depth and
meaningful assessments, but there is still relatively little data on which to base trend
analysis. Climate change is not a traditional sector for donors and DFls reporting of
international development aid, hence, systems for tracking adaptation activities are still

relatively in their infancy, and relevant expertise is still under development.
3.3 Main tracking issues

The following paragraphs aim to summarize the main tracking issues identified during the
assessment. These issues hamper the quality of data and limit understanding about the true
volume and nature of adaptation finance flows, and of climate finance more in general,

thereby call for improvements.
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First, an integrated statistical system for collecting and accessing data on public
climate (adaptation) finance is not yet in place.

The lack of a comprehensive system for reporting and accessing data on international
climate finance is an obstacle to the harmonization of tracking approaches. An integrated
system would help to collect comparable data across sources and avoid the risk of double

counting flows.

Secondly, organizations operating in the adaptation ‘Landscape’ use different
approaches and methodologies to determine and account what qualifies as an

adaptation project.

o MDBs: the “purpose, context and activity-based approach” approach used by a group of
MDBs qualifies an activity as ‘adaptation’ if and only if demonstrating through robust
evidence-based analysis to potentially tackling the current and future climate-related
risks identified in a given context (AfDB et al., 2012; AfDB et al., 2013). It accounts only
those components/portions of projects that contribute to adaptation benefits (rather than
the entire project costs). Therefore, the volume publicly disclosed results from the

aggregation of qualifying shares of projects’ costs.

e OECD-DAC CRS: The Rio marker Directive has a definition of adaptation-related aid
and eligibility criteria (see OECD, 2011), but it leaves ample room for interpretation. It
remains difficult to interpret, especially for non-environmental specialists; in particular,
difficulties in understanding arise with respect to the difference between the ‘significant’
and ‘principal’ markers (OECD, 2014c,d). In fact, the Quality Review undertaken by the
OECD (2013c) revealed a number of weaknesses in members’ application of the Rio
marker. OECD (2013c) notes that the description of the activities marked as “significant”
seldom made the adaptation objective explicit. Some of these activities did not have a
particular focus on adaptation, appeared to be misclassified or targeting infrastructures
projects which, to avoid over-estimation, should not be accounted in their entirety as
adaptation-related. This is critical given that investments in adaptation are often part of

larger investments.
o UNFCCC: It does not define what specifically qualifies as adaptation finance.

The MDBs’ approach is more granular, conservative and objective than the OECD Rio
marker system, because: i) screening is operated at the level of project components rather
than at the project level; ii) it is based on more restrictive eligibility criteria (OECD,
2013c,d,e).
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Finally, the financial survey submitted to a number of DFIs, which requested them to explain
their climate finance accounting practices, revealed that several institutions still do not yet
have in place a methodology for tracking climate finance. This is particularly true for some
BFIs (particularly, those who did not report adaptation financing in 2012), and NDBs, which
account the full value of projects with adaptation potential in climate-relevant sectors (AFD,
2014). Albeit noteworthy efforts are ongoing to enhance tracking “readiness” and harmonize
approaches e.g., in the context of the International Development Finance Club (IDFC)
mapping initiatives (see Ecofys-IDFC, 2013), some NDBs still have limited accounting
capacities which would need to be strengthened to ensure accurate reporting.
Comparability issues remain between the approaches used by MDBs and members of the
IDFC.

Thirdly, organizations currently involved in the tracking have different objectives and

use diverse reporting format and requirements.

The Rio markers’ methodology was designed to provide an indication of donors’ policy
objectives (qualitative assessment) in relation to aid activities rather than to offer precise
guantitative measurement for reporting on international climate finance commitments
(OECD, 2014c,d). Most donors use it as a basis to report to the UNFCCC in compliance
with their responsibilities under Articles 4 and 12 of the Convention. Nevertheless, they then
apply diverse approaches to adjust their reporting in conformity to the UNFCCC
requirements (Parties are requested to report their ‘new and additional’ contributions; see

Annex C for details).
The OECD-DAC CRS and the UNFCCC use different reporting approaches.

e The OECD-DAC CRS reports on activity-level financial commitments (and
disbursement) for projects that have adaptation as a “principal” or “significant” objective.
It features financing directed towards eligible aid recipients, which do not include all hon-
Annex | Parties. It reports ODA and, starting from 2010, also to other official flows
(OOF), but Rio marking on the latter is still at an early stage (OECD, 2014c).

e The UNFCCC provides guidance on the categories and intermediaries of finance, and
adopted a Common Tabular Format for reporting via the biennial reports. However, it
does not provide specific guidance on eligible instruments, specific metrics (e.g.
exchange rates) or on whether countries should report commitments or disbursements.
It leaves room for interpretation, thereby impeding comparability across data and

enhancing the risk of low transparency.
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o DFls, with the exception of those that have been reporting to the OECD-DAC, reporting
remains ad-hoc, they do not report project-level information and do not have statistical

character.

Thirdly, public disclosure and granularity of data can vary between actors.

The lack of consistent project-level data across institutions, or varying degree of
disclosures, represents another obstacle to the accuracy of the estimates presented in this
research.

It is often difficult to retrieve from governments’ web sites or alike the documents of the
projects reported in the OECD-DAC CRS database, or match them. MDBs maintain publicly
available project databases, but these do not generally allow to identifying if a given project
is labeled and/or counted as an adaptation project/components. Still, improvements are
ongoing and visible (see e.g. the project documents of ADB).

The consistent availability of project-level data would allow gaining a full understanding on
the type of activities actually financed, recipient countries targeted and the financial
instruments used; it can also help ensure that double counting is avoided, and compile
more comparable data set. Consistent disclosure of project documents can also enhance

transparency and understanding.

Fourthly, DFIs’ reporting approaches do not yet systematically allow to identify

recipient entities and/or these are defined differently across institutions.

The tracking and reporting approach of some DFIs do not yet allow the identification of the
typology of the first recipients/ borrower (i.e. whether public or private), or apply differing
definitions (AFD, 2014). The OECD-DAC CRS provides incomplete information on the
recipient typology.

Given the lack of agreement on the definition of “private climate finance", and on what
should be accounted as “mobilized by developed countries”, this would inevitably result in
differing approaches and understanding on the portion of climate finance “mobilized”. In
addition, it can also be an impediment to the analysis of the type of support that can have

the most potential to incentivize private actors in contributing towards adaptation objectives.

Fifthly, definitional and methodological obstacles still impede the tracking of private
resources invested in adaptation. As a result, the landscape provides a partial picture

of adaptation finance flows.
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Positive developments

Despite the above outlined shortcomings in tracking and reporting of climate finance, some

noteworthy improvements have been recently made. The following are worth noting:

e Steps towards the development of an integrated system: The OECD and a number of

DFIs have been working together in order to harmonize approaches and, as of
September 2014, most MDBs now report project-level climate finance data to the
OECD, which plans to publish integrated bilateral and multilateral climate aid data for
the first time in December 2014, at COP 20;

o Improvements in data quality: The OECD is working to improve the objectivity of Rio
marking (see e.g. OECD, 2013d; OECD, 2014d) and their use for reporting against
guantitative financial targets (OECD, 2014e).

¢ Enhanced ability to comprehend the links between public and private resources: MDB

have been working to identify and jointly report on the public versus private recipients of
their financing (EIB, 2014) and, for the first time, will publicly disclose details on this in
their forthcoming joint report (AfDB et al., 2014 forthcoming). This report would also
report distinct data on cross cutting activities, thereby enabling to identify the scale of

their multiple objective activities which was not previously possible (EIB, 2014).

The OECD-led Research Collaborative on Private Finance is also working towards
improving understanding on how to track and account private sector flows. Its efforts

could help to fill the current knowledge gap on these flows.
4. Concluding remarks

This research present the first comprehensive analysis of the landscape of adaptation
finance flowing from developed towards developing countries. It is the first seeking to
identify public sector efforts in pursuit of private investments in activities leading towards

enhanced climate resilience. It also gives insights on the main tracking gaps.

The study provides a baseline on which to build for measuring progress, planning scale-up
financing and further improving tracking systems. It represents a snap shot in time to be
further developed has expertise and knowledge on adaptation flows evolves.

Key findings

The study highlights that in 2011/2012 at least USD 10.0-15.8 billion of international public
finance was committed with the objective of reducing the vulnerability of developing

countries’ systems to climate-related risks.
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The prominent role played by DFIs highlights the relevance of these institutions as enabler
of adaptation investments. DFls intermediated about 68% (or USD 8.8 billion) of the total
adaptation finance flows captured, while governments bodies and Climate Funds committed

the remaining 27% and 4% respectively.

The bulk of adaptation finance flows, 74% of the total, was delivered in the form of low-cost
loans and grants delivered through DFIs and government bodies. Loans were the primary
instruments used by DFIs. In particular, MDBs supported climate resilient projects mainly
via market-rate loans, which made up 55% of their commitments, while BFIs by the means
of low-cost loans. This can reflect MDBs stronger focus on climate-resilient infrastructure,
which accounted for nearly 30% of their 2012 commitments.

The majority of projects and finance was implemented by and through public sector actors
such as line ministries, cooperation agencies or UN organizations in pursuit of public
objectives. An estimated USD 0.2-0.3 billion was instead invested to directly or indirectly>®
support or involve private actors in measures aimed at enhancing climate resilience.
Available evidence suggests that, on average, DFIs provided 61% of these resources,

mainly from their private sector arms/subsidiaries.

The analysis performed suggests that these resources were mainly invested to build private
actors’ technical and financial capacity, also by facilitating their access to and adoption of

improved practices and technologies.

The lifecycle assessment of flows also highlights that donor governments and Climate
Funds are giving to MDBs access to grants and concessional loans with the explicit purpose

of stimulating private sector interventions.

Given the significant investments needed to address developing countries climate resilience
challenges, maximizing private investment towards this end is not an end in itself, but rather
a means to achieve climate-resilient development objectives. Yet there remains a gap in
understanding how to best involve them in managing own and societal climate risks.
Bottom-up case studies on specific interventions could help to identify the “entry points” for
public finance, and distill lessons on strategies and approaches with scaling up and

replicability potential.
Adaptation finance tracking

The estimates presented in this research remain uncertain. While the tracking of climate

finance has significantly improved in the past years, and since the pioneering Buchner et

% Indirect support refers to those measures implemented by a public sector actor e.g. line ministries or NGOs, but aimed at
building the capacity of private actors and/or improving the enabling environment for private investments in climate resilience if
and only if fine-tuned to specific type of private actors and aimed at putting in place incentives/mechanisms to steer their
activities toward enhanced climate resilience.
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al.,, (2011), the lack of consistent definitions and harmonized approaches impedes
comparability and undermines understanding on the actual magnitude and nature of
adaptation finance flows. The scale of adaptation finance, in fact, depends upon the

definition of adaptation adopted, and on what and how it is measured.

A number of efforts are currently ongoing to harmonize and streamline approaches and
reporting standards across both multilateral and bilateral providers of adaptation finance, as
well as monitoring institutions such as the OECD. There are preliminary steps towards the
development of an integrated statistical data system for storing and accessing data on
international public climate finance (i.e. MDBs reporting to the OECD-DAC). The availability
of such system will facilitate comparison and integration across data sources as well as

support a more effective allocation of adaptation finance.

The UNFCCC Standing Committee of Finance currently in the process of preparing its first
Biennial Assessment and Overview of Climate Finance Flows has the opportunity to
advance a definition of ‘climate finance’, and adaptation finance in particular. It could take

concrete steps leading towards the development of such an integrated data system.

Ultimately, in fact, the objective of its Biennial Assessment should be to strengthen the
monitoring and reporting of climate finance as, what matters, it to equip investors and

decision markers with the tools needed to allocate resources effectively.
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Appendixes

Appendix A — Development Finance Institutions

Multilateral Development Banks

Source of data

AfDB
AsDB
IDB
EBRD
EIB
IFC
WB

Bilateral Finance

AFD

COFIDES

DEG

JICA
Kfw
OPIC

BIO
CDC

FINFUND

FMO

NorFund

OeEB

SIFEM/
OBVIAM

SIMEST

African Development Bank
Asian Development Bank

Inter-American Development Bank

European Bank for Reconstruction and
Development

European Investment Bank
International Finance Corporation
World Bank (IDA and IBRD)

Institutions

e Agence Francaise de Développement
e Proparco

Compafiia Espafiola de Financiacion del
Desarrollo

KfW Deutsche Investitions- und
Entwicklungsgesellschaft

Japan International Cooperation Agency
KfW Entwicklungsbank

Overseas Private Investment Corporation
Belgian Investment Company for
Developing Countries

CDC Group plc - UK

Finnish Fund for Industrial Cooperation
Ltd

Netherlands Development Finance
Company

Norwegian Investment Fund for
Developing Countries

The Development Bank of Austria

Swiss Investment Fund for Emerging
Markets

Societa Italiana per le Imprese all'Estero

Self-reporting via survey
Self-reporting via survey
Self-reporting via survey
Self-reporting via survey

Self-reporting via survey

Self-reporting via survey

Self-reporting via survey

Source of data

Self-reporting via survey
Self-reporting via survey

Self-reporting via survey

Self-reporting via survey
Self-reporting via survey

Self-reporting via survey
Self-reporting via survey
Self-reporting via survey
Self-reporting via survey
Self-reporting via survey
Self-reporting via survey
Self-reporting via survey
Self-reporting via survey

Self-reporting via survey

National& Sub-Regional Development Banks

Source of data

BNDES
CAF

Kfw

Brazilian Development Bank

Development Bank of Latin America

KfW Mittelstandsbank
KfW Privatkundenbank
KfW Kommunalbank
KfW Ipex-Bank

Self-reporting via survey

Self-reporting via survey

Self-reporting via survey

KfW Annual Report 2012
KfW Financial Report 2012
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CDB China Development Bank
BANCOLDEX ge}:co de Comercio Exterior de Colombia
BCIE/CABE] Central Amerlcan Bank for Economic
Integration
BE Banco del Estado de Chile
BSTDB Black Sea Trade and Development Bank
of Greece
CDG Caisse de Dépbt et de Gestion, Morocco | Data and elaborations
Exim Indonesia Exim Bank ?ngg) o [EERiE IR
Croatian Bank for Reconstruction and
HBOR
Development
KoFC Korea Finance Corporation
NAFIN Nacional Financiera
SIDBI ﬁ]rgizll Industries Development Bank of
TSKB Industrial Development Bank of Turkey
VEB Vnesheconombank Russia

Note: Institutions highlighted in in grey did not finance adaptation measures in 2012.
Appendix B — Keyword search

The analysis was conducted on cores of keywords, as they have diverse derivatives. The
eight words used are:
e Actors: banks; business; company(y/ies); corporate; enterprises; industry; PPP; private;
SME.
Instruments: insurance; micro-credit;
e Focus: adaptation, climate resilience

Appendix C — Details on climate finance tracking

Acknowledging the methodological differences existing between the UNFCCC and the
OECD DAC systems, the exemplary table below shows the discrepancies between the
reporting of Germany and the EU Institutions, which provided, on average, almost half of
total bilateral adaptation-related aid (45%). The table also features Japan because, when
considering the total amount of climate-marked ODA in 2011, thus including financing
through BFIs and Climate Funds, Japan provided 28% of the total. Its reporting to the
OECD is five times higher than reporting to the UNFCCC.

In the Biennial Reports “new and additional” was defined as follows:
¢ Germany: with regard to its Fast-start pledge as: the funds represent an increase over
climate-related funds in 2009 or come from an innovative source of finance such as

revenue from emissions trading;
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e Japan: newly committed or disbursed finance which contributes to climate change
measures in developing countries;
e The EU: the amount of financial support to mitigation and adaptation action in

developing countries provided between 2008-2012.

Table 4. Differences in developed countries reporting on adaptation financing: OEC DAC CRS
system versus UNFCCC

Reporting OECD-DAC CRS OECD-DAC CRS UNFCCC

Parties “principal” “significant” Biennial Reports
(in USD million) (in USD million) (in USD million)
431*
Sy e Lol (EUR 309 million)
EU 27 360 123
Institutions

Sources: OECD (2013); Germany, EU and Japan’s UNFCCC Biennial Reports.®® Note: OECD data
refer to total amount of climate-marked ODA in 2011 as reported in OECD (2013), excluding aid
targeting also mitigation. Biennial reports data refer to total contributions through bilateral, regional
and other channels. (*) when including contributions through multilateral channels, Germany’s
financing would be higher by USD 115 million. EU Institutions and Japan did not provide financing
through multilateral channels.

60 Available on the UNFCCC web site at:
http://unfccc.int/national reports/biennial reports and iar/submitted biennial reports/items/7550.php.
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CHAPTER 3.
MAKING CLIMATE RESILIENCE A PRIVATE SECTOR BUSINESS®

1. Introduction

The role of the private sector in contributing to address the climate change challenge has

been increasingly emphasized in international political debates.

The private sector plays important roles in climate-relevant sectors, and is expected to take
most adaptation decisions (Agrawala and Fankhauser, 2008). At the global level, it is
responsible for 70-85% of total investment in new buildings, industry and critical
infrastructures (UNISDR, 2013) and constitutes up to 86% of total investment and financial
flows (UNFCCC, 2009). In developing countries it has steadily gained in economic
importance relative the public sector (World Bank, 2012; World Bank, 2013), and 90% of the
population in developing countries depends on private sector operations for their income
(SER, 2011). Private sector decisions and behaviors have therefore the potential to lock
countries into vulnerability profiles for a long time, or to set them on a more resilient

development path.

The engagement of both international and domestic private actors is thus critical for
successful adaptation (Pauw & Pegels, 2013). In particular, in developing countries, the
involvement and climate-resilient development of the domestic private sector is of utmost
relevance given that — as highlighted by (Kehler Siebert and Dzebo, 2013; Atteridge, 2011)
— these countries have been relatively unattractive to international private investments. This
is also because climate vulnerability depends on context-specific circumstances and,
therefore, it is at the local level where adaptation needs to be managed (Ayers, 2011;

Albadie et al., 2012) and climate resilience built.
The question is, how to engage domestic private actors in climate-resilient development?

According to economic theory and empirical studies, private parties autonomously adapt
when confronted with change (Carter et al., 1994; Klein, 2002; Easterling et al., 2007) as
the decision to adapt resides in these actors’ rational self-interest (Mendelsohn, 2000).
However, for autonomous adaptation to happen, and be effective, individuals must have the
right incentive, knowledge, resources and skills (Fankhauser et al., 1999). Given that

market are imperfect, or missing, that there are transaction costs (e.g., related to the

81 This paper benefited from a fruitful collaboration with Martin Stadelmann and was published as a CPI Working Paper in December 2013.
This chapter is an adapted version of Trabacchi and Stadelmann (2013). Disclaimer: at the time of preparing this study the project assessed
was still in progress so details on some of its aspects were unavailable and/or may have changed since then. It is acknowledged that many
efforts are currently ongoing for the development of projects with climate resilience objectives. Thus, relevant sources should be consulted
for more up to date information.
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acquisition of information) (Mendelsohn, 2000) as well as behavioral (Michel-Kerjan, 2008)
and capacity obstacles (OECD, 2011), private actors will under- or not invest in adaptation.
Public intervention is required to ensure the provision of desirable levels of adaptation,
particularly in case of “joint adaptation” i.e. those cases where the benefit of individual

actions are shared with other individuals (Mendelsohn, 2000).

Designing and implementing successful public strategies towards this end, is one of today’s
greatest challenges for governments, international organizations and communities (Stenek
et al., 2013). Knowledge and experience on public strategies capable of involving the
private sector to take action and mobilize resources for climate change resilience is still very
limited. This is particularly true with respect to the engagement of small and medium
enterprises (SME) in developing countries, which contribute up to 63% of these countries’
GDP (IFC, 2011). Empirical literature is still in its infancy.

To bring evidence on the strategies and levers that the public sector can use to involve
domestic private actors to contribute towards countries’ adaptation efforts, and the
associated challenges, this study examines the “promoting climate-resilient agriculture”
project supported by the Pilot Program for Climate Resilience (PPCR) in Nepal.
Developed and implemented by the World Bank Group’s private sector arm, the
International Finance Corporation (IFC), this project was chosen as a case study because
the first within the PPCR portfolio to attract the interest of local SMEs and engage them in
the delivery of adaptation outcomes. It was also the first to move to the implementation

phase.

In particular, the Nepalese project is used as a case study to investigate the following

guestions:

e Why is private sector engagement important to build countries’ climate resilience and
what role can it play?

¢ How can international public climate finance be deployed to encourage domestic private
actors to take action in building climate resilience and to align private interests with
public objectives?

¢ Which drivers and incentives can the public sector lever to create a “business case” for

long-term private involvement in resilience?

These inquiries aim also to enhance understanding on the overarching questions of the San

Giorgio Group framework (see CPI, 2012):%

5 In the Nepalese Strategic Program for Climate Resilience this project is part of component no. 4 titled “Building climate-resilient
communities through private sector participation”. See CIF (201 1a) and CIF web site.

% The San Giorgio Group is a working group of key financial intermediaries and institutions engaged in green, low-emissions, and climate-
resilient finance. See http://climatepolicyinitiative.org/sga/.
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e What is the role of public money?

¢ How can public money be best delivered (instruments and institutional channels)?

e How to ensure alignment of international and national public investment flows with each
other and with private investment?

e How can continued learning be ensured?

Drawing evidence-based analysis on elements that can create the “business case” for
adaptation can help to distill early lessons for future adaptation interventions. This is
relevant in view of the impending Green Climate Fund (GCF)’'s Private Sector Facility (PSF).

The paper is structured as follows. The next section introduces the relevant background on
the PPCR and its arrangements for private sector engagement, while section 2 describes
the case study method. Section 3 provides a brief overview of Nepal's Strategic Program for
Climate Resilience (SPCR) — the country’s adaptation investment plan developed under the
PPCR - before going on to describe the project in detail. Section 4 presents the results of
the main analysis undertaken namely: (i) a costs and benefits assessment of the project for
key stakeholders; (ii) the identification and assessment of the risks born by the main actors
involved in the project (iii) the evaluation of the sustainability, scalability, and replicability
potential of the project's approach to private sector engagement. The final section

concludes

2. Background and approach

2.1. Background

The PPCR is a target program of the multi-donor Climate Investment Funds (CIF) aimed at
supporting highly vulnerable countries — mainly least developed ones — to integrate climate
risk and resilience into development planning and implementation (CIF, 2009a). In terms of
capitalization the PPCR is the largest dedicated funding program for adaptation in
developing countries. (ODI/HBF, 2013; CIF, 2014). It is also the one most targeted toward
private sector involvement (e.g., CIF 2009a, CIF 2013c). The Program, which is executed
by six Multilateral Development Banks (MDBs), is designed to allow for private sector
involvement at different “entry points”: in its governance structure; in the planning and
design of countries’ investment plans and associated projects as well as in their
implementation.

1764

At the governance level, private actors act as “active observers”™”, while during the planning

and development of countries’ investment plans — the so-called Strategic Program for

% Private sector representatives act as "active observers” at the meetings of the PPCR governing body where they can suggest agenda
items, take the floor in deliberations, and submit their views to committee members (CIF, 2011b). They are also involved as participants at
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Climate Resilience (SPCR)®® — private actors are consulted through cross-sectoral
workshops, and dedicated studies (see e.g., CIF, 2010; PwC, 2012; Poshan, 2010). This
involvement, undertaken as part of a broader stakeholders’ engagement strategy,®® enables
to obtain their input and feedbacks, but also to raise their awareness about climate change
risks and opportunities (CIF, 2009a; CIF, 2009b).

The private sector can then be engaged as partner in the implementation of projects, as co-
financier and/or as vehicle to deliver resilience; it can also be the targeted beneficiary of
PPCR interventions. On-the-ground, private actors can be involved through:

e The private and/or public sector arms of MDBs, via direct investments and technical
assistance measures or, among others, initiatives aimed at strengthening the business
environment;

e Tailored financial instruments i.e., the possibility to deploy PPCR’s funds through a
range of instruments (e.g. grants, concessional loans®’, and guarantees) — although
some of these have only been used on a limited basis — with the aim of enabling MDBs
to structure the financial package most suited to the project and the entity(ies)
supported:;*®®

e A target funding allocation — so called private sector ‘set aside’ — established in
November 2012 with USD 70 million in concessional resources to be allocated through
a competitive process®® (CIF, 2013c).

Administered by the World Bank, the PPCR supports projects and programs in 18 pilot

countries and has allocated USD 1.1 billion to these countries’ SPCRs (CIF, 2014).

Endorsed SPCRs are at different stages of implementation (CIF, 2013a; CIF, 2013b).

In addition to Nepal, and including the project concepts endorsed under the first round of
the private sector set aside (see Appendix A for details), the PPCR supports private-sector
oriented projects in other 8 countries, for a total USD 112.4 million (CIF, 2014).

the regular Partnership Forums and at the Private Sector Forum, where they can provide input on strategic, technical, and performance
matters.

% The SPCR is a document outlining countries’ priorities, vision and strategy for integrating climate resilience into development planning.
It defines the underlying investment plan proposed for PPCR support (CIF, 2009a). The SPCR reflect the PPCR’s programmatic approach
as opposed to the project-based approaches typically used by other funding mechanisms; A programmatic approach aims to develop
projects within a multi-sectoral strategy so as to plan and implement resilience to climate risks in a coherent manner at strategic, regulatory,
budgetary, and operational levels (CIF, 2009a).

% In addition to private actors, also representatives of civil society organizations, UN and bilateral donor organizations and government
representatives take part in the broad-based consultations undertaken during the development of countries’ SPCRs.

%7 In order to provide the minimum subsidy needed to induce the intended investment without causing market distortions (CIF, 2009a) in
private sector-oriented projects the level of concessionality is determined on a case-by-case basis, according to the barriers identified in
each project/program.

% For additional information on the financing instruments used under the CIF, see CIF (2013f) and CIF (2012b).

% The PPCR governing body established the private sector reserve to further stimulate private sector engagement, particularly in light of
the limited number of projects with private sector participation in the PPCR portfolio — in the CIFs more generally (CIF, 2013a; CIF,
2013c; CIF, 2013e; CIF, 2011c). In November 2013, the PPCR governing body endorsed about USD 41 million in concessional loans to
fund the development of 6 project concepts (CIF, 2013h; CIF, 2013g).
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Nepal was chosen as a case study because it was the first among these countries to gain
private actors’ formal commitment to participate in activities contributing to build climate
resilience; it was also the first to see its private sector project moving from design to
implementation (see Appendix A). Its arrangements are also of particular interest because,
by adopting a supply chain approach, it harnesses buyer and suppliers existing incentives,

relationships and networks.
2.2. Methodology and case study area

This research adopts a case study approach coupled with desk-based analysis and semi-

structured interviews with project’s stakeholders, which

were undertaken between November 2012 and | PPCR-IFC projects sites

Mepal Natural Divisions

Terai Region (Plains)

[l Etevated Flatands and Hills

September 2013. The group of stakeholders consulted

included representatives of the Climate Investment

Mountain Region
& Project demonstration

Funds Administrative Unit, the PPCR focal points and
the project officers of Multilateral Development Banks BRGNS
(MDBs), representatives of the Government of Nepal

and of the local businesses involved in the project.

Interviews  were tailored according to the

responsibilities and roles of these stakeholders in the selected agricultural project and
related SPCR.

The case study applies the analytical framework developed under the aegis of the San
Giorgio Group (see e.g. CPI, 2013), which is based on the following main pillars:

o The assessment and representation of the web of interactions between projects’
stakeholders;

e A financial cash flow analysis to estimate the potential returns on investments for main
contributors;

e A cost and benefit analysis, covering also broader socio-economic co-impacts/co-
benefits;

e A risks analysis, to identify and assess the main risk involved in the project and the
associated risk management practices.

The project assessed “promoting climate-resilient agriculture” is implemented in five

selected districts of the Nepalese Terai region (IFC, 2012).

Nepal is among the most climate vulnerable country in the world due to its peculiar
geography, mostly poor and resource dependent population, as well as weak institutional
capacity to manage the range of climate challenges it will face (CIF, 2011a). Agriculture
accounts for about 36% of its GDP and employs 74% of the labor force (WB, 2012a).
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Contributing to about 56% of the country’s annual cereal production (Regmi, 2007), Terai is
the major food grain production area of the Nepal, thus the most relevant for the country’s
food security and economy. The project focuses on three crops cultivated in this region
namely, rice, maize, and sugarcane. A diagnostic study commissioned by the IFC in 2012
identified these crops as being among the most vulnerable to changing climate conditions.
They ranked the highest on a weighted average score evaluating, inter alia, climate change-
induced variations in productivity, farmers’ involvement, level of commercialization and
interest among private players to embark on support services, and ease of partnership with
growers (PwC, 2012). Crop production in the country is already challenged by, inter alia,
limited access and use of stress-tolerant and quality seeds, poor and mostly rain-fed
farming practices, and lack of access to finance (CIF, 2011a). Climatic changes may
exacerbate the existing situation, worsening productivity rates and the already precarious
food security of the country (Joshi et al., 2012).

Throughout the study the words ‘adaptation to climate change’ and building climate
resilience’ are used interchangeably. ‘[Climate] resilience’ is “the ability of a system [...] to
anticipate, absorb, accommodate or recover from the effects of a hazardous event in a
timely and efficient manner, including through ensuring the preservation, restoration or
improvement of its essential basic structure and functions” (IPCC, 2012). Adaptation

measures can enhance resilience (Parry et al., 2007).
3. Context and overview

The project assessed, “promoting climate-resilient agriculture”, is part of a broader set of
interventions developed by IFC and other MDBs involved in the development and
implementation of the country’s SPCR. Appendix B provides more details on the Nepalese
SPCR and related projects, which are a set of complementary components, aimed at
tackling key priority risks challenging the country’s climate-resilient development. The
project’s stakeholders interviewed underscored that the overall set of measures included in
the country’s PPCR program will also help to create more favorable conditions for the
private sector, also generating business opportunities helping to manage climate-related
risks.”’Appendix B also features a detailed timeline (Figure 16), presenting key milestones

in the development of the Nepalese PPCR program.

™ For instance, component 2 “Building Resilience to Climate-Related Hazards”, which is implemented by the World Bank, focuses on the
upgrade of the country’s hydro-meteorological network. The availability of weather data is a prerequisite for the development of insurance
products that can help farmers to recover from climate-induced disasters.
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3.1. PPCR private sector activities in Nepal

The Nepalese private sector is dominated by small and medium enterprises (GTZ, 2006),
and characterized by informality.” In the country there are also a few larger firms in the
hands of powerful business families (GTZ, 2006). Small and medium enterprises constitute
a major source of income in the rural and urban areas of Nepal (FAO, 2009).

Albeit constrained by political instability and inadequate infrastructures, the private sector is

a critical partner in building Nepal’s resilience to climate impacts, particularly because:

¢ It dominates key economic sectors vulnerable to climate change such as agriculture,
which constitute a large share of the country’s employment and GDP;

¢ It makes many decisions relevant to adaptation that could either ‘lock’ Nepal into a
vulnerability profile or put the country on a path toward greater climate resilience (e.g.
smallholder farmers decide on crops, irrigation and harvesting);

e It owns, operates, and manages assets and business operations with broader socio-
economic relevance (e.g., energy plants);’

¢ It has specific competencies, expertise, products, and services that can smooth the path

to adaptation, (e.g., financial services).

To identify opportunities for engagement aligned with the country’s adaptation priorities, the
private sector was engaged early in the process leading to the development of the country’s
strategic program. The process, which involved extensive talks and diagnostic analysis, was
supported by the establishment of a 15-member Technical Private Sector Working Group
representing all the major sectors where contributions from the private sector had been
foreseen.” The diagnostic analyses carried out during the development of the project
proved essential to understanding local issues associated with changing climate conditions,

identifying possible impacts, and developing countermeasures to mitigate risks.

These analyses also included a scoping assessment aimed at identifying local companies’
vulnerabilities, adaptive capacity, and potentials in undertaking climate-resilient projects
(CIF, 2011a; Poshan, 2010). The study also helped to identify the needs of the farming

communities, their financing requirements ,relevant implementation partners and modalities.

™ It is estimated that 70% of workers are employed in the informal sector (WB, 2012).

72 poshan (2010) based on data from the Department of Electricity Development, and NCF (2010) states that in Nepal hydropower
investments by the private sector dwarfed government investments by a ratio of 4:1.

™ The Group — formed and led by the Federation of Nepalese Chambers of Commerce and Industry and facilitated by IFC — focused on the
identification and formulation of priority sectors for private interventions, and led to the selection of the projects supported by the PPCR.
The Group carried out consultations with 34 local companies, sub-national consultations, and a scoping study on climate change
vulnerabilities, risks, adaptive capacity and opportunities for private actors (ADB, 2013b; ADB, 2012; Poshan, 2010). The discussions also
highlighted that the private sector could have contributed in a broader number of sectors, including, for instance, the tourism and non-
timber forest products sectors (CIF, 2011a).

85



The consultation process was central to improving the government’s understanding of
private sector involvement in the country’s adaptation efforts (ADB, 2013b). This, in turn,
was critical to its decision to allocate PPCR funds to private sector activities thereby
including a private sector component in the country’s strategic program that it endorsed
together with the PPCR governing body in June 2011 (MoF, 2013a). The government,
ultimately responsible for the allocation of PPCR resources to projects, was initially reluctant
to involve the private sector in the preparation of the PPCR program, and concerned about
the use of its resources to support private actors’ activities (CIF, 2013g; IFC, 2013b; ADB,
2013Db).

By building their awareness and understanding of their vulnerability to climate-induced risks,
and the opportunities that may arise from changing climate conditions, the consultation
process was also fundamental to overcoming the reluctance of private actors to participate
in a government-administered program. The overall process also helped to elicit their
interests, needs, and assess their capacity for utilizing PPCR resources and undertaking
climate-resilient projects. It therefore helped to identify possible project partners (ADB,
2013b; Poshan, 2010).

Albeit during the development of the country’s SPCR the role of the private sector emerged
as cross cutting to all the investment components proposed for PPCR support (CIF, 2010),
its engagement was ultimately prioritized the agriculture, infrastructure and the finance

sector, through three distinct projects that aim to:

e Promote climate-resilient agriculture through capacity building of farmers and
agricultural supply chain members, and facilitating better access to finance;

e Strengthen vulnerable infrastructures by building the risk management capacity of
private hydropower plant operators; and

e Overcome the technical and market barriers preventing private actors from playing a

role in building climate-resilient houses for low-income communities.

The PPCR allocated USD 9 million to these three projects (12% of the total USD 77 million
assigned to the overall Nepalese PPCR program).’® Seventy three percent of these
resources were extended in the form of concessional loans while the remaining 27% are in

grants.

The climate-resilient agriculture project was the first of these three private sector-oriented

projects, and the first within the PPCR portfolio, to attract private actors’ interest and move

™ The initial volume of funds endorsed in June 2011 as per CIF (2011a) amounted to USD 86 million. The USD 77 million excludes USD
3.4 million related to MDBs’ fee and programming budget and USD 14.4 million in concessional financing that, as a result of its decision
of not borrowing money for non-revenue generating projects, the Government of Nepal decided not to borrow (December 2012); the USD
77 million includes the additional USD 5 million in grants allocated to the country by the PPCR governing body in November 2012 (CIF,
2013i; CIF, 2012c; CIF, 2011a; ADB, 2013a; MOF; 2013a).
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to implementation. It is also the most critical in Nepal given the importance of the

agricultural sector for the country’s economy and households’ livelihoods.”
3.2. Project overview

The IFC-PPCR “promoting climate-resilient agriculture” project deploys public resources
with the aim of strengthening the resilience of farmers growing rice, sugarcane, and maize

to climate-induced risks by involving the following private actors:

e Agribusinesses processing sugarcane, rice, and maize. By building the skills and
knowledge of these companies’ technical teams, dealers and extension officers, the
project will enable and incentivize the participating agribusinesses to train a target of
15,000 farmers in their supply chains over a four-year time frame (with a two-year pilot
phase), and facilitate their access to stress-resilient seeds, irrigation technologies, and
fertilizers.”

e Local commercial banks. By establishing risk-sharing mechanisms, providing advice on
how to improve internal risk management systems, and supporting the design of
appropriate financial products (e.g. working capital, input finance, and value chain
finance), the project aims to tackle banks’ risk and capacity gaps. This, in turn, is
expected to enhance farmers’ and other agricultural supply chain members’ access to
finance, and to financial products tailored to their needs.

o Mobile phone and ICT operators. The project envisaged to establish a SMS-based
dissemination platform to deliver weather forecasts, advice on agronomic practices and
market information to farmers. This, in turn, should enable farmers to better respond to

climate-related hazards, thereby reducing or avoiding the associated agricultural losses.

As part of this project, IFC is also facilitating the entry of an Indian irrigation technology
provider (Jain Irrigation) to the Nepalese market with the aim of promoting access to, and
adoption of, water-efficient irrigation technologies, including solar pumps. This technology is
seen particularly well-suited to a country with chronic electricity shortage (IFC, 2013b).

Figure 8 shows the project’s approach in a snapshot.

™ With regard to the hydro and housing projects, in the first quarter of 2013, IFC identified hydropower companies that will invest in
erosion resistant turbines with the support of PPCR concessional funding. The project in the housing sector — limited to a feasibility study
and the development of housing and financing model — started in July/August 2013 (IFC, 2013b) (See also Devex, 2013 for additional
information).

" The project adopts a so called “trainers of trainers’ approach i.e. 15 experts will strengthen companies’ technical teams as well as dealers
and vets skills, and/or embed new expertise in these companies. In turn, trained staff will then provide training to lead farmers (from
individuals to farmers’ cooperatives), who are then expected to train other farmers through demonstration and replication of practices. The
set-up of demonstration plots within these companies will serve as learning-by-doing grounds for the farmers trained under the project, but
also for others in surrounding areas.
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Figure 8. Project’s approach to addressing key barriers to climate-resilient agriculture
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Sources: authors’ elaboration based on CIF (2011a); CIF (2012b); IFC (2013c); IFC (2013d). Note:
the processing firm could also act as intermediary of finance.

At the end of 2012, three private agribusiness firms (Golchha Group, Sharda Group, and
Probiotech — part of Nimbus Group) signed a Memorandum of Understanding with IFC,
committing to train the farmers in their respective supply chains on improved farming
practices. Thus, to help to address key constraints to agricultural productivity and reduce
these farmers’ vulnerabilities to climate risks, also through improved linkages with output
markets. These companies have strong self-interest in building farmers’ skill, as their
vulnerabilities and constraints affect crops yields, which can in turn directly impact their

business operations.

At the time of writing, IFC was in the process of finalizing the cooperation agreements that
define the detailed terms, conditions, and specific responsibilities of these companies in the
project.

The project also raised the interest of some local commercial banks in partnering with IFC
to expand lending to farmers and other members of the supply chain. In the short-term IFC
aims to sign an agreement with one bank only and, at the time of writing this research, it
was negotiating the terms of its possible involvement. Once proved the concept, other
banks may be engaged.

The Indian irrigation technology provider recently signed a Memorandum of Understanding
with the Nepalese government and is developing an irrigation strategy for the country (IFC,

2013b). It will use demonstration plots to showcase the benefits of irrigation technologies.
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For IFC the approach developed for this project is not totally new as applied in the context
of agricultural development (see e.g. IFC, 2013b; IFC, 2012a; IFC, 2012b). Its key
innovation is its strategy to simultaneously target various actors of the agricultural value
chain, and leveraging their respective incentives and networks to tackle multiple barriers to
enhanced climate resilience (from agricultural inputs to final outputs). The project approach
is however innovative in the context of adaptation given that projects funded so far by other
major adaptation dedicated Funds have not targeted farmers’ vulnerabilities through

businesses.”’

By harnessing existing value chain relationships, the IFC-PPCR project is driven by the
strong alignment of interest existing between buyers and suppliers of agricultural products.
Based on this market driven forces, the long-term goal of the project is to build a
sustainable business case for the involved agribusiness companies to train farmers on

climate resilient agricultural practices beyond the project’s life (IFC, 2013c).

Table 5. IFC-PPCR project stakeholders’ descriptions and main roles.

Description Role Financing Role

Monitor, coordinate,

Contributes in-kind
resources, such as

2 Ministry of Science, e IpEmE technical expertise,
c PPCR-related )
© g Technology & roiects at the local demonstration plots
g S  Environment along PPCR focal point Ipevél for showcasing
E) Z  with other ministries Certii‘ies seeds and irrigation methods,
8 EIE EEEMEES. undertakes research anq develops
L policies and
activities X
regulations.
Engaged to provide
training to farmers.
They can act as: loan
Diversified intermediaries and/or
_ _ conglomerates, among guarantor providing USD 0.3 million
Agribusinesses: the largest in the buy-back guarantees; (USD 0.1 million
e Golchha Group country, with mills as input/technology each) in cash and
2 (sugar division) processing maize, rice  dealers providing e.qg. in-kind contributions
g e Sharda Group and sugarcane. They seeds or other of staff time,
® e Probiotech — each have between agricultural inputs to equipment, facilities
% Nimbus Group 1,500 to 20,000 farmers. IFC plans to and demonstration
= farmers in their supply  support them in plots*.
a chains. thereby developing

Local Commercial
Banks

They hold 77% of
Nepal's total assets
and liabilities and have
about 1,425 branches

new lines of business
to disseminate
irrigation equipment.
Backed by a risk-
sharing facility with
IFC-PPCR and third-
parties guarantee,

Expected to
participate in a risk-
sharing agreement
with IFC, sharing risks

" This emerged from the assessment of the agricultural projects financed by the Adaptation Fund, the Special Climate Change Fund
(SCCF) and the Least Developed Countries Fund (LDCF) since their inception. Projects reviewed were retrieved from these Fund’s web
sites.

89



Private actors

International donors

Farmers

PPCR

International Finance
Cooperation (IFC)

in the country, with a
population of 95,000
per branch. Agriculture
represents =3.7% of
their total outstanding
loans and advances
(data as of July 2012).

Farmers growing
sugarcane, rice and
maize on less than 1
ha of land, on
average, and have a
household income of
around USD 1,500 a
year.

Farmers are also
organized in
cooperatives,
particularly sugarcane
growers.

Women provide the
majority of agricultural
labor.

Multi-donor adaptation
program within the
Climate Investment
Funds

Multilateral
Development Bank,
World Bank Group’s
private sector arm

they are expected to
expand lending to the
agricultural sector.

Are expected to
participate in training
activities and invest in
/adopt improved
agricultural practices.
Cooperatives will also
be used to reach out
to smallholder
farmers.

Provides financial
support

Executing agency of
the private sector
component of the
Nepalese PPCR
program and co-
financier
Strengthens the
capacity of
agribusinesses,
farmers and of local
bank(s)

for about USD 10
million of investments.

Expected to invest
own resources in
climate adaptive
inputs and
technologies (not
quantified); payment
for training activities
not required.

Provides about USD
2.1 million in grants
and USD 3.6 million in
concessional loans for
this project.

Expected to structure
and provide up to
USD 8 million for a
risk-sharing facility.

Sources: author’s elaboration based on project’s document (see References section) and interview
with stakeholders. Note: (*) The companies final contributions will be determined in the cooperation
agreements, currently being finalized.

The following sections focus on the engagement of agribusinesses, banks, and farmers, as
mobile phone operators will only be involved at a later stage.”

4. Results

This section describes the main analyses undertaken. At first it presents the results of the

costs and benefits assessment for main stakeholders involved in the project, focusing on

™ The IFC plans to target mobile phone operators once the creation/upgrade of the country’s hydro-meteorological observation/forecasting
network and of an ICT-based Agriculture Management Information System will be completed. This is part of another PPCR project
executed by the WB (IBRD), and implemented by the Department of Hydrology and Meteorology, and the Ministry of Agriculture
Development. Project closure is expected in 2018 (World Bank, 2012b).
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the incentives driving agribusinesses. Then, the section reviews the risks faced by project
stakeholders, and the elements that can help to mitigate, share, or transfer them among
actors. In particular, the section concentrates on how the project’s arrangements aim to use
risk allocation mechanisms to unlock local banks’ lending to investments in climate
resilience. An evaluation of the potential sustainability, scalability, and replicability of the

project’s approach to private sector engagement concludes the section.
4.1 Assessment of costs and benefits per main stakeholder

This section presents at first the costs and benefits to agribusinesses and banks then, it
describes the potential benefits associated with the engagement of these actors to farmers
and the Government of Nepal. Table 6 gives an overview of the expected benefits per main
stakeholders.

Table 6. Main expected benefits per stakeholder.

. Agribusi- Far- IFC/
Expected Benefits nesses Banks mers GoN PPCR
Knowledge of and capacity for improved X " "
agricultural practices
Improved capacities in assessing and
Non- managing risks associated with X
financial agricultural lending
& _ Larger supplier/customer base X

Strateg|c Enhanced access to finance

Benefits )
Technology adoption X X X X
Greater food security to climate-related
- X X X
risks
Learning on climate-resilient interventions X X
Increased income and revenues X X X

Ei il Climate-proofed agriculture, an important "

nancial - component of GDP

returns / Improved balance of payments X

benefits P ] pay
Improved tax income X

Source: author’s elaboration. Note: The X’ indicates that benefits have not yet been achieved given
the early stage of the project.

4.1.1. Agribusinesses

The assessment of the “business case” reveals that agribusinesses stand to benefit from
their investment in climate-resilient activities. Their investment of up to USD 95,000 each in
the project (made up of both cash and in-kind contributions of staff time, facilities, and
demonstration plots), is projected to be recouped around five years after all targeted

farmers are trained, as improved supply of agricultural products should lead to higher
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turnover and profits. The use of PPCR grants to cover the incremental costs associated with

training farmers reduces the payback time by several years.”

Agribusinesses have a strong incentive to engage in the IFC-PPCR project because
farmers’ poor farming practices and vulnerabilities to climate-induced risks directly impact
the profitability and returns of their businesses. Insufficient supply of consistent quantity and
quality of local rice, sugarcane, and maize crops, has already affected their businesses:
some companies are running their plants below capacity (PwC, 2012; Golchha, 2013), while
others have to procure supplies abroad at higher prices (Nimbus, 2013a). The sugar
processing company, for instance, is running its plants at 75-80% of its capacity due to
insufficient supply of sugarcane, but also delays in national price fixing (Bhaghat, 2010;
Golchha, 2013), resulting in foregone revenues of about USD 0.4-0.5 million per year
(author’s elaborations).®® Sugaronline (2013) and dcnepalevent.com (2012) reported that
some Nepalese sugar mills even had to temporarily close down operations due to
insufficient sugarcane supply.®

Farmers’ traditional cultivation practices, limited awareness of and use of modern seed
varieties, reliance on rain-fed irrigation systems, lack of access to and improper usage of
fertilizers, as well as lack of post-harvest storage facilities, have led to low yields and crop

losses, both in terms of quality and quantity (PwC, 2012; GoN, 2011).

Changing climate conditions could result in even lower yields, causing plants to run even
further below their potential capacity, and shutdowns to become more common. Current
climate risks such as floods and droughts are projected to intensify and become more
frequent. For instance, the winter drought experienced in 2008/2009 — the worst in the
country’s history — has already had detrimental effects on agribusinesses’ facilities, and
affected 5.9% of rice and 0.2% of maize production areas across the country.® In the Terai
region, where the project is located, productivity is expected to shrink by 4-8% for
sugarcane, 5-6% for rice, and 15%-16% for maize by 2030 (PwC, 2012).

Agribusinesses’ involvement in the project is expected to lead to both financial and more

strategic benefits.

Financial benefits are expected to mainly stem from enhanced and more regular supply of

crops and improvement in the quality of crops. They therefore depend mainly on the

™ These estimates refer to an agribusiness company processing sugarcane, and assume 340 farmers adopt improved farming practices in the
pilot phase.

% These calculation are based on the following assumptions: sugarcane crushing capacity of 3,000 tonnes per day, plant used at about 75-
80% of their capacity (Golchha, 2013), and running 150 days a year (Sugar Mill Association 2013); sugarcane purchases being responsible
for 75% of overall sugar production costs; a net profit margin of 6% (see Appendix D), and prices of USD 54.4 per tonne of sugarcane
(Ekantipur, 2013; exchange rate from Oanda 2013).

8 1t should be noted that in some cases this was due to disagreement on the price of sugarcane (see dcnepalevent.com, 2012).

8 Calculated by dividing drought-affected area in 2009 (MoAD, 2013) by harvested area in 2009 (FAO, 2013).
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outcomes of farmers’ training, farmers’ adoption of improved farming practices, and the
commercial viability of the proposed measures. They will also depend on market prices for

crops.

Assuming that farmers increase their productivity by 20% (standard scenario), the
participating sugarcane processing company — the agribusiness for which we elaborated a
financial model® — could expect to increase net revenues by at least USD 12,000 a year
once all targeted farmers are trained and take up improved practices (see Appendix D for

assumptions).®

These benefit estimates are to be compared with costs in the order of USD 32,000 (lower
estimate) to USD 95,000 (higher estimate) for staff time, facilities, and demonstration plots
(see Figure 9). Estimates suggest that the sugar company’s investment pays for itself in

three to eight years under a productivity increase scenario of 20% (see Table 7).%

Benefits may be different for rice and maize processing companies. In the case of the sugar
company the outcome risks of training farmers are lower than the rice and maize processing
companies’ ones. Given the perishability of sugarcane, and its high transport costs,
sugarcane farmers are likely to sell their produce to sugar processing companies operating
near them. For the rice and maize supply chains, which involve a higher number of
intermediary buyers as compared to the sugarcane supply chain, the relations between the
agribusinesses and farmers are not as close and this increase the risk of “side-selling”.
Moreover, sugarcane is a “cash crop” while rice and maize are still cultivated more for
subsistence rather than commercial reasons. Rice and maize companies will only benefit
from the project if the capacity building activities undertaken can create direct relationships
with farmers, thereby improving their loyalty, reducing/eliminating the market power of
intermediaries and the risk farmers will divert part or most of their productivity gains to other

possible customers.

Table 7 shows the effect of the PPCR grant contribution in reducing the payback period of
companies’ initial investment. The question remains open whether the project will
demonstrate that benefits for agribusinesses outweigh costs during the project’s lifetime,
thereby incentivizing them to remain engaged, and scale up training activities afterwards

(see Section 4.3).

8 The sugar processing company was chosen for the financial model because of two main reasons: it reaches most farmers out of the
selected companies, and it has direct relationships to farmers, so there is less uncertainty in the calculations.

8 Under a 10% productivity increase scenario, net revenues could increase by around USD 6,000. Whatever the productivity increase
achieved it is not likely to have a significant impact on the revenues of involved agribusinesses, which is for instance USD 5-10 million a
year in case of the maize processor (Nimbus, 2013b), and possibly higher in case of the sugar company (author’s elaborations).

% It is worth noting that costs, benefits, and pay-back estimates are illustrative; agribusinesses may not calculate such financial benefits
when considering their engagement in the project, but rather value the ancillary benefits associated with it such as improvement in crops
quality which increases crops’ value (e.g., Nimbus, 2013b).
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Figure 9. Sugar processing company’s costs and revenues under the pilot project (standard scenario
with 20% production increase, in current USD)
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Source: author’s elaboration. Note: costs and revenues calculations assume project-related training
to 567 farmers over 2 years and a 20% production increase; 340 trained sugarcane farmers adopt
improved practices one year after the training, and that neither decay nor diffusion of farmers’
knowledge will happen after the project. If farmers’ knowledge were to decay, the revenues of the
sugar company would decrease over time. If knowledge were to diffuse to other farmers, the
revenues of the sugar company could increase further. To the extent possible, data are based on
information based on project specifics (see Appendix D and E).

Without IFC’s know-how and about USD 1 million in grant funding from the PPCR to cover
start-up costs, agribusinesses would not have engaged in training farmers in practices
leading to enhanced climate resilience. PPCR cost coverage is needed because the project
will not generate immediate, but rather future returns for these companies (see Figure 2),
and/or help maintain revenues or reduce its volatility. IFC advisory service and PPCR cost
coverage helps to buy-down the outcome risks associated with the non-traditional practices

promoted under the project.
Table 7. Sugar company: impact of PPCR grants on the pay-back time of company’s contribution.

Effect of PPCR cost-

Productivity increase Pay-back time with PPCR cost-coverage coverage on

scenarios .
pay-back time*
Upper estimate for Lower estimate .
> o All estimates of sugar
contribution contribution company contribution
(USD 0.1 million) (USD 0.03 million) pany
Low 10% 15.7 years 5.3 years -27.6 years
Standard 20% 7.9 years 2.6 years -13.8 years
High 30% 1.8 years 1.8 years -9.2 years
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Note: standard scenario in bold; (*) Assumes PPCR cost coverage of about USD 700,000 in the two-
year pilot phase. This is 70% of the overall PPCR cost coverage over the four years and assumes
that costs in the first 2 years of the project will be higher because of the development of training
material and training experts in agri-businesses.

Agribusinesses’ decision to take part in the project goes beyond pure financial metrics.
Interviews with one of the involved agribusinesses (Probiotech) and IFC indicate that there
are strategic benefits not immediately linked to the direct financial outcomes of the project
that companies seem to value even more (Nimbus, 2013a; IFC, 2013b and IFC, 20139).86

These benefits include:

¢ Increased know-how of training and climate-adaptive practices. Before the project
started, some companies did not train farmers at all (rice processing company), or the
training did not lead to intended outcomes (sugarcane processing company), either
because of their limited knowledge about improved and climate-adaptive practices, or
because of deficiencies in their training methods. Training is a key tool to have access
to higher crops supplies and of higher quality.

¢ Monitoring and evaluation of the outcome of the training activities. The independent
evaluation of the project commissioned by IFC will enable the agribusinesses (and IFC)
to better understand what works, what does not, and where.

e Improved relations with farmers. This is more relevant for the rice and maize processing
companies as the price of their crops is not centrally regulated, and they do not have
direct links to farmers because according to Probiotech (2013) and IFC (2013b) they
mainly procure these crops through intermediaries. Improved relationships, in fact, may
lead to reduction in margins paid to intermediaries.®’ Moreover, farmers can also

represent a potential customer base for agribusinesses selling seeds and fertilizers.

In addition, the opportunity to partner with IFC can motivate agribusinesses to get involved
in the project because of two further benefits: First, IFC may invest in the involved
companies and, second, it may engage these companies in follow-up projects and
initiatives. Both of these benefits occurred for the maize company, Probiotech, that
cooperated with IFC in a poultry project from 2010 to 2013 (IFC 2012a) and, more recently,

received an IFC equity investment proposal for about USD 1.9 million (see IFC 2013c).
4.1.2 Local commercial banks

The analysis undertaken revealed that there are five main incentives that can motivate

commercial banks to participate in the PPCR project:

% These benefits also accrued to sugar company (DSCL) who was involved in a similar IFC project in India, as highlighted during an
interview with the company’s management (DSCL, 2013).
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¢ Market potential of the sector: The Nepalese agricultural sector has an estimated market
potential of around USD 1.2 billion (NPR 105 billion), with an unmet credit demand of
36% (PwC, 2012).28 Considering the limited penetration of bank services (Ferrari et al.,
2006), farmers and other value chain actors are an untapped market. Lending to the
sector can also represent an opportunity for diversifying their portfolio.®

o Compliance with regulation on agricultural lending: The Nepalese Central Bank
mandated commercial banks to enhance lending to productive sectors like agriculture to
at least 10% of their total loan portfolio by mid-July 2014.%° Agricultural loans, however,
are ranked among the most risky due to their high likelihood of default, and this has
implications for banks’ Capital Adequacy Ratio.

o Addressing Capital Adequacy Ratio constraints, just above the mandatory regulatory
requirement of 10% for several local banks.®* By partnering with IFC through the
project’s risk-sharing mechanism, these banks could increase their exposure to the
agricultural sector without having to recapitalize.

e Enhancing capacity to evaluate and manage the risks specific to lending to the
agricultural sector, and to develop appropriate financial products. This can help banks to

improve their profitability and performance.

At present, agricultural lending represents only about 3% of Nepalese commercial banks’
total loan portfolios, and about 2% in the case of the bank that has shown most interest in
partnering with IFC in the project (average 2010-2012; NRB, 2012a; Ekantipur, 2013a).
Direct lending to farmers is limited (NRB, 2012a) as it is considered too risky.

The Nepalese agricultural sector relies mostly on informal borrowing from saving and credit
cooperatives, merchants, and relatives.* This kind of borrowing is favored by farmers
because of their general lack of appropriate collateral to apply for a bank loan, the limited
reach of banks’ branch networks, poor transport infrastructure, and the transaction costs
typically associated with borrowing from banks (e.g., the relatively longer time frames banks

require to issue a loan (Ferrari et al., 2006)).

8 Figures refer to 2018. Previous estimates from the Nepalese Agriculture Development Strategy (2011 update) evaluated the investment
potential in the sector at USD 223.4 million per annum (NPR 16.64 billion).

% Banks’ credit portfolio, at present, is concentrated on the manufacturing sector trading and real estate. Banks may consider reducing their
exposure to the real estate sector, for instance, which is currently subject to declining real estate prices (ICRA Nepal, 2013; Sapkota, 2012;
NRB, 2012).

% The 10% mandate applies to lending to the agriculture and the hydropower sectors taken together. There is also a separate regulation
introduced in 2011 requiring banks to allocate 20% of their total loan portfolio to a broader range of productive sectors including
agriculture and hydropower. To favour the implementation of these directives the Central Bank provisioned that compliant banks will have
access to a refinancing facility for agricultural loans at 0% interest rate. Non-compliant institutions, on the other hand, might be subject to a
penalty fine. As of May 2013 there were no specific provisions on this regard. The Nepalese Bankers Associations has requested to the
Central Bank to extend the deadline for compliance with the lending requirements for about 3-4 years (NRB Directive 3/068, Kaphle and
Sigdel, 2013; NBA, 2013, PwC, 2012).

® In 2012, the overall CAR of 16 out of 32 commercial banks operating in the country stood at 11.5% i.e., just above the mandatory
regulatory requirement of 10%. In 2010 it was at 6.6% (Himalayan Times 2013; NRB, 2012a).

%2 pwC (2012) suggests that Savings and Credit Cooperatives served about 68.4% of the households surveyed in 2011. Ferrari et al., (2006)
in the 2006 Access to Financial Services Survey found that about 38% of Nepalese households had an outstanding loan exclusively from
the informal sector; 16% from both the informal and formal sector, while 15% exclusively from the formal sector.
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From the banks’ perspective, limited lending to the sector can be explained by the existence

of a number of barriers including:*?

e The inadequate Capital Adequacy Ratio of several Nepalese banks® coupled with their
poor risk management capabilities, which hinders their capacity to float loans for a high
risk sector like agriculture;

e High transaction costs of reaching farming households, dealing with relatively small
loans that are linked to seasonal and uncertain cash flows, as well as difficulties in
collecting loan repayments;

o Difficulties in assessing farmers’ creditworthiness due to their lack of credit history (WB,
2012; Ferrari et al. 2006);

e A lack of adequate collateral as farmers’ assets are often not suitable or sufficient to
secure loans:*®

e A lack of agricultural insurance coverage mechanisms that contributes to enhance

banks’ skepticism over the safety of investments made in the sector.*

The prevalent subsistence nature of the Nepalese farming system (i.e. mainly intended for
consumption rather than for sale) further reduces the attractiveness of the sector to banks.

At this stage of development of the project IFC is still liaising with the interested banks.®’ It

is too early to know whether the banks will engage and whether this will result in a profitable
venture for them. Profitability will depend on the demand for the financial products yet to be
developed within the project, borrowers’ risk profiles, the interest rate applied, and the fee

that the bank will have to pay for the risk-sharing facility under negotiation.

As the risk-sharing facility will only provide coverage for loans financing the purchase of
technologies and products that support the non-traditional agricultural practices
disseminated via the training activities,* profitability will also depend on the additional risks
associated with this kind of lending. Nevertheless, skills enhanced during the project can
help banks improve their profitability and performance. There could also be opportunity
costs involved in enhancing lending to agriculture for banks, such as lower lending to

relatively more profitable and less risky sectors such as manufacturing (NRB, 2012a).

% Sources: IFC (2013b); IFC, (2013d); CIF (2012b); NRB (2012a); PwC (2012); Karki et al., (2010).

% The Capital Adequacy Ratio (CAR) measures the amount of resources a bank has to hold in the form of stockholders' equity in relation to
the amount of its risk weighted credit exposures. The NRB placed agricultural loans in the 100% risk weight category.

% WB (2012) states that, on average, collateral can reach 260% of the loan value, and banks most commonly require personal assets.
Therefore, farmers’ assets might not be adequate or sufficient. The provision of collateral might be even more difficult for women, who
undertake most of Nepal’s agricultural work, since most of the land is held in the name of men, mostly working abroad (IRIN, 2013).

% Banks’ poor investment decisions and inadequate analysis of market risks induced the liquidity crisis forcing several banks to fail in 2011
(Sapkota; 2012; NRB, 2012b; NRB, 2011; NRB, 2010).

% The latest update on the deal was received in September 2013.

% The tentative list of criteria for investments eligible under the risk-sharing facility include e.g. water-efficient irrigation technologies,
weather information platform, climate-resilient seeds, fertilizers, environmentally controlled sheds, products for pest and disease
management, etc. (IFC 2013b).
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Figure 10 illustrates the possible effects of a risk-sharing facility of about USD 20 million
(IFC, 2013b) on the agricultural credit portfolio of the bank that showed most interest in the

project.” Section 4.2 provides additional details on the facility.

Figure 10. lllustrative — Bank's lending to the agricultural sector as a result of the risk-sharing facility:
three estimated growth scenarios from 2011/2012 (before the project) to 2015/2016.'%

Share of agri-loans out of total lending
6%
5%
4%
3%
2%
2011-12¢ 2012-13 2013-14 2014-15 2015-16

Source: author’s elaboration. Note: key assumptions include: Three years duration of the risk-sharing
facility (IFC, 2010) and an annual disbursement rate of the facility of 30%, 60%, 90%; to take into
account the complexities associated with the financing of (and demand for) non-traditional
agricultural practices, we assume that the facility will not be fully used. Repaid loans are not
considered i.e. each dollar is lent only once over the duration of the facility; the business-as-usual
(BAU) scenario applies a 22% compound annual growth rate (CAGR), calculated over the 2010-2012
agricultural lending portfolio (NRB, 2013c). The lower estimate scenario assumes that PPCR loans
will substitute old loans. The upper estimate scenario assumes that PPCR loans are additional to
BAU loans.

4.1.3 Farmers

The project set a target objective of increasing trained farmers’ productivity and incomes by
20% through training tools and technologies helping them adapt to climate change risks
(IFC, 2013b and IFC, 2013d). Similar projects suggest that this goal is achievable (see
Appendix E).***

The engagement of agribusiness firms as training providers has the potential to generate
benefits to farmers beyond improving their knowledge of agricultural practices.

As agribusinesses and farmers are linked through the supply chain, farmers may benefit

from (enhanced) access to:

% For confidentiality reasons, the name of the bank currently negotiating with IFC is not disclosed.

% This is an illustrative graph, based on strong hypothesis. At the time of writing the risk-sharing facility was still under negotiation. Then,
there are several factors that could affect the leverage effect of the facility e.g., its uptake, the historical performance of banks’ portfolio;
the size of individual loans issued; interest rate and profitability expected. As a reference, let’s consider that in Bangladesh, were IFC is
running another private sector-oriented project under the PPCR, the expected impact of the project’s in terms of access to finance is to
favour the increase of agri-lending to at least 2% of the total portfolio in 2 banks (CIF, 2013l).

01 According to CIF (2011a) and CIMMYT (2010), for instance, improved varieties of seeds alone would result in a 20-30% increase in
yields.
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e More secure markets for their supplies, as companies may promote contract-farming
arrangements, or offer purchase guarantees on crops produced under training
interventions with the aim of ensuring their loyalty;

o Improved seed varieties, fertilizers and/or technologies otherwise not easily accessible
(also new ones) through, for instance, agribusinesses’ purchasing irrigation equipment
and renting it to farmers;

e Finance, because the relation with companies may improve farmers’ creditworthiness
and attractiveness to banks through purchase guarantees and/or agribusinesses
intermediation of loans (see section 4.2).

The involvement of banks with PPCR and IFC backing is another key factor helping tackling
farmers’ credit constraints while promoting the financing of practices aimed to increase
resilience in agricultural production systems.

The involvement of commercial banks could also help to:

¢ Lead to more affordable terms and conditions for loans, at rates lower than those
prevailing on the market, as suggested by the rates offered by banks with a guarantee
from a rated financial institution (see Figure 11); this could help to shift farmers away
from informal lending sources that typically provide loans at higher rates;**

e Enable access to a higher volume of credits and services than other entities are able to
offer; 1%

o Promote farm diversification, which can help to increase farmers’ adaptive capacity.

Under the project, farmers will not be asked to pay for the training activities, but rather
incentivized to invest in improved and climate-resilient farming practices through training
activities and by “proving the concept” in demonstration plots. These should translate into

benefits that will more than repay investment costs of climate-adaptive products.

192 Karki et al. (2010) suggests that financial resources obtained by farmers via e.g. merchants and traders under the commitment of selling
a predetermined amount of their produce at a rate irrespective of prevailing market prices, are mainly used to satisfy consumption rather
than productive purposes.

1% NRB (2013b), IFC (2013) and Ferrari et al. (2006) suggest that the amount of loans typically provided by e.g. micro-finance institutions
is not sufficient to match many on-farm investments, or the needs of other bigger actors in the agricultural value chain. Moreover, micro-
finance services currently remain inadequate in the country due to structural issues such as technical capacity, and governance weaknesses.
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Figure 11. Level of interest rates demanded by various lenders in the agricultural sectors
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Source: author’s elaboration. Notes: Due to data availability issues due to the limited lending to the
agricultural sector, the rate applied for loans with a first class bank guarantee from a rated bank are
not specific to agricultural lending, and refer to the average made available by the institution that
showed most interest to partner with IFC in the project, which is among those with the highest
portfolio in the sector (IFC, 2013b). To provide another example, also other banks operating in the
country for which data are available (e.g., Kumari Bank) apply a slightly lower interest rate, 11% on
average (Kumari Bank web site). For guarantees from non-rated banks, rates range between 12 -
15%. The Central Bank (NRB, 2012) reports that the lending rates applied for loans from commercial
banks in the agricultural sector in 2011 ranged from 9.5-13%. The other data depicted were retrieved
from the PwC (2012) survey; for traders and merchants is depicted the average rate applied by the
two.

4.1.4 The Government of Nepal

Agriculture is the mainstay of the Nepalese economy, accounting for around 36% of its GDP
and 74% of its labor force (WB, 2012a). Analysis made prior and during the PPCR program
preparation (see CIF, 2011a; GoN, 2010a) highlighted the challenges posed by changing
climate conditions to the country’s agricultural outputs. Droughts like the one Nepal
experienced in 2008-09, for instance, destroyed crops across the country, more than
halving yields in some districts and putting food security at risk.

Strengthening the climate resilience of the agricultural sector is therefore critical for the
country’s economy and the wellbeing of its citizens.

The Government of Nepal has made numerous efforts to promote agricultural-led growth,
aiming to move from subsistence to commercial farming systems, but past programs have
not yet led to intended results (e.g. Samriddhi, 2011; World Bank, 2011).%*

104 Increasing the productivity of the agriculture sector is a key priority for the GoN, which plans to double spending (currently 8% of the
budget, MoF, 2013b), and increase public lending in the sector (Himalayan Times, 2012).
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The government’s decision to allocate a portion of PPCR resources to address capacity and
financial gaps in the private sector can help strengthen and improve this sector’s
performance, a cornerstone of any move from subsistence to commercial agriculture.

In the target districts, the IFC-PPCR project can help to strengthen the agricultural

performance and improve food security, by providing:

e Know-how, for preventing and managing climate-related losses through improved
practices leading to increased productivity and food security. If effective, practices
demonstrated during the project may also generate positive spill-over effects promoting
replication, also in the informal sector. The project can also contribute to overcoming the
bottlenecks in existing capacity building activities supported by the government, which
are suffering from lack of staff, funding and effectiveness, and whose trainers have
limited expertise in climate change (IRIN, 2013; FAO, 2010);'*

e Access to new and/or improved technologies, such as solar-powered irrigation pumps
from an Indian company with whom IFC is liaising to facilitate its entry in the Nepalese
market and that, in agreement with the government, is developing the national irrigation
strategy for the country;

e Stronger value chains for the key crops targeted by the project, and associated players,
which may imply more secure provision of taxes, employment opportunities, as well as
an improvement in the balance of trade thanks to reduced imports;'*

e A more supportive financial system capable of satisfying the need of the sectors, to

favor private business growth and enable the shift to commercial farms.**’

The benefits for the government can be particularly high compared to similar projects
implemented by NGOs or government entities. ' If the project provides successful
outcomes, agribusinesses may see enough benefits to continue training with lower or
without public backing after the project period. NGOs, in contrast, would need additional
financial support to continue the training further. Moreover, strengthening the performances
of Nepalese-based companies can help to stimulate domestic industry and, therefore, local

development.

195 GAFSPFUND (2010) highlights that the training service delivery system does not meet farmers’ demand; the level of coverage of the
training system is about 15% of agricultural households nationwide. IRIN (2013) reports that one public technician is responsible for
training an average of 1,500 farmers when in developed countries it is 400 farmers on average. Moreover, to receive advisory services,
farmers have to reach public district centres which are often far away or not easily reachable because of inadequate transport infrastructure.
In the 2012/2013 budget, around USD 0.6 million (NPR 57 million) was allocated to agricultural training (MoF, 2013a).

1% The private sector currently (2012/13) contributes 19% of the Government’s overall tax income, and this represents taxes on corporate
profits only (MoF, 2013c). 2010 official imports of sugar, rice and maize amounted to USD 75 million (or almost 0.5% of GDP, see World
Bank, 2013a) and actual costs are higher as these crops are also illegally imported from India (Goletti et al., 2012). In 2010, the agricultural
trade balance was USD 350 million in deficit. The government has set a target of 50% reduction over the short-term (5 years) (MoAD,
2013b).

97 private banks pilot new practices, which may then be taken up by public banks, which in the past decade have had negative capital
adequacy ratios and high non-performing loans (NRB, 2012a; Ferrari et al., 2006);

108 A study from Intellecap (2010) in Asia reveals that small and local businesses are sometimes better able to respond to the needs of the
poorest thank government bodies or non-governmental organization.
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Table 8. From inputs to final desired outcomes (project targets). ) . . )
Time since intervention

»
»

INPUT OUTPUT INTERIM OUTCOME EXPECTED FINAL OUTCOME

Agribusinesses:

e Enhanced capacity and
expertise on how to increase
crops productivity and train
farmers

¢ Improved value chain
relationships

e More secure supply of rice,
maize, and sugarcane, of higher

Public capital:

e =USD 2.1 million
in PPCR grant
resources for
capacity building
activities

e =USD 10 million
in guarantees for
a risk-sharing

e Enhancement of at
least 1,700
farmers’
knowledge of
climate-resilient,
higher yielding
farming practices

e Development of
crop-specific
training modules
and methods to
deliver climate
resilience

e 15 trainers

facility with at instructed on e Enhanced quality; higher operational
least one bank climate resilience, availability of efficiency and profitability
embedded in improved stress- Banks:
Private resources:  companies’ resilient and high- '

e =USD 0.3 million
in cash and in-
kind contributions
from
agribusinesses

e =USD 10 million
from the target
bank for the risk-

technical teams

e Development of
financing products
and risk
management
training to the staff
of the partnering
bank(s)

yielding seed
varieties and of
improved
technologies

¢ Banks sustain the
adoption of
improved practices
through the

¢ Improved risk-management
practices and ability to satisfy
agricultural market needs

Farmers:
o Improved ability to cope with

climate-related risks

¢ Improved value chains

relationships

sharing facility.
Additional
resources will be
invested to cover
the cost of the
facility and to
lend to projects

promotion of e 20% higher yields and income*®

tailored financial

Government of Nepal:
products

¢ Climate-proofed agricultural
sector and enhanced food
security

e Stronger and more resilient
private sector

¢ Increased revenues from taxes

¢ Reduction of trade deficit

¢ New employment opportunities

4.2 Project’s risks and management

From the results of the assessment undertaken and the interviews with key stakeholders
(IFC, 2013b) emerges clearly that private companies in Nepal are unlikely to invest in or
borrow for improved agricultural practices unless the public sector reduces the risks
associated with these investments.

The project’s knowledge building, financial assistance, and risk-sharing arrangements can
mitigate many of the risks, but several outcome risks still remain, particularly, uncertainties
about farmers’ investment in and adoption of improved agricultural practices.

IFC’s know-how, experience in similar initiatives as well as relationships with some of the
involved partners, can help to manage these risks, thereby enhancing the likelihood of

Success.

199 A control or comparison group of farmers will be monitored to establish a credible baseline (IFC, 2013b; IFC, 2013e).
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In this section is presented the evaluation of the risk profile of the Nepalese IFC-PPCR
project. According to a typical risk management framework, at first the inherent risks faced
by key project stakeholders are identified and assessed then, the analyses focuses on the
strategies used to mitigate the most important risks i.e. those that could cause the project to
fail. Lastly, the section outlines the final risk allocation and its implications for the major

stakeholders.

4.2.1 Risk identification and assessment

To capture all significant sources of risk, risks are categorized according to the three main

phases of the project:

o Development risks cover all the risks incurred before the project begins implementation,
including the identification of suitable private partners and their engagement in relevant
climate-resilient measures;

e Operation risks cover risks related to implementing and running the project, such as the
inadequacy of the training measures and/or of their delivery method,

e Outcome risks cover the risks of not achieving the public policy objectives. For the IFC
and the PPCR these risks include failure to deliver the intended climate resilience and
food security objectives, and to demonstrate that private sector involvement in building

resilience is achievable.

Next, identified risks are classified according to their probability of occurrence, or frequency
(from very low to very high), and their potential impact on the project’s objectives (again

from very low to very high).

LOW RISK EVENTS

Risk events with low probability of occurrence and low to medium impact:

Low risk events were not identified. This because of the novelty of the project for the private
sector, the uncertainties associated with planning adaptation measures in a country where
the lack of reliable climate data is the norm, as well as the lack of evidence about the

effectiveness of private engagement in meeting adaptation goals.

MODERATE RISK EVENTS

Risk events with moderate probability of occurrence, and medium to high impact:

e Changes in the Nepalese government’s support to the PPCR program and projects,**

or changes in policies and regulation favorable to the project such as the mandate for

110 This is exemplified by the decision to not borrowing money to invest on non-revenue generating projects such as certain adaptation
interventions that the government made in December 2012. This had repercussions for some projects within the country’s program, which
were endorsed more than a year before. The IFC-PPCR project was not affected because in this case PPCR money do not fell into the
government sovereignty, but rather IFC, who is responsible for their repayment (CIF, 2013i; ADB, 2013a).
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increasing the agricultural sector's share in banks’ loan portfolios. These risks are
shared among the PPCR, IFC, and the government itself, given that it is the ultimate

beneficiary and has overall responsibility for the program (SPCR).

Commodity prices risk: all actors operating in the agricultural sector face some level of
revenue volatility given the nature of the market. Associated risks are borne by private

actors, who are used to facing price uncertainties.

Failure to deliver timely weather forecasts and agronomic information to farmers, which
are critical to prevent climate-induced losses and fully enable farmers to implement
improved agricultural practices over time.''! IFC bears the risk, but shares it with the
World Bank (IBRD) and, ultimately, the Government of Nepal. Under the PPCR
framework, the World Bank is responsible for the creation and upgrade of the country’s
hydro-meteorological network and of the agricultural information management system,
while the government is responsible for the country’s overall adaptation program. Failure
to set up an effective weather information network could affect IFC’s ability to engage

mobile phone operators and/or to deliver effective training measures.

HIGH RISK EVENTS

Risk events with high to very high impact, whatever the probability of occurrence:

Failure to engage the private sector in the country’s climate-resilient development
program. There are several challenges that could have hampered IFC-PPCR’s ability to
involve private actors in the project, including: Nepal’s complex terrain as a post-conflict
Least Developed Country; private actors’ limited understanding of climate-related risks
and opportunities; and the government’s limited understanding of the private sector’s

role in building climate resilience.

This risk, along with the risk of engaging unsuitable partners, would undermine the
reputation of IFC and the overall credibility of the PPCR, and make it more difficult for it
to fulfill its mandate. It would also likely result in partial losses of the donors’ money

used to develop the project.

Failing to remove barriers to finance, such as the inability to structure risk-sharing
mechanisms sufficiently attractive to local banks to effectively unlock their resources for
lending to climate-relevant measures; or the inability of the planned training measures to
stimulate demand for finance, thereby generating a deal flow. The lack of data and
information at the farm level, the lack of borrower credit history, and banks’ limited

involvement in agricultural lending — coupled with the risk-sharing facility’s loan criteria

111

It is worth noting that even if good weather data is provided, farmers may not be able to interpret them and make appropriate decisions.

104



(see paragraph 4.2.2.1) — makes this a highly probable risk. IFC and the PPCR bear the
reputational and financial risks.

¢ [Inability to set up and deliver effective training measures due to the lack of skilled
human resources to develop training activities relevant for coping with climate variability
and change over time, or an inadequate delivery model.'** Some types of training
methods (e.g. written material), may not be effective in promoting farmers’ adoption of
new practices and inputs if they do not take their literacy levels and culture into
account™® (see e.g., IFC, 2013g; Ganesh, 2006; Hamal and Anderson, 1982; DSCL,
2013). Failing to obtain farmers’ interest and participation in training activities could
affect the project’s final outcomes. IFC and the PPCR assume these risks and share

them with the agribusinesses given their direct involvement and contributions.

IFC also bears the risk that the agronomic practices proposed during the training
activities will not remain relevant as climate varies and changes over time, and the risk
of working with companies not familiar with the provision of training measures, and/or
without direct relationships with farmers at the beginning of the project (e.g., the rice

case). These factors also increase outcome risks for the companies involved.

The dynamic risk matrix (Figure 12) illustrates two aspects: risk allocation — where
identified risk events originate and sit at project initiation; and risk response — how risk are
managed and/or shifts among project’s stakeholders through the use of risk transfer

mechanisms (see arrows).

4.2.2 Risk management strategies and allocation framework

There is evidence to suggest that the project’s risks and uncertainties are allocated to the
stakeholders most suited to manage them. Nevertheless, if the project fails to deliver its
intended objectives, the most vulnerable group of actors, farmers, will remain exposed to

climate impacts.

Stakeholders’ ‘know-how’ and the relationships between involved parties play an important

role in the project risk allocation, and ultimately in its likelihood of success.

Regulation-related risks

The following arrangements can mitigate or help to avoid this type of risk:

"2 Developing training tools tailored to farmers’ climate resilience needs is still a relatively novel practice for IFC’s staff, partnering
organizations, and consultants. Agricultural inputs and technologies suitable to face the challenges posed by climate change might not yet
be locally available and/or easily importable.

13 Nepalese farmers have demonstrated slow and weak adoption rates. Studies have found that only 5% to 10% of farmers are willing to
take the risk of changing practices which may result in income risks. This is generally related to price and yield uncertainties and can vary
greatly among farmers based on farm size, percentage of land ownership, farmer’s age, level of education, etc. (e.g. IFC, 2013b; Kafle and
Shah, 2012; Paudel and Matsuoka, 2008).
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The stable presence of IFC and of the other PPCR implementing agencies in the
country;

Ongoing dialogue through the coordination mechanisms under development within the
PPCR for the implementation of the program (WB, 2013).

The regular PPCR Pilot Countries’ meetings can create an additional platform for dialogue

and may help to hedge this risk. Positive peer pressure from other PPCR countries also

plays a role in motivating the Nepalese Government to support the PPCR process and

deliver results.

Figure 12. IFC-PPCR project dynamic risk matrix.

STAKEHOLDER — IFC-PPCR GoN BANKS AGRIBUSINESS FARMERS
PROJECT STAGE

v IFC expertise
Development & PPCR grants

Operation

Risk sharing facifity Gubrantee
Companlss optributions peonshine
PCR ranls

i IFC expertise
Outcome & PPCR resources

KEY @r——)  Risk allocation arrangements

Source: author’s elaboration. Note: Colors refer to the relative risks taken by stakeholders. The
darker the color, the high the risk. Risks are categorized according to their potential ‘magnitude’
multiplied by the ‘likelihood of risk’: from ‘very high’ in dark red, to ‘high’ in orange, ‘moderate’ in light
orange and ‘low’ in yellow. Given the early stage of this project, we acknowledge the subjectivity of
the weighting system.

Private sector engagement-related risks

In Nepal, the PPCR framework and IFC hedged these risks through:

An intense consultation phase supported by the establishment of a Technical Private
Sector Working Group and analytical studies (e.g. IFC, 2013b; ADB, 2012a; Poshan,
2010; PwC, 2012).

IFC’s previous experience in projects applying similar approaches, that is working with
and through agribusinesses to reach out to farmers (see e.g. IFC, 2012b; IFC, 2013g;
IFC, 2013h), and in promoting the use of stress-tolerant seeds such as in Bangladesh
(see e.g. IFC, 2013i).

IFC’s existing relationships with some of the private partners involved in the project such
as Probiotech, the maize processing company that has trained 2,000 poultry farmers,
and some local banks such as the Himalayan Bank (Himalayanbank.com; IFC, 2012a;

IEC.org).
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o |FC’s screening, appraisal tools, and standards, to ensure the integrity, credibility and

suitability of selected partners.

Access to finance-related risks
IFC can mitigate part of these risks by leveraging its:

e Expertise in operating with financial institutions in developing countries, and in
structuring risk-sharing facilities in the agricultural sector (e.g. IFC, 2010).

e Existing relationships with some local banks. IFC, for instance, has been collaborating
with the Himalayan Bank since 2007, already entering into a guarantee facility
agreement (Himalayanbank.com). According to IFC (2013b), this is one of the private

banks with the most significant agribusiness portfolio and the one that showed most
interest in participating in the project (see also Ekantipur, 2013a).
Moreover, PPCR resources cover part of IFC risk, as planned to provide the first loss

coverage in the risk-sharing facility under discussion.

Finally, agribusinesses can mitigate part of the finance-related risks when acting as loan
intermediaries and guarantors, or guaranteeing the buy-back of agricultural products (see

Box 4 for details).

Training related-risks

IFC bears part of these risks and can mitigate them by:

e Previous experience in the development and provision of training to and through value
chain actors,*** and in sourcing experts;

e Knowledge of crop-specific vulnerabilities and barriers to enhanced productivity
developed during the preparation phase of the project, which can support the
development of relevant training measures;

e Adoption of a phased training approach, including follow-up training activities and close
monitoring through an external evaluator, which can allow for adjustments to farmers’
behavior or climatic changes (IFC, 2013d).

e Technical backstopping by establishing relationships with expert partners.**®

Agribusinesses also bear training-related risks, as they invest their own resources without a
guaranteed return. For instance, they bear the risk that trained farmers will sell their
produce to other companies (a high risk in the rice and maize supply chains), that they will
not adopt improved agricultural practices (e.g. because the farmers remain unconvinced, or

the practices are not affordable or cost-effective), or that delays in price fixation —

"4 1FC has been cooperating with Probiotech, the maize processing company operating in the country’s animal feed industry to strengthen

the technical skills of Nepalese poultry farmers (IFC, 2012a).
15 These organizations include the International Centre for Integrated Mountain Development, a regional intergovernmental learning and
knowledge sharing center, and the International Rice Research Center, a research and training organization.
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determined at the national level for sugarcane— will delay farmers supplies, possibly
resulting in crop decay (a high risk in the sugarcane supply chain). These risks remain
substantial but can be mitigated with the establishment of closer relationships with farmers,
enabled by the training activities, buy-back agreements for farmers’ produce, and indirect
financing arrangements.

Farmers also bear part of the risks because the adoption of new but ineffective farming
practices could put their sources of income or livelihood at risk.

The effectiveness of the training measures will be critical to successfully promoting
investment in practices delivering resilience and ensuring companies’ and farmers’
engagement in the long-term, thereby ensuring the sustainability and scalability of the
project. They will also be critical to demonstrate that delivering adaptation via private actors

can work.

4.2.2.1 Risk management strategies: addressing the risk of lending for climate
resilience

IFC is working to structure a USD 20 million risk-sharing facility to transfer 50% of the risks
associated with a portfolio of eligible ‘climate-resilient loans’ from a local commercial bank
to IFC and the PPCR (IFC, 2013b). The deal is still under negotiation and the set of criteria
specifying the assets eligible to be covered under the facility still to be agreed (September

2013).M° IFC plans to close the deal with one bank before scaling it up to other institutions.

The facility is planned to take the form of an unfunded partial credit guarantee, shared pari
passu with the partnering bank. Its structure, terms, and conditions, are critical to induce the
bank to expand lending to the agricultural sector and experiment climate-relevant lending
while avoiding moral hazard behavior. The pricing of the facility, which is linked to the
profitability of lending, is another critical element as it can tip the balance in terms of
demand and utilization of the facility itself (IEG, 2009; Mignucci et al., 2013). Narrow
margins, in fact, would reduce the motivation of the bank to renounce part of them to pay for
the facility. The pricing agreed by parties will depend on the riskiness of the underlying loan

portfolio, IFC’s costs of funds, and expected losses.

There are various options for allocating first and principal loss, depending on the specific
needs of the partnering institutions and the nature of the assets to be covered by the facility
(IEC.org). As illustrated in Figure 13, each approach implies different risk-sharing/pricing

trade-offs.

18 In addition to the selection criteria, IFC and the client bank will also agree on the servicing procedures for defaulted assets. The
disbursement of IFC funds are made if the criteria are met at the time of the call on the Risk Sharing Facility (IFC 2009).
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Figure 13. Three different and possible options for the risk-sharing facility.
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Option 2 — where the first loss is evenly shared between the PPCR and the prospect bank —
would ensure a balanced alignment of interests between parties, while limiting the moral
hazard risk that the partnering bank would relax its credit standards at the expense of IFC.
The use of PPCR’s funds to cover part of the first loss tranche has the following effects:
¢ Removing some of the risks from IFC, which might have not been willing to engage
in this venture without third party backup;
e Encouraging the bank to kick-start climate-relevant agricultural lending;
e Lowering the price of the facility as compared to the level IFC would have set it
otherwise.
IFC’s direct involvement and partial cover of the principal loss — to be used after the
exhaustion of the first loss — enables the local commercial bank to share the risks with an
entity relatively more suited to manage them. This could lead the partnering bank to reduce
the interest rates applied for loans, to the advantage of farmers’ (see Figure 4 in paragraph
4.1.3).

Involving value chain actors to reduce risks for banks

The involvement of agribusinesses as aggregators can contribute to further buy down credit
risks and reduce the transaction costs of lending to farmers. Beyond risks, transaction costs
typically prevent banks to reach out to small holders directly/individually, and thus the need

for lead firms as aggregators to facilitate financing throughout the value chain.
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Agribusinesses, in fact, can act as vehicles to disperse and collect back the loans through
value chain financing, and/or enhance farmers’ creditworthiness via purchase guarantees

on the crops supplied by farmers.

The relationships between agribusinesses and farmers can facilitate credit screening,
monitoring, and enforcement. Farmers’ willingness to maintain good relationships with their
direct buyers make them less likely to default on loans, as it would possibly result in them
needing to find another buyer.

These arrangements, which are not new in developing countries, differ according to the
characteristics of the supply chains:

¢ In the sugarcane supply chain, where farmers and the processing company have direct
interactions, lending could occur through agribusinesses, which can be liable for farmers’
debt and loans repayment (Figure 7, option A).

e In the rice and maize supply chains, the looser relationship between companies and
farmers may induce banks to lend to farmers’ cooperatives on the basis of farmers group

guarantees™!’

(Figure 14, option B). Interviews with the company involved in the maize
chain (Probiotech, 2013) suggest that the company will be willing to provide a buy-back

guarantee to farmers, as a way to ensure access to their products (see also

e4nepal.com).

Figure 14. Possible financing arrangements among supply chain stakeholders
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4.3 Can the project be sustained, scaled up, and replicated?

This section discusses whether the agribusinesses engaged in the project are likely to train
farmers in climate-adaptive agricultural practices beyond the project’s life. If the project
performs as planned, in fact, agribusinesses will see the benefits of continuing to train
farmers beyond the project’s life, ensuring the sustainability of the intervention. The project
has the potential to incentivize agribusinesses to sustain the training activities beyond the
project’s life, as they may have an even clearer business case in the longer term, thanks to
economies of scale and learning.

The approach could also be extended to other agribusinesses if adapted to the particular
circumstances of other crops and companies.

To draw early insights for replicability, this section also looks beyond the Nepalese case, to
understand how other PPCR-supported projects have been performing to date in other pilot

countries.

4.3.1 Sustainability: the long-term business case for building climate
resilience

The overarching objective of the project is to build the business case for the agribusinesses
involved to train farmers on climate-resilient agricultural practices beyond the life of the
project. The results achieved and demonstrated by the project during the two-year pilot
phase will play a big role in determining whether or not this will happen. IFC and
agribusinesses will assess the cost and benefits of the training activities, and decide

whether to continue.

At the end of the project’s pilot phase, agribusinesses may see more benefits than costs in
training additional farmers. This may occur because of one or a combination of the following

reasons:

e Start-up costs cease: The agribusinesses will not have to cover the initial investment
paid with the support of PPCR funds to create training materials. These are “sunk costs”
that should not occur after the pilot period (or may just require slight adjustments).

e Learning-effect during the project: Learning-by-doing can improve the effectiveness of
training farmers in improved agricultural practices, and generate efficiency gains. The
approaches piloted during the project will have been tested, their reliability proved or
shortcomings highlighted, and they will have been adjusted to maximize results.

e Increased awareness of benefits: During the project intervention, agribusinesses may
become more aware of the benefits associated with addressing farmers’ capacity gaps

and vulnerabilities. This is particularly true in the case of the rice company, which was
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not previously engaged in any training activity. The sugarcane and the maize processing
companies, which are already engaged in training activities — the latter with farmers
growing broilers (IFC, 2012a) — may become aware of the additional benefits of training
farmers using the approach and practices promoted by IFC under the project, and the

benefits of climate-adaptive seeds and irrigation technologies.

To illustrate the potential long-term business case, Figure 15 considers the case of the
sugarcane-processing company to show the costs and benefits of extending training to
4,400 additional farmers in the two years after the pilot phase (mid-2015 to mid-2017). In a
standard scenario, training of additional farmers will pay back in only two to seven months,

as more farmers will be trained per year.'*?

Assuming the projects generate learning and result in efficiency gains, the benefits to
companies may be even higher, and the payback period for their investment shorter.
Additional gains can be generated by the demonstration effect of the project; farmers not

involved in the training may replicate practices adopted successfully by “lead farmers”.

Figure 15. Sugar company’s costs and revenues (in current USD) — pilot phase and beyond.
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Source: author’s elaboration. Notes: Projections assume that 4,400 additional farmers are trained
after the pilot phase, of which 2,700 are assumed to adopt improved practices and increase their
productivity by 20% (standard scenario).

Public financial support will likely still be needed to continue farmers’ training after the pilot
phase, but can be gradually phased out. In our standard scenario, after the end of the pilot
period, the project still covers USD 100,000 of the training costs per company over two
years, assuming that PPCR grants are equally distributed over the 4 years of the project.

8 This assumes that the training costs and the associated increase in farmers’ productivity are the same as in the 20% standard scenario in
the pilot phase of the project. See Appendix D and E for more information and details on assumptions.
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PPCR funds and IFC support may be required for delivering additional training to reach an
increasing numbers of farmers or to invest in content or tools,** or because productivity
increases are lower than expected. However, IFC plans to decrease the cost coverage over
time, and this may be feasible, according to our financial calculations for the sugarcane
processing company: even if the company had to pay for all IFC-PPCR costs in the two
years after the pilot phase, the investment should still pay back in a relatively short time
(0.8-1.2 years).

It is worth noting that in other IFC agricultural projects (not targeting climate resilience), IFC
was able to reduce or even phase out the financial support provided, and agribusinesses
remained engaged beyond the initial intervention. This was, for instance, the case for a
project in India, where a sugarcane processor, DCM Shriram Consolidated Limited (DCSL),
decided to scale-up training from 2,000 to 12,000 farmers under the project, and is even
planning to reach 50,000 in a next phase (DSCL, 2013). From an initial coverage of 50% of
the project’s costs, public, and NGO subsidies were reduced to 40-45% in the follow up
project (IFC, 2013b).*?°

Furthermore, in the case of Probiotech — the maize processing company currently involved
in the PPCR project — cost reductions of about 5 NPR per kilogram of broilers produced
during a previous IFC project (IFC, 2012a) led to significant improvement in its business
performance. This motivated Probiotech to scale up the model to 2,000-4,000 additional

broiler-growing farmers, and to replicate it with maize farmers under the PPCR.

Success in past IFC projects, however, may be related to a combination of technical
assistance and investments into companies: IFC invested in DCSL and it is currently in the
process of acquiring an equity stake of Probiotech (IFC, 2013c). IFC’s follow-up investment
might be a salient element for agribusinesses to remain engaged beyond the project’s life.
As the World Bank’s Independent Evaluation Group highlighted (IEG, 2011), IFC has
achieved superior outcomes when combining technical assistance projects with investment
in agribusiness partners. In contrast, it also highlights that results have been inferior when
IFC has not followed up with investment, due to the lack of a partner company with the
financial and technical capacity to support the type of interventions learned during the

project’s life.

19 In the case of an IFC project with the Indian sugar company DSCL the extension of training involved additional program development
costs for the use of GPS and tablets to further improve training (DSCL, 2013).

20 Discussions with DSCL suggests that IFC is still covering 50% of the follow-up costs, but this is mainly due to additional investments in
GPS systems and tablets for the training activities; IFC costs would decrease if the same approach as in the initial phase were used (DSCL,
2013).
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4.3.2 Is private engagement in climate resilience scalable and replicable?

Close monitoring and post-project evaluation of the Nepalese IFC-PPCR project will be
essential to understanding what worked and what did not. It would contribute to the creation
of a knowledge base for shaping future interventions aimed at engaging the private sector in

climate resilience initiatives, including their scale-up and replication in other contexts.'**

If the IFC-PPCR project in Nepal proves to be successful, its model could be scaled-up to
reach out to more farmers, both through the agribusinesses involved in the project — which
have around 22,000-36,000 farmers in total in their supply chains'** — and by engaging
more agribusinesses processing the same crops or others in the country. For instance, IFC
has already identified at least two other companies (one processing rice and the other
sugarcane) that could be involved in the project (IFC, 2013b and IFC, 2013d).

Furthermore, peers can gain knowledge from and imitate farmers or other entities trained
during the project. For example, farmers’ cooperatives can share knowledge with peers or

be imitated, generating positive spill-over effects.
However, there are some challenges to scaling up the project in Nepal. Examples include:

¢ Climate change affects crops in different ways, and constraints to enhanced productivity
are crop-specific. Therefore, scale up is more likely to require public support if new

crops are targeted, as new approaches tailored to these crops would be needed;

o Private players might be less interested in investing in subsistence crops than in

commercial and cash crops like sugarcane.

o Agribusinesses operating in supply chains with a number of intermediary off-takers
typically have weaker relationships with farmers and, therefore, fewer incentives to train

farmers who could sell to different buyers (“side-selling”).

The project approach can be replicated in other countries. The project itself is a good
example for this, as it already replicates an existing model used by IFC in agriculture
development (e.g., IFC, 2010a).. Interviews with IFC staff (IFC, 2013b) suggest that this
project incorporates lessons learned through previous experience in conventional projects,
and that the lessons learned so far during the development of the Nepalese intervention

have already been shared with other PPCR countries, such as Bangladesh (IFC, 2013b).

Nonetheless, replicating private sector engagement in other countries may face context-
specific barriers as experiences in some other PPCR pilot countries have shown (CIF,

2013e; CIF, 2012d) (see Appendix C for more on these barriers). These include:

21 For a relevant discussion on the topic see also Biagini and Miller (2013).
122 Data from NPC-WFP-NDRI (2010): PwC (2012); CEAPRED (2013b); Golchha (2013); FAO (2013); Nimbus (2013a).
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¢ Unfavorable investment climates and underdeveloped private sectors;

e Limited government awareness of the potential role of the private sector in climate-
resilient development and reluctance to share climate finance aid with private actors;

e Short-term time horizon for investment return of many private sector players;

e Lack of data and technical skills.

4.3 Addressing barriers to scaling up and replicating private sector
engagement in climate resilience

Challenges and delays experienced in some PPCR private sector projects call for enhanced
efforts to create conducive frameworks, as well as the generation and diffusion of
knowledge about market risks and opportunities. Identifying “game changers” is a complex

task that requires time, experimentation, and flexibility.

Based on early insights from the PPCR and MDBs’ experience, the following strategies may

help to address the barriers for fostering and scaling-up private actors’ involvement:

e Carry out in-depth market studies to identify business opportunities, market needs, and
viability gaps as well as ways to improve enabling environments. They are also needed
to identify where private action makes business sense and to design effective public
interventions. MDBs have undertaken a number of these studies to develop projects for
funding by the PPCR or by other mechanisms (see CIF, 2013a for e.g. Niger; EBRD and
IFC, 2013). These studies and analyses, developed through direct interviews with
and/or in cooperation with private actors, represent an important tool to promote
awareness, share knowledge, identify business models, and possibly pave the way for
future interventions. They can also help to educate and prepare governments to harness
the local private sector's potential for adaptation by identifying, for instance,
opportunities for partnerships and collaboration.

o Create dedicated private sector funding mechanism such as the “private sector set
aside” established by the PPCR governing body in November 2012 for allocating a
predetermined volume of resources on a competitive basis (see CIF, 2012c).'* This
mechanism can provide further opportunities to experiment, while avoiding recipient
governments feeling like they are “giving away” part of the resources received by
donors.

e Provide both low-cost loans and grants to fill viability and capacity gaps therefore
enabling private actors to play an active role in climate resilience. Grant resources are

critical for generating the demand for investments in adaptation measures by financing

123 Under the private sector set aside the PPCR governing body recently (November 2013) endorsed USD 41 million in concessional loan
resources, out of the USD 70 million competitive set aside, for six private sector-oriented project concepts submitted by PPCR pilot
countries through the AfDB, EBRD and IDB (CIF, 2013g and CIF, 2013h).
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technical assistance measures. Concessional loans can help to incentivize these
investments by buying down the additional costs and risks associated to non-traditional
practices.

¢ Pilot and test private sector adaptation approaches in Middle Income Countries. Given
the relative novelty of the topic for the private sector, testing approaches in countries
with more developed private sectors where projects face relatively fewer barriers could
help to generate the experience and track record needed to ensure the uptake of best
practices and successful models in Least Developed Countries.

5. Concluding remarks

Understanding the possible role of the private sector in contributing to countries’ adaptation
efforts, and how to involve it in tackling countries’ adaptation priorities, can help nations
achieve climate-resilient development goals more effectively. Private sector engagement in
is in fact critical to “climate-proof” key sectors of countries’ economies and thereby secure
climate-resilient development. The decisions and behaviour of this major engine of
economic growth will determine whether developing countries move out of poverty in a

resilient manner.

The agricultural sector in Nepal is highly vulnerable to the impacts of changing climate
conditions. The private sector takes most of the investment decisions in this sector and
could provide tools and services that can smooth the path to adaptation. Its successful
involvement could stimulate scale up and replication of best practices, products and

technologies.

Recognizing its potential, the PPCR — a multilateral mechanism channeling international
climate finance resources — is supporting Multilateral Development Bank in piloting ways to
engage private actors in activities associated with reducing countries’ exposure to climate

risks in alignment with these countries’ adaptation priorities and strategies.

The assessed IFC-PPCR project in the Nepalese agricultural sector shows that private
actors have economic interests to embed climate resilience considerations in their business
practices. For agribusinesses, the exposure of the farmers that supply them to weather
events, and the constraints on these farmers’ productivity, can affect their ability to satisfy
market demand and remain profitable over time, thereby incentivizing them to strengthen
farmers’ capabilities and resilience. Farmers also have strong incentives to participate in the
IFC-PPCR project in order to learn how to avoid climate-induced losses, and how to
increase their income through improved yields, better quality production and stronger ties

with their output markets.
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The early lessons shown by the IFC-PPCR project in Nepal also provide insights on those
barriers preventing private action (knowledge, capacity, and risk gaps) that well-target
public resources have to tackle to unlock these actors’ potential. Specifically, the study

identified three key interventions to address them:

e First, consultation and involvement of local actors early in the process, with the backing
of evidence-based analyses. This process is essential to increase recipient
governments’ awareness of the potential of private actors in building resilience, to
educate actors about climate-related risks and possible opportunities, and to identify
business models enabling their participation. This is also critical to ensure alignment
with countries’ strategies and priorities.

e Second, tailored knowledge and capacity building measures to create private delivery
models for adaptation interventions. This lays the foundation for long-lasting results,
maximizing the potential outcomes from each dollar of public finance invested. The
project provision of know-how to agribusinesses is important to enable them to train
farmers operating in their supply chains in improved agronomic practices.

e Third, create innovative financing mechanisms to get local financial institutions on
board. Local banks are critical to fully enable domestic private actors to invest in
resilience; capacity building measures are then essential to create demand for

investment and generate a deal flow.

The Nepalese experience also shows that the level of public support in private-sector
oriented projects has to be limited to avoid market distortions and to ensure that public
resources are spent effectively. In the Nepalese case, agribusinesses and banks are asked
to contribute to the project — increasingly as they get results and gain experience in order to
limit the risk of moral hazard behavior. Still, grant funding is an essential component to build
their knowledge and capacity, and incentivize them to engage in ventures with uncertain

outcomes.

The project is driven by a strong alignment of interest between the actors’ involved in the
projects. By harnessing existing buyers and suppliers’ relationships and networks, the
project leverages those market forces that can create the long-term business case for the
agribusiness involved to train farmers on climate resilient agricultural practices beyond the

life of the project.
Further experimentation and analysis is needed to scale-up and replicate efforts.

It is too early to fully assess the effectiveness of the PPCR model in involving private actors
in building countries’ resilience, and the likelihood of success of the interventions developed

by IFC in Nepal. Nevertheless, the early insights drawn from this case study and from the
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experience of the MDBs in other PPCR pilot countries and beyond, as well as interactions
with experts, may provide decision makers with a better understanding of the challenges

faced on-the-ground, but also of promising strategies that can address them.

Finding “game changers” is a complex undertaking that requires time, experimentation and

flexibility. In addition to the approaches used in Nepal the following can be further explored:

o Dedicated private sector funding windows, with competitive allocation, to provide further
and flexible opportunities to experiment, while addressing the reluctance of some
governments to share international climate finance with the private sector

e Piloting and testing private sector engagement approaches in adaptation in Middle
Income Countries as it can help to generate learning and identify best practice that
could then be transferred to Lest Developed Countries.

As PPCR projects focused on private sector engagement in climate resilience advance into
the implementation phase, additional analysis of these projects, but also of others beyond
the PPCR can provide further insights to fully understand shortcomings and offer additional
evidence about how and where to make climate resilience a private sector business. This is

a prerequisite to understand how to best scale-up and replicate successful interventions.
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Appendixes
Appendix A — PPCR private sector-oriented projects in the PPCR portfolio

Sixteen out of 71 projects and programs in the PPCR portfolio — amounting to about USD
112 million out of the total USD 1.1 billion in PPCR funding (including 6 private sector set-
aside projects) — provide direct funding to private sector clients (CIF, 2014a). These
interventions are mainly focused in the agriculture, infrastructure (energy and housing), and
financial sectors (CIF, 2014a; CIF, 2013a). Interventions range from building capacity in
climate-adaptive practices, and facilitating and/or strengthening market linkages between
different actors in agricultural value chains, through to expanding access to finance and to
risk management tools such as weather index-based insurance products or weather
information to farmers. 81% of these resources are provided as loans at concessional

terms, while the remaining are grants (see Table 9).

Table 9 presents an overview of the various private sector projects contained in the SPCR
endorsed and their status as of August 2013. Table 10 presents the six project concepts
selected for funding under the USD 70 million PPCR private sector set-aside established in
November 2012. In November 2013 the PPCR governing body endorsed USD 40.85 million
in concessional loan resources for advancing the development of these projects (CIF,
2013g). Interventions range from the infrastructure to the agriculture and forestry sectors in
Haiti, Jamaica, Mozambique, Saint Lucia, and Tajikistan. See CIF (2013g) for further

details.

The private sector competitive set-aside was established in November 2012 in an attempt to
stimulate the development of projects that engage the private sector in activities associated
with reducing countries’ exposure to climate risks (CIF, 2013a; CIF, 2013c; CIF, 2013e and
CIF 2011c). The decision was driven by the limited number of projects with private
participation in the PPCR portfolio. Considering the interest raised among MDBs, which
submitted 11 proposals in total, it can be said that the private sector competitive reserve

encouraged MDBs to experiment.

A second call for project concepts for the competitive allocation of the remaining USD 30
million in concessional funds, took place with revised procedures between December 2013
and April 2014 (see CIF web site; CIF, 2014b). The experience developed through the first

round highlighted a number of areas for improvement in the “call for project concept”
spanning from the scoring criteria for projects selection, advertisement of the funding
opportunity, and availability of grant resources to support the creation of enabling
environments (CIF, 2013h; CIF, 2013m).
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Learning from the early experience developed across PPCR pilot countries™*

The development of the private sector-oriented project included in the SPCR endorsed
during the first phase of country’s programming (listed in Table 9) has highlighted that
piloting approaches to private sector engagement in Least Developed Countries (LDCs) is a
challenging undertaking. CIF (2013a) and interviews with IFC (2013b) noted the following
challenges:

e Unfavorable business climates and underdeveloped private sectors can limit the
opportunities for engagement. IFC experience in Mozambique has demonstrated that
policy and regulatory barriers such as land tenure restrictions, and weak infrastructures,
can make it hard to find viable investment opportunities. ldentifying suitable private
sector partners for investments or for channeling PPCR funds can also be difficult. In
LDCs it may be that few private companies meet IFC’s social and environmental
standards, or have the characteristics needed to ensure the reach and scale required to
achieve projects’ objectives. This was for instance experienced in Zambia and

Bangladesh.'?®

e Limited awareness of the role of the private sector in climate-resilient development at
the private and public levels can create obstacles. Insufficient public-private
cooperation, as shown in Bangladesh, can bring further difficulties. Private actors’
knowledge gaps about the risk that may arise from changing weather patterns and
exposure of their businesses to climate impacts can make it difficult to raise their
interest (IFC, 2013b).

e Governments’ reluctance to share PPCR funds with private entities.*? This is due to
their tendency to prioritize public sector projects, difficulties in visualizing the role and
relevance of private players in strengthening countries’ resilience, as well as

unfamiliarity with private sector funding projects, which go beyond standard practices.

o Lack of data, information, and technical skills can hinder the ability of private actors to
evaluate climate-risks, or develop products or services that could help to mitigate
climate-related impacts This was the case both in Niger and Zambia where two PPCR

projects that aimed to develop weather index-based insurance products for the

124 Sources consulted: CIF (2013a); IFC (2013b); EBRD and IFC (2013); RAI (20139; ECIAfrica/DAI (2012).

125 In Bangladesh, where the PPCR project focuses on low-lying areas (polders), identifying and working with suitable business partners
has proved challenging. The number of financial institutions that could be engaged to channel PPCR funds to farmers is small, as highly
risk-averse local banks rarely have branches in these areas. This can limit the opportunities of identifying adequate partners, can enhance
implementation risks, and/or limit the likelihood of success of the project (IFC, 2013b).

126 Governments’ reluctance can be particularly high in sectors where public intervention has been significant, and where it is unclear how
best to involve private players. In Bangladesh, for instance, limited government support to private sector activities has created barriers to
private investment, deterring the involvement of private actors in the development of seed varieties (Rai 2013).
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agricultural sector, have been constrained by, among other things, insufficient long-term

weather data and poor financial skillsets (CIF, 2013a).

Uncertainties about the possible returns on climate-resilient investments and/or
mismatch with investors’ time horizons. Proving the business case can be difficult or
lengthy given the limited evidence on the short-term benefits stemming from adaptation
investment and the complexities in evaluating successful outcomes. Moreover, as for
instance noted in Zambia, returns can be attractive on paper, but proposed measures
may face significant implementation risks. Finally, the benefits of climate resilience
generally manifest over longer time frames, while private actors are often only interested
in investments that pay back within a few years. IFC’s experience within the PPCR
suggests within 5 years (IFC, 2013b), so there is a mismatch between project’s potential

returns and investors’ time horizons.
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Table 9. Private sector projects per country and sectors.

Country

MDB

Project Title

Project main objectives

Co-
finan-
cing
(Usb
million

Status

Bangladesh

IFC

Promoting climate-
resilient agriculture
and food security

Pilot climate adaptive agricultural practices, products

and technologies by:

e Engaging agribusiness companies through
capacity development, to train farmers,
strengthening farm-to-market linkages

¢ Engaging banks via technical assistance to
facilitate access to finance

Endorsed in November 2010
USD 3.1 million in PPCR
grants approved in August
2013 to support the advisory
component of the project.
The submission for approval
of the investment component
— supported with USD10
million in loans — is expected
12-18 months upon the
commencement of the
advisory component.

Nepal

Public and private
sector collaboration
to enhance food
security through
promoting climate-
resilient agriculture

Pilot climate-adaptive agricultural practices, products
and technologies to enhance farmers’ climate
resilience and agricultural productivity by:

¢ Engaging and developing the capacity of private
agribusiness companies and other relevant private
actors to train farmers

Involving local banks in the provision of climate-
resilient agri-lending

Creating a commercial mobile phone platform for
the dissemination of climate and market information
and agro-practice suggestion to farmers through
the engagement of relevant public and private
partners

e |IFC:
8.3*

e Others
:0.3%

Endorsed in June 2011
Advisory project approved in
January 2013 and under
implementation

Investment component under
appraisal with potential clients
The potential for creating a
commercial mobile phone
platform will be explored once
the hydro-meteorological
system will be up and running

Mozambique

IFC

Developing climate
resilience in the
agricultural and peri-
urban water sectors
through provision of
credit lines from
Mozambican banks

Engage local banks in the provision of credit lines
for climate-resilient investment in the agriculture
and peri-urban water sectors

Financing
(USD million)
Grants Loans

3.1 10
2.1*
(+0.3
project 3.6*
preparation
grant)
0.2n 5.4

IFC: 5

Endorsed in June 2011
Market study of potential for
climate-resilient credit lines
completed

IFC is liaising with banks and
microfinance institutions to
evaluate their business plans
for the development of these
credit lines.
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IFC may discuss a possible
update of its program under the
SPCR if by 31 December 2013
no viable business plans are
developed

Developing
community climate
resilience through

e Engage private agribusiness in natural resource

e Endorsed in June 2011

e Market study to identify
potential investment
completed

¢ |FC is engaging with the
private sector companies that
expressed interest to

; 2 ; IFC: 5 ; .
private sector management activities such as sustainable Private developing business plans for
engagement in forest harvesting measures and in watershed 0.3n 5.2 actors: investment where potential
management, management 14 ’ interventions have been
sustainable timber e Encourage private sector tourism companies to identified.
harvesting and/or adapt through adaptation needs assessment.
eco-tourism IFC may discuss a possible
update of its program under the
SPCR if by 31 December 2013
any viable investments projects
will emerge
Improvement of e Endorsed in November 2010
climate forecasting Develop a commercial mobile phone platform to ¢ Market study completed
systems and enable the dissemination of climate and weather 05 15 ¢ IFC is currently liaising with a
operationalization of | information to agricultural producers and other ’ ' local mobile communication
early warning stakeholders company to develop this
systems platform
Sustainable Enhance agricultural productivity and irrigation-fed ° Endc_>rsed n Noye_m_ber 2.0 0
. o IFC is currently liaising with
management and agriculture through the engagement of relevant Lo .
4 - o 0.5 2.5 irrigation companies and
control of water private actors in improved/resilient irrigation S
. . e . exploring investment
Niger IFC resources techniques, and piloting of stress-resistant seeds "
opportunities
¢ Endorsed in November 2010
e Market and feasibility study
Private sector completed
investment to build . . ¢ As a result of the analysis
climate resilience in Develop a weather index-based insurance product for 1.0 6.0 undertaken, IFC does not

Niger's agricultural
sector

the agricultural sector, in support of farmers

foresee short-term investment
opportunities in this area, and
is exploring the possibility of
re-allocating funds endorsed
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to this component to the other
two.

a) Create of a mobile phone platform for the
dissemination of climate, market and technical
information to farmers; determine the feasibility

e Endorsed in June 2011
¢ Feasibility/market studies
completed

a) IFC is seeking to engage
private partners to explore
investment opportunities

b) In the short-term, there is not
a business case for the
development of a weather
insurance-based product (but
piloting through the use of
grants could be explored)

and developed appropriate public-private 15 c) Identified potential
Private sector partnerships for its establishment (+0.4as interventions including soya
Zambia IFC support to climate project 135 13.5 farming and the set-up of
resilience b) Develop a weather index-based insurance product | preparation credit lines in local banks for
in support of the agricultural sector grant) financing climate-resilient
technologies. IFC is liaising
¢) Engage the private sector in building climate with some banks to assess
resilience in the agricultural sector and in the their establishment.
natural capital IFC may discuss a possible
update of its program if by 31
December 2013 no viable
projects will emerge. By then,
IFC will also propose a
reallocation of the PPCR
resources allocated to the
weather index-based insurance
to investments deemed viable.
Infrastructure (energy and housing)
Feasibility study Build market understanding on low-cost storm and e Endorsed in November 2010
Bangladesh | IFC for a pilot program | cyclone-proof housing, assessing the potential and 0.4 e PPCR funding approved in

of climate-resilient

establishing the housing and finance needs and

August 2013
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housing in the
coastal region

affordability

Develop and pilot a business model for the private
sector, engaging housing development companies
and financiers interested in entering into this market

Climate proofing
vulnerable private

Enhance the climate risk management capacity of
private hydropower operators by promoting the

e Endorsed in June 2011

infrastructure adoption of climate-resilient measures (e.g., landslide : .

(hydropower) protection and technology upgrades) and facilitating s IFC |den_t|f|ed the _hy_dropoyver
Nepal IFC access to finance at affordable terms 0.1 3* companies _that will |n_vest in

Feasibility study Build market understanding to assess those technical erosion-re §|_stant twrbines. .

for low cost and financial barriers that prevent the private sector ¢ The feasibility study started in

climate-resilient from playing a role in building climate-resilient July/August 2013

housing housing

Pilot the integration of climate change risk analysis
Enhancing the and resilience measures into hydropower investments « Endorsed in November 2010
- climate resilience . EBRD: o Feasibility studies completed

Tajikistan EBRD of the energy Pave the way to subsequent private sector 11.0 476 « PPCR funding approved in

sector

investments by demonstrating the investment model
for climate-resilient upgrades of hydropower plants

August 2013

Sources: author’s elaboration based on CIF (2013a); CIF web site (see country plans and projects); EBRD (2013).

Note: (*) Expected / projected. (*) Include project preparation grant for USD 0.425. The EBRD project in Tajikistan has the character of both a private and
public sector project. EBRD counterpart, the state energy company Barki Tojik, is mainly government-owned, but operates on quasi-commercial lines and
also has non-government minority shareholders.
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Table 10. Projects endorsed for funding under the competitive private sector set-aside.

Pilot Country

Multilateral
Development Project Title
Bank

Loans

Project Objective
(USD min)

Tajikistan

Tajikistan

Mozambique

Jamaica

Saint Lucia

Enhancing the climate
resilience of the energy
sector

EBRD

Small business climate
resilience financing facility

EBRD

Lurio Green Resources
Forestry Project

AfDB

Financing water adaptation in
Jamaica’s new urban
housing sector

IDB

Supporting climate-resilient
investments in the

agricultural sector
IDB

Strengthen the 10
country’s enabling

environment and

institutional capacities,

and upgrade a major
hydropower plant with
climate-resilient

technologies,

demonstrating the

investment model

Facilitate access to 5
finance at affordable

rates for energy and
water-efficient

technologies to

enhance the resilience

of enterprises and

households.

The facility seeks to
engage local finance
institutions as vehicles
for channeling target
credit lines.

Support the 11
development of forest

plantations of small

and medium holder

out-grower. The project

seeks to promote the
management of natural
resources and the

increase of farmers’

incomes.

Support private 5.75
housing developers

and construction

companies to deliver
water-secure and

climate-resilient

housing

Support the private 6.1
sector — from farmers

to processing

companies — to adopt

climate resilient

technologies and

practices through the



Haiti IDB

Support for the building of a

climate-resilient sorghum
supply chain

provision of loans

The project seeks to
enhance awareness of
the relevance of
climate resilience
practices, support the
production of high-
value, climate-resilient
agricultural products,
and enhance the
country’s food security.

Promote climate-
resilient post-
harvesting measures
among farmers by
strengthening the
linkages between a
local company and
farmers operating in its
supply chain.

Sources: CIF 2013h; CIF web site.
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Appendix B — Details on the Strategic Program of Climate Resilience in Nepal.

The Nepalese Strategic Program for Climate Resilience (SPCR) endorsed in June 2011 outlines
a set of measures aimed to tackle key priority risks challenging the country’s climate-resilient
development.

Table 11 shows the main climate-related risks and key affected sectors, as well as the type of
interventions supported with PPCR funds, and implemented by the Asian Development Bank,
and the World Bank Group (IBRD and IFC) in cooperation with the Nepalese government (CIF,
2011a).!

The identification of the country’s adaptation priorities and the development of interventions to
address them resulted from an extensive participatory process that lasted about 21 months
(May 2009-February 2011) and involved consultations with a variety of stakeholders — from
government agencies and civil society representatives, to development partners, the private
sector, and technical experts (ADB, 2013b; CIF, 2011a). The process, built on the National
Adaptation Program for Action (NAPA) that began a few months ahead of the PPCR (CIF,
2011a).

Specifically, Nepal’s SPCR has five components: (i) building climate resilience of watersheds in
mountain eco-systems, (ii) building resilience to climate-related hazards (iii) mainstreaming
climate change risk management in development, (iv) building climate-resilient communities
through private sector participation, and (iv) enhancing the climate resilience of endangered
species CIF (2011a).

Table 11. Nepal’s main risks, adaptation needs, and PPCR measures.

Climate-related risks Area of intervention SPCR measures to build resilience

Temperature increase Address key constraints to agricultural

Erratic rainfall and changes ey Enelinee productivity and reduce the vulnerability of

] security ) . .

in monson patterns farmers and of private companies’ operations

S;Cﬁlgges in hydrological Water security Watershed management and planning
Climate-induced Creation/upgrade of hydro-meteorological

Increased frequency of disasters observatory and forecasting systems

extreme weather events Urban settlements and Climate proof selected vulnerable
infratstructures infrastructure, housing, and hydropower plants

Shifting of ecological belts
and vegetation

Enhance capacity, knowledge, and incentives
Ecosystem health :
to protect endangered species
Country’s institutional
and policy framework
Public and private
All of the above actors’ capacity in
managing climate-
related risks
Access to finance

All areas: strenghten the country’s institutional
and policy framework and public and private
actors’ capacity to manage climate-related
risks; enhance access to finance.

Source: CIF (2011a), GoN (2010a), Poshan (2010).

! These include e.g., the Department of Soil Conservation and Watershed Management, Department of Hydrology and Meteorology, and the
Ministry of Science, Technology and Environment.
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Figure 16. Strategic Program for Climate Resilience and projects timeline — key milestones.
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Figure 17. Key project stakeholders map.
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Source: author’s elaboration based on IFC (2013b), IFC (2013d), IFC (2013e) and IFC (2013f).
Note: Displayed technology providers are the ones identified during the project preparation — actual stakeholders may vary during implementation of the project; the
dotted arrow refers to a planned investment of about USD 5,000 to cover technical assistance measures aimed to increase the availability of fertilizers.
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Appendix D — Model inputs/assumptions for sugarcane farmers training

Input

Description

Source

Sugar mill crushing
capacity

Operating time of sugar
mills

Capacity factor of sugar
mills

Procurement of
sugarcane as a share of
total operating costs

Net profit margin of sugar
mills / producers

Sugarcane price 2013

Productivity increase

PPRC grant for farmer’s
training

Net revenue

Farmers

3000 tonnes of sugarcane per day, for each of two mills

150 days per year

75-80% (Golchha 2013)

(80% is also the ratio of the 120 days per year sugar mills
in Nepal are actually running (MoAD 2013) divided by the
150 days the Nepalese Sugar Mill Association assumes the
sugar mills can run)

75%

This is the average observed in a number of Pakistan
sugar mills, and here used as a proxy

6%, median derived from analyzing yearly net profit rates
for the years 2008-2012 for three sugar mills in Pakistan
and eight sugarcane producers in India.

54.4 USD per tonne, calculated by multiplying 481
Nepalese rupees per quintal, including VAT (Ekantipur
2013) with 100 and an exchange rate of 0.0113 USD per
Nepalese rupee, average of 1 June 2012- 1% June 2013
(Oanda 2013)

Standard scenario: 20% improvement, project goal

Lower scenario: 10% improvement, lower-end of
achievements as reported by the literature and
implementing organizations (see Appendix E)

Upper scenario: 30% improvement, optimistic scenario,
considering that the 52-56% achievement in a similar
sugarcane project in India (DSCL) may be too optimistic in
this case as the project does not only target productivity but
also climate resilience.

USD 1 million over 4 years. We assume that 70% will be
spent in the pilot phase (first 2 years), as start-up costs for
e.g. hiring experts and developing training tools will mainly
occur in the first years.

Assumed to be additional revenues from sugar production
due to farmer’s training multiplied by the net profit margin.
This assumes that the net profit margin overall does not
change when the company produces additional sugar,
which can be justified as, in general, sugar mills spend only
around 2.5% of their income on fixed plants costs (incl.
operation and maintenance), while the rest (particularly 70-
80% sugarcane procurement costs) can be assumed to be
variable.

Trained in first 4 years: 15,000, equally split between
maize, rice and sugarcane.

“Adopters” increasing their production: 9000 equally split
between the three crops

Golchha (2013)

Derived from
Sugaronline (2013),
Sugar Mill
Association (2013)

Golchha (2013)
MoAD (2013)

Fatima (2011),
Mirpurkhas (2012),
Mehran (2012)
Fatima (2011),
Mirpurkhas (2012),
Mehran (2012),
Moneycontrol.com
(2013)

Ekantipur (2013),
Oanda (2013)

IFC (2013d). See
Appendix E for past
achievements
Based on IFC
(20139g)

IFC (2013b)
IFC (2013c)

Fatima (2011)
Mirpurkhas (2012),
Mehran (2012) for the
cost break-down of
sugar mills operating
in Pakistan used as a

proxy.

IFC (2013b)
IFC (2013d)
IFC (2013f)
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Farmers trained per year

Time lag between
training and effects on
productivity

Baseline production of
sugarcane

Average farm size

Future production
changes in the baseline

% of additional
production supplied to
training sugar company

In-kind and cash
contribution of / costs for
agribusiness companies

Annual inflation (USD)

Targeted farmers trained per year, project goal
Year 1 (pilot phase): 600 farmers (4%)

Year 2 (pilot phase) 1100 farmers (7%)

Year 3 (2"d phase): 8100 farmers (50%)

Year 4 (2™ phase) 4800 farmers (39%)

1 year, resulting from original goal to reach all farmers by
2016, and productivity goal in 2017

46.5 t sugarcane per ha, average over the two targeted
districts (Sarlahi, Morang) close to planned sugar mills, from
years 2006/2007 to 2011/2012.

0.83 hectare per farmer

No change. This assumes that future productivity increases
are approximately balanced out by losses due to climate
change, which are projected to be 4-8% in case of
sugarcane in Nepal by 2030.

100%. This is likely because there is only one mill per
district, and transporting sugarcane is very expensive,
given the substantial weight of sugarcane (sugar only
weighs around 10% of the raw material, see Fatima, 2011,
Mirpurkhas 2012, Mehran 2012) and the low quality of
roads in rural Nepal (World Bank 2009). No sugarcane has
been exported from Nepal to India in the last 10 years (FAO
2013), even when the border to India is very close for most
sugarcane production areas.

Lower estimate: USD 32,000, assuming, two additional
employees over 2 years with a wage of USD 8,000 per
year. Does not include costs related to facilities and
demonstration plots. Trainers employed are assumed to be
paid by IFC.

Higher estimate: USD 95,000, recent IFC (2013b)
estimation for 2-year pilot period

All calculations were conducted with constant 2013 USD.
For transformation to 2013 USD, annual inflation of 2.3%
assumed (average of years 2003-2012), using data from
OECD (2013).

IFC (2013f)

Based on IFC (2013f)
goals

MOAD (2012)
CEAPRED (2013)

NPC-WFP-NDRI
(2010)

World Bank (2013a),
PwC (2012) for
changes in crops
productivity

Based on,

Fatima (2011),
Mirpurkhas (2012),
Mehran (2012),
World Bank (2009),
FAO (2013)

IFC (2013b)

PwC (2012)
Nimbus (21013a)

Wage and number of
employees: Nimbus
(2013b);

Duration of the
project: IFC (2012b,
2013d)

OECD (2013)
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Appendix E - Outcome of training measures: literature review

Country Project Product Measure for _Observed Source
developer outcome increase
Nepal ADB Llelze [ TeE AEEUIiE] 12-13% overall ADB (2012b)
(irrigation) production
Nepal Various Crops in general  Households income  16% overall (D2|:)Ic1Jr11)et al
: : Agricultural e Pender et al.
Uganda Various Crops in general production 13-19% overall (2004)
Nepal IFC Poultry Ir:aetgd-conversmn 20% overall Nimbus (2013)
. 52-56% overall .
India IFC Sugarcane A?Jc'jcuu!:ilgr?l (compared to :?:%rl\(/gglfgog\
P control group) 9
; Agricultural 3% to 7% per year  World Bank
Kenya World Bank Crops in general production (target) (2013b)
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CHAPTER 4.
ENGAGING THE PRIVATE SECTOR IN CLIMATE RESILIENCE: THE ROLE
OF PRIVATE SECTOR DEVELOPMENT FINANCE INSTITUTIONS

1. Introduction and background

The IPCC’s Fifth Assessment Report notes that current trends of warming are
increasing the “likelihood of severe, pervasive and irreversible impacts” (IPCC WGII
AR5 SPM, 2014). Considering that current efforts to mitigate greenhouse gas
emissions remain insufficient to limit global temperature rise to 2 °C above pre-
industrial levels (OECD, 2012), ambitious adaptation measures are essential to tackle
those climate change impacts that cannot be avoided (Parry et al., 2007).

Adapting to climate change will require additional resources and investments (see e.g.
WAB, 2010), which public financing alone will not be able to meet. Private finance is an
essential complement and, in many instances, it should be the dominant source
(Biagini and Miller, 2013).

The private sector has the potential to significantly contribute to climate change
adaptation efforts supporting not only its “internal resilience” — which is critical given
the range of risks that may affect its own operations, competitiveness and profits
(Agrawala, 2011) — but also “wide-reaching multi-stakeholder resilience” (UNFCCC,
2014).

At the global level, the private sector is responsible for 70—-85% of total investment in
new buildings, industry and critical infrastructures (UNISDR, 2013), and constitutes up
to 86% of total investment and financial flows (UNFCCC, 2009). Thus, it is expected to
cover part of the adaptation costs in sectors dependent on privately owned physical
assets (e.g. agriculture, forestry and infrastructure) (UNFCCC, 2007). It is in its own
economic interest to engage in adapting to climate risks. Particularly so when
considering that over the past years the financial impacts associated to climate-related

disasters have risen steadily due to climate change (Biagini and Miller, 2013).

While the private sector is likely investing in adaptation measures, due to a number of
market failures it may underinvest relative to the social optimum. Activity-specific and
country-specific barriers may unfavorably affect the attractiveness of adaptation
investments, either in terms of the adequacy of returns or unmanageable risks (AGF,

2010). Moreover, market-driven financial flows will not necessarily respond to the
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impacts of climate change in ways that achieve policy (or political) goals, or will not do
so at the speed required by the pressing need of building countries’ resilience to
projected climate impacts. “A paradigm shift is required for business to fully integrate

the value associated with managing climate risks” (Biagini and Miller, 2013).

The question is, how to stimulate private sector involvement at scale, and what course

of action can best enable this?

Agrawala and Fankhauser (2008) discussed the potential of economic and policy
instruments such as, for instance, insurance schemes, price signals/markets and
regulatory incentives. Stenek et al. (2013) underscored the role of enabling
environment to creating the market conditions favorable to private adaptation (e.g.,
availability of information about climate risks, policies and institutional arrangements).
Others have emphasized the relevance of companies’ disclosure of climate change
risks in their annual reports and accounts (see e.g., Carbon Disclosure Project, 2012;
CERES, 2009). Investors’ expectations and legal requirements have in fact begun to
promote, and sometimes mandate, the public disclosure of climate risks based on their
possible financial impacts (Biagini and Miller, 2013; see also Crown, 2013).'%
Bloomberg (2013) also notes that stakeholders of “sustainable investors groups” are
increasingly filing resolutions asking companies to disclose their climate risks. These
disclosure requirements, however, are of limited relevance for companies mainly

operating in developing countries (Biagini and Miller, 2013).

Moreover, while disclosure has contributed to raise organizations’ awareness,
particularly in those sectors where there had been limited consideration (Crown,
2013), yet there remains a gap between risk assessments and the implementation of
adaptation actions (Crawford et al., 2013; NRTEE, 2012; Acclimatise, 2012; Agrawala,
2011).

The absence of baseline and/or downscaled information, as well as tools and know-
how, has made it difficult to relate climate concerns and risks to business operations
(C2ES, 2013; IFC no date). This, in turn, has hindered actors’ ability to integrating
such risks into investment decision-making, thereby resulting in possible over-
exposure to risks (C2ES, 2013 and IFC no date).

128 The Climate Change Act 2008 introduced the Adaptation Reporting Power (initially mandatory now voluntary) giving the UK
Government the power to require public authorities and some businesses such as utilities and transport operators to report how they
are assessing and managing the risks of climate change. It was introduced with the objective of helping ensure essential public
services and infrastructures such as energy, transport and water are climate resilient (Crown, 2013).

In response to investors’ pressures, the US Securities & Exchange Commission and the Canadian Securities Administrators, the
agencies responsible for regulation of securities trading, issued guidance on climate change risk disclosure in the filings of publicly
traded companies (CERES, 2011; SEC, 2010).
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International Development Finance Institutions (IFIs) can play a role in engaging the
private sector in identifying climate change risks and response measures. Over the
past decade these institutions have quadrupled their private sector financing activities
in developing countries to more than USD 44 billion per year in 2011 (IFC, 2013a), and
aim to further scale these up (ADB, 2013a; IDB, 2013a). IFls have also increased the
level and range of financial and advisory services offered to companies (Perry, 2011;
Nelson, 2010). In some cases, they also advise governments in order to support the
creation of environment more favorable to the growth of private enterprise and to
attract foreign investment (see e.g. IFC, 2013a).

As key provider of finance and technical advice, these institutions have a unique
opportunity and responsibility to take a leading role in adaptation (Stenek et al.,
2010a)'®. They could do so by systematically integrating climate risk management
approaches in their private sector operations, and by supporting the private sector to
understand and manage the risks and opportunities climate change presents. It is in
IFIs’ interest to do so, not only to fulfill their mandate, meeting shareholders’ and

stakeholders’ objectives, but also because:

Failing to take climate change risks into account may affect the financial and
developmental performance of IFI's investments, oftentimes in climate-sensitive
sectors and in long-lived assets, thereby ultimately undermining their strategic
objectives;

Engaging private sector clients to identify, assess and manage the climate risks
threatening their own assets and operations — particularly when linked to strategic
sectors of countries’ economies (e.g., infrastructure, agriculture, energy) — can
enhance the effectiveness of IFIs’ investments, ensuring the long-term economic

viability of projects.
Against this background, this research aims to explore the following key questions:

e How and to what extent have IFIs integrated climate risk management approaches
in their private sector-oriented investment appraisal procedures and standards?

o How are IFls engaging the private sector in identifying climate change risks and
supporting them in defining and implementing response measures?

e What types of constraints are hindering their action?

129 Stenek et al. (2010a) discusses the challenges and opportunities associated to climate risks faced by financial institutions in
general, it does not specifically refer to IFls.
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The study aims to advance the still limited knowledge on these aspects. Literature, in
fact, has so far focused on IFIs’ activities in support of countries’ development through
the private sector (e.g. IFC, 2011a; Perry, 2011), or discussed the initial experiences
of some IFIs in managing climate risks (see Igbal and Suding, 2011; Van Aalst, 2011).
However, to the best knowledge of the author, evidence on how IFls are managing
climate risks in and through their private sector operations has been barely discussed
by scholars.

This research does not aim to offer final answers, or to make a comparative
assessment across institutions, but it rather aims to take stock of current experiences
to stimulate debate and learning. By highlighting those constraints dependent on
governments’ action, it has also the ambition to provide insights to policy and decision-
makers on how they could best support IFIs in achieving climate-resilient development
objectives through their private sector operations. This is relevant in the context of the
impending Green Climate Fund established and the operationalization of its Private
Sector Facility (see UNFCCC, 2010, 1/CP.16; UNFCCC, 2011; GCF/B.04/07, 2013).

This research is timely in light of the international pressure to enhance lending towards
adaptation measures in developing countries by catalyzing private capital toward the
UNFCCC USD 100 billion climate finance goal, and to mainstream adaptation in

development co-operation activities.

The next section presents the methodology and scope of the research, including the
dimensions assessed across institutions, which are then discussed in subsequent
paragraphs. Finally, section 6 concludes summarizing main findings and discussing

policy and research implications.

2. Methodology and scope

Information for this paper was gathered through documentary analyses and a series of
semi-structured interviews undertaken by telephone and/or in written form with a group
of 21 professionals, mostly experts from IFls’ representatives (see References

section).’® The results are used to provide:

i. A conceptual framework describing the relevance of climate risk management

approaches in IFIs’ private sector operations;

130 Note: Some of the information presented in this research has not yet been verified by the experts of some IFls, as interviews
could not be undertaken with all of the IFIs covered in this research.
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ii. Empirical evidence on IFls’ approaches to manage climate change risks in private
sector operations, and to engage businesses in activities with adaptation
objectives;

iii. An overview of IFIs’ main constraints to private sector involvement in climate
change adaptation;

iv. Initial recommendations.

The study focuses on the so-called “private sector arms” (non-sovereign guaranteed

operations) of Multilateral Development Banks (MDBs)***

and on three Bilateral private
sector Development Finance Institutions (BFIs), which were selected based on the

relative relevance of their private sector operations, namely:

o MDBs: European Bank for Reconstruction and Development (EBRD), International
Finance Corporation (IFC), the Inter-American Development Bank (IDB), the Asian
Development Bank (ADB), the African Development Bank (AfDB), and the
European Investment Bank (EIB);

¢ BFIs: Deutsche Investitions-und Entwicklungsgesellschaft (DEG); the Netherlands
Development Finance Company (FMO), and Proparco (a subsidiary of the French

Development Agency).

The share of private sector operations on total commitments varies among institutions,
ranging from 18% of group’s activities at IDB, to practically 100% at IFC and FMO.'%
The organizational structures, sectoral and geographical focus also varies. The type
and spectrum of private actors targeted is also different. These may influence their

level of involvement in the context of adaptation.

2.1 Key definitions and conceptual framework

In this paper the term private sector refers to privately-owned international or domestic
businesses (large, medium, small and micro enterprises), financial institutions (e.g.
commercial banks, microfinance institutions and insurance companies), as well as

mixed capital entities.

Climate change could translate into a range of new or increasing risks to these actors’
assets and operations, affecting their operational, financial, economic and strategic

performance (see e.g. UKCIP, 2010; Stenek et al., 2010a). Climate impacts can affect

3L MDBs’ private sector operations refer to non-sovereign operations transactions, which can include activities with commercial
state enterprises.

132 Shares vary if the private sector operations of these institutions are compared to Groups’ total operation. When confronted with
the overall commitments of the World Bank Group, for instance, the share of IFC private operation is around 50% (MIGA 2013).
Sources: IFIs’ Annual and Financial Reports and web sites.
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one or many elements of these actors’ value chains, from inputs (e.g. availability
and/or quality of raw materials) through to output markets by e.g. changing

users/consumers’ choices.

This, in turn, can indirectly impact IFls’ financial and strategic performances (Stenek et
al., 2010a)™** when involved in financing their operations. This is because unmanaged
risks can affect IFIs’ clients/projects’ debt-servicing capacity, creditworthiness, as well

as their ability to pay dividends to shareholders.

Furthermore, possible environmental and social damage resulting from unmanaged
climate-related risks in clients’ operations may have consequences on the
developmental, environmental and social performance of IFIs’ investments, thereby
affecting IFIs’ long-term performances and development impact. These strategic risks
to IFIs’ performance may ultimately result in reputational damage, which could

consequently affect their ability to raise funds on capital markets.

Figure 18 below shows the possible consequences associated with unmanaged
climate change-related risks to both IFls’ clients and, indirectly, to IFls. This figure
does not feature the risk of missing production or market opportunities, which are

however implicit in the other risks portrayed.

Figure 18. Main climate-related risks to investees/clients and effects on IFls.

Project developer / Corporate Actor Financial Institution /IFl
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Sources: author’s elaboration based on Acclimatise (2012), Stenek et al. (2010a) and Gatti
(2008).

In a typical risk management approach (see e.g. Gatti, 2008), climate risks should be
addressed by both businesses and IFls during projects preparation, and considered in

investment strategies and decision making in similar ways as other risks.

138 Stenek et al. (2010a) discusses the challenges and opportunities associated to climate risks faced by financial institutions in
general, it does not specifically refer to IFls.
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This study looks at IFls’ actions on both sides of the diagram shown in Figure 18. It
seeks to bring evidence on both IFIs practices to managing climate risks to projects
and their adaptation projects. Albeit with converging results, following and elaborating
on Igbal and Suding (2011) and McGray et al. (2007), the former refers to IFls
adoption of climate risk management approaches within existing decision-making
processes to ensure development operations can proceed unharmed by climate
change impacts. The latter refers to stand-alone activities, specifically conceived to
engage and support private actors to address climate change vulnerabilities.

To evaluate the extent to which IFIs have integrated climate risk management in their
private sector-oriented investment procedures, this research focuses on key elements
of IFIs’ project cycles i.e. Environmental and Social Safeguards and climate risks
screening approaches, which can reside within or outside standard safeguards
procedures. To bring empirical evidence on the approaches so far taken in adaptation
projects, this research draws on publicly available information on IFls’ private sector-
oriented adaptation projects (i.e. IFls’ annual reports, IFls web sites and online project
databases — when available, official documents from adaptation focused Climate
Funds).

Hence, the main dimensions systematically assessed across institution include:

e |FIs’ climate risk screening tools & assessment approaches in due diligence
processes;

e Environmental and Social Safeguards standards/policies, to ascertain the
integration of climate change risks;

o |IFIs private sector-oriented adaptation projects, covering how adaptation is
operationalized, in which sectors and countries, as well as with what type of
financial and/or non-financial mechanism;

o Key constraints to the engagement of private actors in adaptation.

The following section further explains the rationale behind the focus on IFIs’ climate
risk screening and Safeguards, while the next ones present insights on the

assessment of the dimensions outlined above. Section 4 concludes.
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2.2 IFIs’ approaches to managing climate risks: an opportunity to scale
up private involvement in climate risk management?

The project cycle has been recognized by many development banks as well as
development agencies as a critical step to identify opportunities for incorporating
climate change risk management considerations into projects (see e.g. Igbal and
Suding, 2011; Hammill and Tanner, 2011; van Aalst, 2007; Klein et al., 2007). This is
what is oftentimes referred to as ‘mainstreaming’ (see OECD, 2009; Gigli and
Agrawala, 2007).

To this end, a number of tools geared at project preparation have been developed or
started to be developed, either with a safeguards perspective or in a more opportunity-
driven mode (see Hammil and Tanner, 2011 and Klein et al., 2007). The availability of
tools to systematically screen projects for climate risks is a prerequisite to the design
of adaptation measures (UNDP, et al., 2011). It is an important first step in the project
cycle.

Environmental and Social Safeguards standards are also a useful ‘entry point’ for the
integration of climate risks management in the project cycle (Igbal and Suding, 2011).
They are a set of mandatory policies, principles and procedures which enable to
consider climate risks among a whole range of other risks to projects. Climate change
risks, in fact, are usually an additional concern to consider among a whole range of

other issues associated to the development of projects (Igbal and Suding, 2011).

As noted by Persson et al. (2009), Environmental and Social Safeguards standards
can represent a platform on which to build considerations of climate risks management
practices in private sector investment decisions. On one hand, because borrowers are
required to meet Safeguards standard throughout the life of an investment, hence,
prompting them to address project’s climate vulnerabilities. On the other hand,
because IFIs’ Environmental and Social Safeguards could signal the relevance of
climate risks management to private actors, and serve as a model for those applied by
commercial financial institutions. Therefore, possibly promoting to the scaling up of

climate risks management practices.

This, for instance, could happen with the “Equator Banks” i.e. the banks signatories of

the Equator Principles.”* These Principles, which are a financial industry benchmark

134 The Equator Banks commit no to provide project finance or project-related corporate loans to projects where the client will not,
or is unable to comply with the Equator Principles. The Equator Principles apply to four financial products: i) project finance
advisory services; ii) project finance with total project capital costs are equal to or higher than USD 10 million; iii) project-related
corporate loans; iv) bridge loans (see Equator-Principles.com and Equator Principles, 2013).
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for determining, assessing and managing environmental and social risk in projects
(EP, 2013), are in fact based on the socio-environmental safeguards of the
International Finance Corporation (IFC). In line with IFC’s ones, the Equator Principles
have recently adopted requirements on project’s greenhouse gas emissions (see EP,

2013). This signals their ‘followers’ behavior and the standard setting role of IFIs.

The potential for scaled up climate risks management could be significant, particularly
when taking as a proxy the fact that the “Equator Principles” have been adopted by 80
of the world’s leading investment banks in developed and developing countries. These
banks cover approximately 70% of international project finance debt in emerging
markets (Equator-Principles.com), and they are also increasingly using the Principles

as benchmark for equity financing (Norton Rose, 2011).

BOX 1. Environmental and Social Safeguards

Environmental and Social Safeguards are a set of mandatory policies, principles and
procedures used to identify and manage impacts and risks of IFIls’ supported
projects and programs during the various stages of the project cycle. They provide a
framework for consultation and disclosure, they can be externally monitored and IFIs
can be held accountable to compliance (Horta, 2012).

They outline IFIs’ strategic objectives and commitments as well as the requirements
borrowers/projects are expected to meet (Standards) to avoid or minimize risks. For
IFls, they also represent a tool to strengthen project sponsors’ capacity to manage
environmental and social risks (ADB.org).

Safeguards involve the screening of projects’ risks at the earliest stage of project
preparation, and their subsequent categorization according to the likely magnitude
of environmental and social impacts. This process identifies the assessment
requirements necessary to respond to the identified risks and impacts, which then
inform possible adjustments to project design. Screening and categorizing projects
according to their vulnerability to the risks of climate change would enable to
examine options for incorporating climate resilience measures within projects design
and implementation.

The climate risk management add-ons for these projects could be addressed
through the use of external resources specifically sought and/or deployed toward
this end.

3. Results and discussions
3.1 Climate risk screening tools

The status of development and application of climate risks screening tools, as well as

compulsoriness, varies across IFls. Many MDBs are still in the process of developing
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and/or fine tuning the climate change-relevant risk screening and assessment tools
that would enable them to systematically incorporate climate risks management
practices in investment and lending decisions. Thus, MDBs’ use of climate risks

screening approaches in private sector operations varies.

With regard to BFls, the three ones considered in this research do not yet have in
place climate risk screening approaches to use in their project cycles (Proparco, 2014;
DEG, 2014a; FMO, 2014). As far as DEG and Proparco are concerned, specific tools
are currently used or recently developed by their public sector-oriented counterparts
(the German Development Bank KW Entwicklungsbank and the technical agency GIZ,
and the French Development Bank - AFD) (Proparco, 2014; AFD, 2014; Kfw, 2014).%®
At Proparco there are initial reflections regarding the inclusion of climate risks analysis
in the project preparation cycle, but projects typically enter in the bank’s cycle at an
advanced stage of development, thus too late to modify their design. DEG is advising
clients operating in the agricultural sector to use a Water Risk Filter free online toolkit it
developed with WWF.*® This risk screening and assessment instrument enables
companies to identify, assess and quantify water-related risks in supply chains and
investment portfolios, also suggesting steps on how to mitigate such risks (DEG,
2014a; The Global Compact, 2014). DEG can support clients in mitigating identified
risks (DEG, 2014a).

At IFC climate risk screening is not yet systematically applied in the project cycle, as
the related tool is still under development. It is expected that the tool will be ready and
internally piloted in climate-sensitive sectors (e.g., infrastructure, energy, agriculture,
water) and geographies from next year (2015) (IFC, 2014; IEG, 2012). This tool is
being developed with the aim of addressing multiple climate-induced vulnerabilities
(IFC, 2014). It develops from experience IFC gained through a number of pilot case
studies specifically undertaken to develop climate risks assessment methodologies for
private sector projects, and to identify adaptation strategies and needs (see Stenek et

al., 2010b). In these analytical studies IFC also evaluated the effects of climate shocks

135 KfW Entwicklungsbank and GIZ have been undertaking climate risks assessment analysis in its project cycle since 2011, as
mandated by the German government (Kfwentwicklungsbank.de, see also Hahn and Frode, 2011). It is a politically driven
approach rather than economically driven, and for this reason not used in commercially-oriented operations by DEG and the other
entities of KW Group (KfW, 2014). AFD recently developed a methodology aimed at determining the level of risk for projects in
terms of climate, and according to AFD (2014) it was applied to project 2013 into the appraisal cycle of projects. Proparco (2014)
noted that these are a work in progress in terms of methodology and implementation, and that once fully operational it will likely
be used also by Proparco.

136 According to DEG web site, about 50,000 individual facilities have been screened for water risks since its release in 2012. Over
1,500 organizations from different sectors have used the tool.
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on projects’ returns — a component of IFC’s development outcome — and on the ability
of the borrowers to service debt (IEG, 2012).

Also EIB is still developing systematic screening tool to assess projects for climate
risks, and has planned to initially apply it to those sectors identified as being most at

risk from future climate change impacts (EIB, 2013).

At EBRD the assessment of companies’ sensitivities to climate risks is routinely
incorporated in feasibility studies during the environmental and social audit undertaken
in water-intensive industries. This so-called “climate resilience audit” takes the form of
water and energy audits, and represent the starting point for identifying and suggesting
possible investment and action for strengthening climate resilience (EBRD, no date).
This screening approach is not part of the bank’s Safeguards policy, so it is

‘opportunity-driven’ rather than compliance-led.

IDB applies an integrated climate change and disaster risk screening approach within
the standard safeguard filter; since the fourth quarter of 2013, when it was introduced,
it has screened projects’ to exposure to natural hazards risk, including slow onset
natural hazards and climate change threats (IDB, 2014a,b). IDB’s approach
underscores the links existing between climate risk management and disaster risk
management efforts. The overlap between both hazards is particularly evident in some

of the regions in which IDB operates such as the small Caribbean islands.

The AfDB climate risk screening tool became operational beginning of July 2014, and
it is currently being used in key areas of strategic relevance for the bank i.e., transport,
water, agriculture and energy (AfDB, 2014a; AfDB, no date). While mandatory in public
sector projects, it is not in private sector ones as projects enter into the bank’s project
cycle at various stage of development. Where the project is developed at the AfDB,

the screening tool is applied (AfDB, 2014a).

ADB has institutionalized a climate risk management framework to identify projects
that may be affected by climate change and to ensure appropriate measures are
integrated in the project design from inception. All projects are screened for climate
risks through an initial “rapid environmental” risk screening checklist at the safeguards
screening and categorization stage. If projects are identified at medium or high risk, an
online risk screening tool “AWARE for Projects” is used to provide more context-
sensitive screening (ADB, 2014a; see also Idle, 2014). This type of assessment is
being done for all projects because since 2013 climate change risks are to be explicitly

stated in the Report and Recommendations of the President (RRP) presented to the
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Board prior to project approval (ADB, 2014a). As of April 2014, when ADB’s

representatives were last interviewed, it was applied to one private sector projects

only.

Table 12 below presents a summary of IFls’ availability and use of climate risks

screening approaches while Appendix A offers a more detailed overview.

Table 12. Overview of IFIs’ climate risks screening approaches in private sector operations.
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Source: author’s elaboration based on interviews with IFIs’ representatives, IFIs’ web sites, and
IFIs’ Safeguards Policy and Standards (details in Annex A).

3.2 Environmental and Social Safeguards

The assessment of IFIs’ Environmental and Social Safeguards Policies and interviews
with IFIs’ representatives revealed that many MDBs have integrated climate change
risk considerations in their recently revised Safeguards policies and standards. Others
are considering doing so.'®" The three BFIs considered in this research, instead,
typically apply IFC Performance Standards — particularly for high-risk projects — but
have not yet begun to take practical approaches to systematically manage the risks
possibly faced by projects due to a changing environment. These BFIs apply also the

“Principles for Responsible Financing”, a set of standards on Environment, Social

%7 The EBRD released its revised Environmental and Social Policy in May 2014, AfDB in 2013 while, in the same year, EIB
revised and published its Environmental and Social Handbook which is an operational translation of the related policies, principles
and standards. IFC revised its Performance Standards and Policy on Environmental and Social Sustainability in 2011 (effective
from 2012). IDB reviewed the practice of addressing disaster risk and climate change risks, updating the risk screening filters
(2013) and preparing procedural clarifications (2014) (IDB, 2014a,b). At ADB the revision/update of existing safeguard policies is
presently under evaluation (ADB, 2014a).
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Matters and Governance adopted by European Development Finance Institutions,

which however do not feature climate risks management considerations.

MDBs’ and clients’ requirements vary across institutions’ safeguard systems. In
particular, MDBs’ Environmental and Social Safeguards highlight Banks’ commitments

to:

e |dentify, evaluate and address climate change impacts and risks to projects (ADB,
AfDB, EIB and IDB);

o Support clients in “developing adaptation measures that promote climate resilient”
(EBRD, 2014a) / “sustainable investments” (IFC, 2012a);

o “Engage, whenever appropriate, in innovative investments and technical
assistance to support [...] climate adaptation opportunities” (EBRD, 2014a);

e “Produce instruments and develop practices that allow [...] clients to consider

climate-related risks and opportunities in their investment decisions” (IFC, 2012a).

The environmental policies of EBRD and EIB, who mostly operate in European
territories, are also directly governed by EU standards and legislations. This is
particularly relevant when considering the climate change provisions recently (May
2014) introduced in the revised EU Environmental Impact Assessment (ESIA)
Directive (EU, 2014). For projects undertaken in the EU, the Directive now mandates
to assess both the impacts of project on climate in terms of GHGs emissions, but also
their vulnerabilities to climate change. According to EBRD (2014b), the EU ESIA more

ambitious than any existing IFIs’ environmental policy.

With regard to clients’ commitments, MDBs’ safeguards systems have different
requirements, with varying degree of strictness. In particular, regarding the

Environmental and Social risks and impacts:

e |FC’s clients are requested to consider the “relevant risks associated with a
changing climate and the adaptation opportunities” (IFC, 2012b);

o IDB requests borrowers to provide assessment of disaster and climate change
risks associated with projects classified “moderate and high risk” (IDB, 2014a; IDB,
2014b).

o EBRD’s borrowers, instead, are advised to — if appropriate — “complement the
environmental and social assessment with further studies focusing on specific risks

and impacts, such as climate change [...]” (EBRD, 2014a);
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o EIB requests borrowers to “provide information on the climate change risks the
projects face, including those of the systems within which projects operate” being

e.g. supply chain or surrounding infrastructure (EIB, 2013a);

IFC, EIB and EBRD safeguards provisions are not limited to a projects’ vulnerability to
climate change, but also consider projects’ potential consequences on the climate
change vulnerability of natural ecosystems and communities (IFC, 2012b; EIB, 2013a),
biodiversity and living natural resources (EBRD, 2014).

At IDB borrowers are required to perform disaster risk assessment during the project
preparation through e.g., feasibility studies, engineering studies, environmental impact
assessments (IDB, 2014a,b). In principle, the climate risk assessment and
management procedures apply to private sector (non-sovereign guaranteed)
operations. However, given the recent development of the screening approach and its
revision at the beginning of 2014, they have so far received limited usage, only for
projects entering the project preparation cycle since the end of 2013. The Bank is still
exploring how to support borrowers to best manage the identified additional risks of

climate change in its operations (IDB, 2014a).

ADB’s safeguards do not have explicit climate resilience-related requirements (ADB,
2009). However, according to current practices, for projects classified as “medium or
high risk” based on the results of the AWARE screening tool, project teams discuss
with projects’ sponsors the results of the screening, and may propose more detailed
climate impact assessment (ADB, 2014a). The results of the initial climate risk
screening are appended to the rapid environmental assessment checklist to
encourage project teams to assess climate risks at concept stage, or at the early
phase of project preparation and, if necessary, modify project’s design to mitigate such
risks (ADB, 2014a).

Table 13. IFIs’ Safeguards: borrowers requirements for climate risk screening / assessment.

ADB AfDB | EIB EBRD IDB IFC | DEG FMO Proparco
No in
Clients Environment
> are Assessment.
] advised to Yes in case of
-‘g assess No Yes | biodiversity & Yes Yes | No No No
S climate sustainable
= change management of
risks living natural
resources

Source: author’s elaboration based on IFls’ Safeguards Policy and Standards; IFIs’ web sites
and interviews (further details in Annex A and references section).
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3.3 Insights on IFls’ approaches to engage private actors in climate
resilience

The assessment of existing initiatives and interviews with IFIls’ representatives
revealed that to engage private sector clients in identifying, assessing and managing
climate risks, IFIs have adopted what could be defined an “evolutionary approach”,
building on and leveraging their comparative advantages and approaches in specific

sectors.

IFC, which along with EBRD is the entity relatively most experienced in private sector
involvement in climate resilience, has for instance leveraged its expertise and the
lessons learned through its Sustainable Business Advisory program on sustainable
supply chains (see e.g. IFC 2012c and IFC, 2013) developing initiatives in the
agricultural sector. EBRD has built on the business model of its Sustainable Energy
Initiative and its long standing experience in energy efficiency, operationalizing climate
resilience from a resource (water and energy) efficiency angle (EBRD, 2013). Water
management is also the focus of EIB’s activities and, according to Kovatas and
Valentini (2014), a key priority for European countries given their vulnerabilities to

water shortages and flooding.

As far as the BFls are concerned, Proparco and FMO have not yet developed specific
approaches, albeit FMO — within its sustainability agenda — is engaged in activities
with relevance for climate resilience e.g., by promoting a more efficient use of natural
resources (see FMO, 2013). DEG, instead, which has set adaptation as a strategic
goal, has undertaken some early steps in water-intensive sectors (e.g. agribusiness)
(DEG, 2014a,b).

Existing experiences are targeting business actors operating in highly climate-sensitive
sectors: agribusiness, pulp and paper, hydropower and coastal infrastructure. These
are sectors where todays’ investments in climate resilience have relatively short-term
payback period, or where the investment horizon is sufficiently long term to prompt

climate risk management, hence justify today’s expenditure.

To generate awareness and demand for climate resilience investment, overcoming
those constraints typically associated with the pre-investment and investment phases,
assessed IFls have undertaken a number of initiatives, targeting both the demand and
supply sides for adaptation finance. In particular, to engaging businesses and build

project portfolios, assessed IFls have:
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e Carried out tailored pilot studies, involving existing and/or prospect clients and, in
certain cases, business associations, chamber of commerce and relevant
government’s representatives (e.g. Stenek et al., 2010b; IFC and EBRD, 2013);

e Organized targeted outreach seminars (e.g., AfDB, 2014a,b) or consultations
during the development of countries’ adaptation programs (see ADB, 2013;
Trabacchi and Stadelmann, 2013).

To support clients identify and evaluate climate risks, while testing and developing
relevant methodologies or gaining experience, assessed IFIs have:

e Undertaken business tailored ‘climate resilience’ audits (EBRD, no date) or pilot
studies (Stenek et al., 2010b);

o Developed and promoted the use of climate risks screening and assessment tools
(DEG, 2014b; The Global Compact, 2012);

e Tried to identify opportunities for integrating “adaptation components” to “business-
as-usual” private sector projects already in the pipeline (AfDB, 2014a; IDB, 2014a;
IDB, 2013b); or to identify projects contributing to climate resilience because they
target drivers of vulnerability (see e.g. AIDB, 2014c; AfDB, 2014a).

To support the implementation of climate resilience measures, assessed IFls have:

e Designed and/or provided technical advisory services and capacity building
measures to support preparation and implementation of investments (see e.g.,
EBRD, no date; IFC, 2012c,d);

o Promoted the adoption of relevant technologies and practices, and offered tailored
financial support (see e.g. EBRD, 2014; IFC, 2012d,e; IDB, 2013b)

EBRD has also engaged in policy dialogues to prompt regulatory reforms (e.g.
regarding water pricing) improving the business environment for investments (EBRD,
2014b).

Figure 19 below presents an overview of the main approaches taken so far by some of
the IFIs assessed in the study to involve private actors in climate resilience activities;

Appendix B presents further details on specific projects.
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Figure 19. IFIs’ operational approaches to engaging private actors in climate resilience
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Sources: author’s elaboration; see details in Appendix B and references section. Note. Some of
the approaches outlined in the figure are still at a project concept stage.

3.3.1 Empirical evidence on IFls’ financing modalities to engage private
actors in climate resilience

The availability of adaptation finance instruments tailored to the needs of the pre-
investment and investment phases can play a critical role in incentivizing and enabling

private sector engagement in pilot climate risks management measures.

This is because i) performing the additional analysis required to identify and evaluate
climate risks, brings additional costs; ii) adaptation measures can have higher costs or
higher risks than their non-climate resilient traditional alternatives. Igbal and Suding
(2011), for instance, noted that these analyses can add 25% to the average costs of
an environmental and impact assessment. Private borrowers are often not convinced
to integrating climate risk management considerations in their investment decisions,

and typically not willing to borrow toward these ends (Igbal and Suding, 2011).
Pre-investment phase

To overcome such constraints, supporting the demonstration, piloting and uptake of
climate resilience initiatives, some MDBs have designed instruments in support of the

pre-investment phase. Specifically:

o EBRD has financed climate resilience audits (EBRD, 2013) under its multi-donor
funded Sustainable Energy Initiative. Most recently, leveraging the experience

gained with the Energy Audits Program, it is fine-tuning a climate resilience audit
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facility where an upfront-free consultancy and audit service is associated to

financing in support of potential investment (EBRD, 2014c);**®

o ADB established a dedicated cost center to finance projects’ climate risk and
vulnerability assessments, although this has not yet been used for private sector
projects (ADB, 2014);

o IFC has covered the cost of pilot feasibility studies with own and donor’s resources
(e.g. Pilot Program for Climate Resilience) (see IFC, 2012b,d and Stenek et al.,

2010b).
Investment phase

To support the investment stage phase, reaching widespread and numerous micro
and small businesses, which IFIs would not typically be able to directly finance due to
the disproportion between diligence costs and the value of the transactions, a number
of MDBs (AfDB, ADB, EBRD, IDB and IFC) are developing special purpose
intermediated financing structures. Mainly still at the concept stage, intermediaries
involved to on-lend via targeted credit lines include: local financial institutions (EBRD,
2014b; IFC, 2012d; CIF, 2014a) and/or other non-bank entities such as microfinance
institutions (EBRD, 2014b), or Industry Trust (IDB, 2013b). Some IFls also seek to
reach end-beneficiaries through agricultural value chain financing mechanisms that
lever the incentives existing between buyer and suppliers (e.g., IFC, 2013; IDB,
2014c).

Intermediated financing structures typically incorporate financial capacity building

measures aimed at:

e Raising intermediaries’ awareness about the opportunities associated with the
financing of adaptation measures;

e Strengthening intermediaries’ ability to perform credit risks analysis (IFC, 2012);

e Develop tailored financial products while lowering their risk aversion through first-
loss mechanisms (IFC, 2012; GEF-IDB, 2014);

From the interviews undertaken and existing literature emerges clearly that access to
third party non-refundable or concessional resources is critical to support IFIs’

technical assistance services during both the pre- and investment stages.'® They are

138 The Facility aims to making climate-resilient, energy-efficient and water-efficient technologies accessible and affordable
to businesses, farmers and households.

139 Advisory services are critical to stimulate demand for investment, supporting the creation of those preconditions necessary to
make investments happen given that in some of the countries/sectors targeted by IFIs’ interventions (e.g. Niger, Zambia) market
circumstances do not yet allow the promotion of investments on a commercial basis.
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also important to enable MDBs or private actors to invest in projects they would
otherwise be unable or unwilling to finance because of the relatively higher risks (IFC,
2012; IDB, 2014a).

Donor-backed funding opportunities can in fact enable MDBs to e.qg.:

e Provide risk sharing mechanisms such as first-loss guarantees to financial
intermediaries (IFC, 2012), or

e Lower the risks of ‘first movers’ and the additional costs associated with climate-
resilient technologies, thereby incentivizing uptake and lowering outcome risks with
concessional financing (see e.g. Chapter 3).

MDBs access to the resources of multilateral Climate Funds, but also to other
program/project- specific donors’ resources.* Private sector BFIs do not typically

have access to multilateral funds.

Among the multilateral Climate Funds the USD 1.2 billion Pilot Program for Climate
Resilience (PPCR) stands out. This is because with its private sector ‘set aside’ (CIF,
2012; CIF, 2013b) is the multilateral program most targeted toward private sector
involvement. Interviewees noted that the more flexible financing modalities of the ‘set
aside’, as compared to the standard ones of the PPCR program, have represented a
key value added in the development of private sector-oriented adaptation projects
(AfDB, 2014; 1DB, 2014a).

3.4 Constraints

The IFIs’ representatives interviewed highlighted a number of difficulties associated
with the operationalization of adaptation in their private operations and the integration
of climate risks in investments. Table 14 below presents the constraints that emerged
during the interviews as well as relevant literature (see Stenek et al., 2013), trying to
underscore the influence of enabling environment gaps on IFls’ action and private

sector adaptation.

In addition to the constraints highlighted in Table 14, also the following obstacles

emerged:

e IFIs’ internal cultural/readiness barriers,'** as well as discount rates of adaptation

investments and loan tenor.'*?

140 MDBs are the implementing agencies of the Pilot Program for Climate Resilience - the adaptation window of the Climate
Investment Funds; the Global Environmental Facility (LDCF and SCCF); the Adaptation Fund. MDBs also manage donors’
resources in pursuit of specific mandates e.g. the multi-donor Sustainable Energy Initiative managed by EBRD.
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o Trade-offs between IFIs’ own strategic targets and respective comparative
advantages;

¢ Mismatch between the financial products offered by IFls, and/or their risk tolerance,
and project’s financing need (e.g. venture capital);

e Lack of clarity on what qualifies as adaptation in private sector operations has also
represented an obstacle to the operationalization of adaptation in private sector-
oriented projects.

Table 14. IFIs’ main constraints to private sector engagement

Gaps _Gaps caII|n,g fo.r IFIs’ constraints
policy-makers’ actions
. e Lack of sound and business-relevant
c data and information, including o
2 o | - detailed and reliable series data * Methodological issues on how to
g S about the historical climate embed climate resilience
S = | - scenarios of future climate for the considerations in projects.
'i. § project location. o e Low in-country technical capacities for
g o Weak mformatlon and communication project’s implementation
a technology infrastructure and
knowledge
o Difficulties in identifying/developing
) commercially viable investments.
2 ¢ | ¢ Weak policy and regulatory frameworks 4 |F|g’ structures versus project size,
@ 2 | incountries of operations, including mostly small-scale, which call for IFls’
25 mispricing of natural resources. financial intermediation given that,
a2 |, Underdevelopment of the private otherwise, due diligence costs would
s sectors in the countries of operation, or be disproportionate relative to the
2 § | targeted by dedicated initiatives such value of the transaction.
E S as the PPCR.*** e Companies’ capacity constraints to
2 3 ) _ ) develop projects or to secure the
- e Weak or |nC0mp|ete domestic Capltal adequate amount of equ|ty to enable
markets co-financing.**®

Source: author’s elaboration based on interviews and Stenek et al. (2013).

Finally, constraints to extend loans in local currency, a key issue in the financing of

mitigation projects in developing countries (see e.g. CIF, 2012b), was noted as a

1 In some cases investment officers were not inclined to include uncertain climate change risks into financial models as lacking
tools and understanding on how to best do so in a streamlined manner.

42 A loan with a maturity of 5-10 years does not induce investment officers to evaluate and manage the climate sensitivity of
projects during their operational life. This was for instance the case at IFC prior to the revision of its Performance Standards which
require risk assessment over the entire life cycle for projects in climate-sensitive areas (IEG, 2012). Outstanding questions remain
regarding the true Net Present Value of adaptation investment which oftentimes amounts to disaster protection insurance (IFC,
2014).

143 [FC and EBRD (2013) highlights that, for instance, investment in measures aimed at increasing water efficiency in the
processes of businesses operating in an increasingly water-stressed country (Turkey), would have a positive Net Present
Value only above certain water prices.

4 In June 2014 the governing bodies of the PPCR decided to extend private sector activities to low and lower middle income part
of the Climate Investment Fund activities (CIF, 2014).

5 IFIs, but also initiative financed with third parties resources (see e.g. CIF, 2013b), typically operate with co-financing rules so
project sponsors must have own financial resources or resources of third parties to contribute to the costs of the project.
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possible future issue. At present, it may not have yet emerged as a major constraint
because most private sector projects are at early stages, or currently focusing on filling

“advisory gaps”.
4. Concluding remarks

The international climate community has been increasingly calling for the involvement
of the private sector to advance the climate adaptation agenda because critical to

catalyze greater investment in climate vulnerability reduction.

Private companies should integrate climate risks management procedures into their
investment decision-making processes and strategies, to strengthen their “internal

resilience”, but also the resilience of the countries in which operate.

The issue is that the lack of awareness, and/or “investment-relevant” data and
information about climate risks (and opportunities), and know-how, has made them
difficult to relate climate concerns and risks to business operations. Moreover,
managing climate risks may require investments that can have higher upfront costs,
longer payback periods and higher perceived risk, which can discourage them from
undertaking these projects. Information and capacity barriers can also lower the risk

tolerance of investors.

Market conditions are often unfavorable to climate change adaptations due to lack of
adequate data, information, policies and economic incentives, which are critical

elements of an enabling business environment for climate risk management.

Against this background, this research has sought to bring evidence on the role that
IFIs could play to address such obstacles, supporting and stimulating the private
sector to identify climate change risks and response measures. Given their increasing
involvement in the financing of private sector activities, and provision of tailored
advisory services, these institutions have a unique opportunity to promote and enable

the involvement of private actors in climate resilience.

This study has at first focused on IFls’ approaches to managing climate risks to

projects then, at their adaptation projects.
IFIs’ approaches to managing climate risks to projects

With regard to managing climate risks to projects, it focused on IFls’ project cycle as a
critical step to identify opportunities for incorporating climate change risk management

considerations into all projects, and not only those specifically focused on adaptation.

163



At first it assessed IFIs’ availability and use of climate risks screening approaches in
private sector operations, then reviewed IFIs’ Environmental and Social Safeguards
requirements to ascertain the integration of climate change risks considerations, and

the related IFls and borrowers’ requirements.

The research unveils that IFls are at different stages of ‘readiness’ in incorporating
climate risks management in the project cycle, either adopting safeguard-based or
opportunity-driven approaches.

Most IFIs have recently introduced or are testing various approaches to integrating
climate resilience in their private (but also public) sector operations, others are still in
the process of understanding if and how to operationalize climate risks management.
With the exception of EBRD, whose “resource efficiency” approach has been
operational for several years, and the interesting preliminary steps made by DEG in
water risks screening, dedicated approaches have been recently (2013/2014)
introduced by some IFIs (ADB, IDB). EIB and IFC are still developing or fine-tuning
them, while BFls’ (FMO and Proparco) approaches are mainly at a conceptual stage.
The IFC’s tool is the final step of a process that started years ago with a series of case
studies undertaken to pilot and testing various approaches and methodologies,

thereby developing the needed know-how.

The level of compulsoriness of climate risk screening varies across institutions, as
projects may enter into banks’ project cycles at an advance stage of development,

when it is too late to intervene on project design.

With regard to Environmental Safeguards, most MDBs have integrated climate change
risk considerations in their recently revised safeguards policies and standards and,
even if not yet done so formally, climate change risks considerations during project

preparation is a current practice.
MDBs’ and clients’ requirements vary across institutions’ safeguard systems.

Clients are requested or advised to consider the “relevant risks associated with a
changing climate and the adaptation opportunities”. But, clients’ availability of climate
risks screening tools, approaches and know-how is a prerequisite to ensure they
properly take climate risks into account. That is why it is relevant that IFIs‘]...] produce
instruments and develop practices that allow [...] clients to consider climate-related

risks and opportunities in their investment decisions” (IFC, 2012a).
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IFIs’ adaptation projects

In terms of adaptation projects, evidence suggest that IFls are building on and
leveraging their comparative advantages and approaches in specific sectors to

manage projects vulnerability to climate risks.

Existing experiences are targeting business actors operating in highly climate-sensitive
sectors (e.g. agribusiness and infrastructure). These are sectors where todays’
investments in climate risk management have relatively short-term payback period, or

where the investment horizon is sufficiently long term to prompt today’s expenditure.

The approaches identified through the research are targeting both pre-investment and
investment needs, stimulating the demand and supply sides for adaptation finance.

At the pre-investment phase, EBRD and IFC are supporting climate resilience audits
or feasibility studies to enable the identification of risks, and subsequently devise
management strategies. These approaches are important to devise bankable projects
and generate a deal flow.

To support the investment stage phase, reaching widespread and numerous micro
and small businesses in developing and emerging countries, a number of MDBs
(AfDB, ADB, EBRD, IDB and IFC) are developing special purpose intermediated
financing structures. The involvement of local financial and/or non-financial institutions

is critical to enable climate risk management at the local level.
IFIs’ roles in engaging the private sector in managing climate risks

First, IFIs can have a standard setting role with relevance to both financiers and

investors.

The integration of climate change risk considerations in IFI’ safeguards standards is an
important steps towards scaled-up climate risk management across the finance value

chain. This is because:

e For financiers, IFIs’ Environmental and Social Safeguards represent industry
benchmarks. The engagement of commercial financial institutions in the
application of climate risk management principles in project and/or corporate
finance is important to prompt climate resilience financing because IFIs cover a

146

relatively limited share (5%)"" of investments in developing countries. The Equator

18 |F1s private sector commitments to the private sector in developing countries as a percentage of gross global long-term flows

(2009) (IFC, 2011).
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Principles, who align with IFC’s investments Performance Standards, can
represent a vehicle for spreading practices across the financial industry.

e For investors, who have to meet IFIs’ safeguards standards when borrowing for
projects, IFls’ Environmental and Social Safeguards can promote climate risk
management throughout the life of investments. IFIs, however, should strive to
ensure that climate risks management becomes the new “good international
industry practice” because now the level of compliance typically requested to

borrowers is the so-called “good international industry practice”.

Second, IFIs can have a projects structurer role, demonstrating the viability of non-
traditional business models

Through advisory services, including audits and feasibility studies, IFls can, in some
instances, stimulate demand for investment and enhance projects’ bankability. They
can assist companies’ decision-making by providing business-relevant information on
climate risks, and guidance on management strategies. They can then shape financing
packages tailored to local project developers’ needs and the higher costs and risks of
some climate-resilient technologies and practices. Grant or highly concessional co-

financing from donors are supporting these activities.
Third, IFIs have a role to play in strengthening the enabling environment.

IFIs can help to improve the business climate for investments through policy
dialogues, by suggesting/supporting regulatory reforms that would enhance projects’
viability, and by working in partnership with their public sector financing counterparts
(e.g. World Bank).

Ultimately, the creation of policy, regulation and markets that adequately incorporate
climate change considerations can create national enabling environment that promote

autonomous investment in climate risk management.
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Appendix

Appendix A — Environmental safeguards and climate risk screening

Table 15. Overview of IFIs’ climate risks screening approaches.

Dimensions ADB AFDB EIB EBRD IDB IFC
Integrated
. environmental and Tool under
ﬁ;llr(n sé?e%hn?:ge Yes Yes gg\%% nd{ﬁém Yes social safeguard, development.
g Since March 2014 Since July 2014 p : disaster and climate It should be ready in
tools/approaches :
change risk 2015.
screening tool
The Climate Change The Climate The vulnerability The Climate resilient During project Pilot studies

Description

and Disaster Risk
Questions in the Rapid
Environment
Assessment Checklist
is used at the Concept
Review stage to
screen project’s
vulnerability to climate
change risks.

It is supplemented by
AWARE, software tool
for climate risk-
screening of projects,
which allows to
identifying specific
climate risks, rates
them according to their
severity, and suggests
ways to increase the
resilience of projects.
AWARE allows ADB to
identify main climatic

Safeguards System is
an online platform, a
set of decision-making
tools and guides that
enable to categorize
projects according to
their vulnerability to
climate change risks,
as well as to identify
and evaluate adaption
and risk mitigation
measures — so called
Adaptation Review and
Evaluation procedures:

Screening is
undertaken at the
project concept stage;
the adaptation review
and evaluation
procedures are instead
undertaken at the
project design /

assessment screens
projects prior to the
due diligence process
to highlight relevant
risks and impacts in
the Project
Identification Note.

It consists of a
checklist with a set of
guestions evaluating:

- if the outcome of the
project and/or
impact of the project
on environment,
communities or
ecosystems will be
significantly affected
by climate change
projections;

- If climate change will
significantly increase
these risks during

audit undertaken in the

context of the

Sustainable Energy

Initiative; it is a step-

wise approach

including:

- Assessment of
company’s
sensitivity to climate
change including
site Visit(s)

- Data collection via a
written
guestionnaire and
checklist

- In-depth review of
climate change
vulnerability and
resilience options,
including
benchmarking
against international
best practice

preparation stage,
project teams identify
whether a given project
have high exposure to
natural hazards.

The list of natural
hazards considered
includes climate
change related ones,
specifically, storm
surge, coastal flood;
hurricane and tropical
storm; riverine flood;
landslide; area
flooding; drought; heat
wave; cold wave; wild
fire, as well as slow
onset hazards: from
glacier retreat; coastal
erosion; groundwater
salinization; change in
average temperatures

undertaken in the past

years to inform the

development of the
tool, used a step-wise
risk-based approach
including:

- Assessment of
company'’s /project
sensitivity to climate
change including
site visit(s)

- Data collection

- Quantitative
assessment of
impacts

To highlight the
financial vulnerability
of businesses
operating in specific
location and sectors,
studies translated the
technical / operational,
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and lending risks and,
subsequently, to work
with the project
sponsor to adapt the
project in order to
minimize the impacts
of climate change.

implementation level
and to be integrated in
related plans. Climate
change experts are
involved in this phase
of the process.

the lifetime of the
project.

- Tech and economic
assessment of
recommended
climate resilience
opportunities

- Prioritization of
investment and
actions for climate
resilience

- Recommend climate
resilience
investments and
actions

- Development of
financial plan.

or insolation, in
moisture and
precipitation; change in
pattern of rainy
seasons.

The disaster risk profile
of the project is
outlined in the
Safeguard Filter
Report, which is
annexed to the
Environmental and
Social Strategy of each
project

environmental, and
social risks to client’s
project performance
into financial risks (e.g.
changes in income due
to changes in output
and efficiency,
changes in operating
costs).

Yes

Since 2013 as climate
change risks are to be
explicitly stated in the

Yes, from July 2014

Mandatory Report and Wh;an thedlntegrated Yes No Yes Yes
Recommendations of Ea eguar Sy§tem
the President (RRP) to SETINE EHEEE,
the Board prior to
project approval.
Climate risk
assessment and At present climate risk
. . The system is currently | Not clear. adaptation integrated pres
Embedded in project . . ; . . . : : screening and
piloted in projects in To be implemented in in the project cycle, . . .
cycle - o . . : Embedded in project assessment is not yet
the key strategic high risk projects, routinely incorporated : d
; . ; . . e . cycle but recently systematically applied.
. sectors i.e. transport, typically projects in in feasibility studies, )
The Private Sector . ; . ; L introduced, and
. water, agriculture and risk-sensitive sectors during the audit in . . L
R Operation Department : : applied to projects Implementation is
Application energy. (e.g. agriculture, water, | environmental and

has undertaken this
assessment for one
hydro project. Similar
projects in the pipeline
will follow suit.

It will be subsequently
operationalized and
streamlined in the
project cycle.

and hydropower) or
located in high risk

areas (e.g. coastal

areas).

social impact.

Applied in risk-
sensitive sectors i.e.
water and energy.

under preparation
since 4" quarter of
2013.

planned to be piloted
in climate-sensitive
sectors / long-lived,
inflexible projects (e.g.
infrastructure, energy,
agriculture, water).
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Who pays?

References

Clients

Acclimatise (2012);
ADB (2014) ; Idle
(2014)

Clients

AfDB (2013) ; AfDB
(2014a)
AfDB (no date).

Clients

EIB (2013)

EBRD funds the water
and energy climate
resilience audit.

EBRD (2014a); EBRD
(2014b)

Client

IDB (2014a); IDB
(2014b) IDB (2008);
IDB web site; Van
Aalst (2011);

Clients

IFC self-funded
pioneering pilot studies
IFC adaptation
specialists consider
financing options

IFC (2014); IFC
(2012b); Stenek et al.,
(2010); IEG (2012).
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Table 16. Overview of IFIs’ Environmental and Social standards

DIMENSIONS ADB AFDB EIB EBRD IDB IFC
Sustainability &
Safeguards via
Safeguard Policy - Environment and
Statement Safeguards e Sustainability
(2009) Statement of Compliance Policy Framework - Policy
Environmental Effective since Jan Integrated Environm_en_tal and _ (OP 703, 2006) and on Envir_onmental
and Social 2010 Safeguards System Social Principles and Environmental and implementation and Social
Environment (2013) Standards (2009) Social Policy (May guidelines (2007). Sustainability (2012)
Safeguards Safeguards Effective from July Environmental and 2014) - Disaster Risk e Performance
A Good Practice 2014 Social Handbook Management Policy Standards (2012) and
Sourcebook (2013) (OP 704, 2007). associated Guidance
(Draft Working In 2013 IDB updated the Notes (2012)
Document) (2012) screening filters, and in
2014 introduced
procedural clarifications.
Climate change is a
crosscutting topic,
« Performance addressed across
Requirement 1: Safeguard policies and gtlzjllrt:g;dzerifr?gg?t?ccuelar'
Assessment and directives and related . Perforrr;ance '
Management of implementation Standard 1-
Environmental and uidelines :
Performance * Statement and Social Impacts and ? OP 703, Directive B.4. Assessment and

Requirements
with Relevance
for Climate
Resilience

e Environmental
Safeguards Policy
Principles

e Operational
Safeguard 1:
Environmental and
Social Assessment

Standard 4:
Climate-Related
Standards

Issues.
Performance
Requirement 6:
Biodiversity
Conservation &
Sustainable
Management of
Living Natural
Resources.

Other Risk Factor
OP 703, Directive B.6.
Assessing
Environmental Risks
and Opportunities
OP 704, Directive A.2.
Disaster Risk
Management Policy

Management of
Environmental and
Social Risks and
Impacts

e Performance
Standard3:
Resource efficiency
and pollution
prevention

e Performance
Standard 4:
Community Health,
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Safety, and Security

Banks’
climate-related
commitments

ADB commits to
evaluate the potential
risks to global
impacts, including
climate change,
during due diligence
of projects and
included in the
conduct of the
environmental
assessment of
proposed projects
when those projects
are identified to be
potentially at risk.

AfDB commits to:

eUndertake
systematic
assessment of
climate change
impacts and risks to
ensuring projects
are screened and
categorized
according to their
vulnerability to
climate change;

e Provide effective
audit monitoring and
supervision of
agreed
environmental and
social management
measures during
implementation.

EIB commits to:

¢ Integrate climate risk
considerations
generally into the
project cycle, and to
promote adaptation
projects and
measures, in the
interests of long term
sustainability;

e Carry out climate
change vulnerability
assessment — during
pre-appraisal and
appraisal stage —
prioritizing those
sectors which it
identified as being the
most at risk from
future climate change
impacts;

e Encourage promoters
to identify and
manage those climate
change risks projects
may be exposed to
during their economic
life.

EBRD commits to:

eEngage, whenever
appropriate, in
innovative
investments and
technical assistance
to support climate
adaptation
opportunities.

e Support its clients in
developing
adaptation
measures that
promote climate
resilient
investments.

IDB commits to:

¢ |dentify and manage
other risk factors that
may affect the
environmental
sustainability of its
operations [...]
including [...] the
vulnerability to climate
change.

¢ Depending on the
nature and severity of
the risk, the Bank will
engage with the
borrower [...] to
develop appropriate
measure for managing
such risks.

Disaster Risk

Management Policy

During project

preparation process

project teams are
requested to:

e Screen and classify
projects considering
their exposure to
natural hazards —
including those
associated to climate
change

o Review the risk
assessment and the
plans that decrease the
risk and prepare
people and
environment for

IFC commits to

e Work with clients to
address climate
change, supporting
adaptation measures
that promote
sustainable
investments.

e Produce instruments
and develop practices
that allow its clients to
consider climate-
related risks and
opportunities in their
investment decisions.
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remaining risk.

Clients’
Commitments

Operational
Safeguard 1

Borrowers or clients
are responsible for
screening the project
for environmental and
social impacts —
including vulnerability
to climate change
effects and potential
adaptation and
mitigation measures.

Climate-related

standards

Project promoters are

requested to

e Provide information
on the climate
change risks the
projects face,
including those of the
system within which
they operate, e.g.
vulnerability in the
supply chain or
surrounding
infrastructure [...].

¢ |dentify and apply the
necessary physical
or soft measures at
planning, design and
implementation stage
to reduce the
significant risks
identified during the
assessment process,
as well as to
establish appropriate
monitoring systems
to ensure the
sustainability of the
project.

If necessary, these
activities can be
supported by technical
assistance.

Performance
Requirement 1:
Clients are advised to
complement the
environmental and
social assessment
process with further
studies focusing on
specific risks and
impacts such as
climate change.

Performance
Requirement 6: to
ensure conservation
of Biodiversity, during
the assessment of
issues and impacts
clients are requested
to consider, inter alia,
the impacts relevant
to climate change and
adaptation.

For moderate & high risk

clients are requested to:

- Assess disaster and
climate change risks
associated with the
project.

- Present a plan on
measures to manage
identified risks.

Disaster risk assessment
may be asked at the

project submission stage.

Performance Standard
1:

During the risks and
impacts identification
process, [...] consider
the relevant risks
associated with a
changing climate and
the adaptation
opportunities, and
potential trans-boundary
effects [...]

Performance Standard
4:
[...] Minimize the risks
and impacts that may
arise from project
related-activities when
accelerating or
intensifying the impacts
of communities to
climate change. [...] and
the risks and impacts
that on priority
ecosystem services that
may be exacerbated by
climate change.
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Appendix B — IFIs Climate resilience projects / Climate resilience through the private sector

Table 17. Overview of IFIs’ approaches to climate resilience™*’

Main
IFls Approach to enhanced climate resilience Type i Sector Country Conrcdessmnal Sl oA
project 3" party activities
resources
Supporting a Norwegian project developer to generate Forestry . PPCR Private C
AfDB ; o Investment . Mozambique Sector Set Project in pipeline
new income opportunities for rural households. (afforestation) Aside
Build resilience by promoting crop diversification; Investment
reducing post-harvest losses; strengthened production hnical . Projects build on ADB’s
skills & technologies by: (technica PPCR Private existing programs (e.g., id.
ADB | e Engaging agribusiness companies to introduce & support Agribusiness Cambodia Sector Set 44321-013), and are
me S provided by Aside . .
demonstrate new technologies; extend credit lines to roiects implemented in parallel to
farmers to procure improved inputs & equipment; broJ other planned investments.
. ; L Sponsors)
introduce post-harvest & biomass facilities.
Tackle vulnerabilities to increased water scarcity and
seasonal/ climate-driven shocks energy supply by:
o Engaging local financial institutions to finance the
uptake of water- and energy- efficient technologies Ener e PPCR
by small businesses; Mam?f)z;cturin Taiikistan e PPCR Private
o Incorporating climate change analysis into plants (water-intensi%/e Bonnia and Sector Set Some initiatives build on
investment planning and operations, & upgrade of Advisory and ) . . Aside L .
EBRD lants investment industries) Herzegovina « EBRD existing interventions e.g.
P . . . Agribusinesses | Turkey . Tajikistan
o Improving water and energy use in production . : Western
processes ReS|d_ent|aI Balkans Fund
o Strengthening supply chains through e.g. improved Banking e SEI
equipment & facilities;
¢ Developing risk management skills to tackle coastal
zone vulnerabilities.
Improve water supply and management by strengthenin e Typically EU Climate resilience
EIB P PRl 9 y 9 9 | Investment Infrastructure United Kingdom ypically component added to

infrastructure to reduce exposure to climate impacts

grant funding

ongoing project (e.qg., id.

7 This overview may not represent an exhaustive list of projects, but it reflects information made publicly available.
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20090559)

Secure agricultural production and increase incomes by:
e Engaging Micro Finance Institutions in the provision of
training & finance to smallholder farmers to invest in

adaptation;

¢ Involving an agribusiness company to train farmers on
post-harvest techniques and support financing for
storage facilities;

¢ Involving an Industry Trust to on-lend to farmers, Advi Banking BOI'V"."‘ PPCR Private Projects blend/will
IDB distribution and processing companies in support of Advisory and Agribusiness Jamaica Sector Set complement other
p ) p pp g p
; . o . o investment Saint Lucia . RN
investments identified climate-resilient (e.g. upgrade of Infrastructure Haiti Aside initiatives of the IDB Group.
storage facilities);
Strengthen human settlements to climate variability and
change by:
¢ Involving infrastructure developers (housing) to
introduce standards and technologies for increasing
water efficiency into new building; supporting uptake via
low-cost financing.
Increase/secure agricultural production and incomes by:
o Engaging local private actors (agribusinesses and
banks) to improve farmers’ practices; promote access .
and adoption to technologies; engaged in improved * Some of th_e projects
management of natural resources (forest Nepal englage existing clients /
management; sustainable harvesting); Banking Bangladesh . PPCR scale tl_Jp EXISrtll'Tg
IEC o Developing public-private sector partnerships to Advisory and Agribusiness Mozambique _op?rz_lonslyv e i
enhance farmer access to weather and climate investment Forestry Niger * Own Including climate resilient
information; Manufacturing | Zambia components; build upon
o Engaging insurance companies to enhance SMEs risk Turkey other MDBs' investments

management.
e Improve water supply and management by
strengthening infrastructure to reduce their exposure
to climate risks

(e.g. Niger and Nepal);
some n.a.

Sources: ADB (2014b,c); AfDB (2014c); CIF(2014a); CIF (2013c); EBRD (2013); EBRD (2014b); EBRD (2012b); EBRD (2011); EIB (2013b); IEG (2012); IFC
and EBRD (2013); DEG (2014b); IDB (2014c); IDB (2013c); IFC (2012d); IFC (2011b); Stenek et al., (2010b); CIF web sites for project documents; IFls web

sites.
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Abstract
Estratto per riassunto della tesi di dottorato

Studente: Maria Chiara Trabacchi matricola: 955867
Dottorato: Science and Management of Climate Change

Ciclo: 26

Titolo della tesi: Driving Private Investments in Climate-Resilient Development

Abstract (English)

Significant investments are required to set developing countries on climate-resilient
development pathways. Private sector action towards this end is critical and
increasingly emphasized in international political debates. Yet, empirical evidence on
current levels of international investments in adaptation measures — “adaptation
finance” — and on private engagement is lacking.

To advance knowledge on these topics this thesis uses a multi-method approach to:

e Map and characterize relevant investment flows, identifying possible avenues
through which public intervention can encourage private investments (Chapter 1)

¢ Quantify and evaluate international adaptation finance (Chapter 2)
Provide empirical evidence on the funding strategies that the public sector can
use to stimulate private action (Chapter 3 & 4)

e Asses the role of Development Finance Institutions in supporting the private
sector to identify climate change risks and response measures.

The thesis‘ overarching conclusion is that while public finance institutions can have a
catalyzing role, national enabling environment are key to create the market
conditions for private adaptation.

Abstract (Italian)

Investimenti sigificantivi sono necessari per permettere ai paesi in via di sviluppo di

intraprendere percorsi di crescita economica compatibili con i cambiamenti climatici

in corso. |l settore private ha un ruolo critico a tale fine, riconosciuto ed enfatizzato in

maniera crescente nellattuale dibattito politico. Tuttavia, lattuale livello di

conoscenza empirica sui flussi di investimento a supporto di misure di adattamento e

sul livello di azione privata e’ carente.

Per accescere la conoscenza accademica su tali tematiche questa tesi:

o Mappa e caraterizza i relevant flussi di investimento (Capitolo 1);

¢ Quantifica e valuta 'attuale livello di investimenti in adattamento (Capitolo 2);

e Analizza un caso di studio per fornire evidenza empirica sulle stratgie che il
settore pubblico puo adotare per stimolare investimenti privati (Chapter 3 and 4);

e Analizza il ruolo delle banche di sviluppo nel promuovere strategie di gestione del
rischio climatico a sostegno degli investimenti privati.

Firma dello studente
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