Pro-poor Climate Finance:

Is ‘There a Role for Private Finance in
the Green Climate Fund?

Friends of yal
e (RACIA



Pro-poor Climate Finance: Is There a Role for
Private Finance in the Green Climate Fund?

Written by Javier Pereira, with contributions by Karen Orenstein

and Michelle Chan
April 2013

For more information, contact:
Karen Orenstein

International policy analyst
Friends of the Earth U.S.
1100 15® St. NW, 11t Floor
Wiashington, D.C. 20005
202.222.0717

korenstein@foe.org

www.foe.org

'The views expressed in this report represent those of Friends of the Earth U.S. and
the Pan African Climate Justice Alliance and do not necessarily represent those of
individual contributors to these organizations or the funding organizations.

Cover photo: Adaptive agriculture, floating seedbed in flooded area, Bangladesh.
Photo credit: Shariatpur Development Society (SDS), RESOLVE.

FUBTIEE ALRLIARCE

Ofisxsst (BACIA


mailto:korenstein@foe.org

http://www.foe.org

Contents

Executive summary ... ... ..iiuiininnteneeeeenereernasoesoceooasaasassasaananes
Chapter1: Introduction ......ooivettiiiiiieeiiiiiieeeernnieeeeeennsseeeeannnes
1.1 Adaptation and mitigationmneeds...... ... i i il i i i i
1.2 Legal framework .......c.ouuiiiiiiiiiiiiiiiiiiiiieeiiiieeiniecnnneennnens
Chapter 2: 'The private sector in developing countries..........cvveeinneeeeenneeenenn.
2.1 Characteristics of developing countries’ private sector . .....ovveeeruiieeennnnennn
2.2 What do good private investments looklike?. . ..........cooiiiiiiiiiiien
Chapter 3: Private financeinthe GCF ... ... ... ... ... i iiiiiiiiiiiiiiiinnn.n
3.1 RisK Versus retUrm « « c oo vttt eiieiii ittt iiieneeneeaneennenneensenncannes s
3.2 Leveraging private financeinthe GCF. ........... ... .o i
00
D 1) P
3.6 QuUasi-eqUity. . ooveuit ittt i it i it et it ittt
3.7 Riskinstruments .« oo v e ittt eieiteneieneaeeneneaeanensscasoncacacancns s
Chapter 4: Deconstructing additionality and leverage...............oooiiiiiiiiiiii
4.1 Whatis meantby additionality?. . .........oi ittt ittt
4.2 Whatis meantbyleveraging?. .. ....oiiiiiii ittt ittt
Chapter 5: Social, environmental and fiduciary standards .. ............oooiiiiiiii. o
5.1 Existing standards, scope and implementation .. ...... ..o i iiiiiii il
5.2 Financial intermediaries: a particularconcern ...........coiiiiiiiiiiiiennnnne

Chapter 6: Conclusions and recommendations . ....coevetieiiiiieiiiiieninenennn

Endnotes « oo viit ittt ttiteeeeeeeeeeeeeeeoeeesensseessseseesnsssennnsnennes

o N SN A

11

11
15
17

17
18
20
22
24
26
27
30
30
31
34
34
37
39



Executive summary

Before the Green Climate Fund (GCF) considers the role of the private sector in meeting the climate finance needs of
developing countries, it should first ask: what are the needs of the people living in those countries as they confront the
climate crisis, especially the poorest and most vulnerable? Second, can private finance and support for the private sector
help to equitably and effectively meet those needs, in accordance with the GCF Governing Instrument and the United
Nations Framework Convention on Climate Change?

This report attempts to respond to these questions by de-constructing ideological notions of “leveraging” and “crowd-
ing in” private finance and examining the track record of the private sector, private financiers and development finance
institutions (DFIs) in developing countries. The report concludes that the GCF should approach private companies and
financiers slowly and with a high degree of caution, and only engage them to the extent that they can guarantee compli-
ance with high standards on environmental, social and development effectiveness; implement robust processes designed
to address financial, social and environmental risks; and produce effective mitigation and adaptation outcomes.

Private climate finance cannot be a substitute for direct public support, and adaptation in particular is likely to ofter few
commercially profitable opportunities for private financiers. Private finance will be especially difficult to deploy responsibly
in low and lower-middle income countries, as well as in marginalized communities in all developing countries. That said, in
limited circumstances and with a number of stipulations, GCF eftorts to mobilize private finance may contribute to meet-
ing developing countries’ needs. Similarly, directing finance towards private companies has substantial limitations. Micro,
small and medium enterprises (MSMEs) are the most important economic actors and provide most of the employment
in developing countries. However, most MSMEs focus on subsistence, with high informality rates, low returns and low
investment volumes. As a result, they are often ignored or bypassed by international donors and financiers. Without rigor-
ous and well-articulated efforts to address this dynamic, the GCF would likely do the same in its private sector support.

Key lessons learned from DFIs and climate funds that support private finance:
o 'They tend to focus on large projects, most often involving foreign corporations.

e 'They deploy a wide arrange of tools to support private companies, but most do not reach the informal economy
and they are frequently inadequate to support MSME:s in developing countries.

e 'Their preferred solution to challenges reaching MSMEs is to work through financial intermediaries. But a reliance
on financial intermediaries frequently results in deeply inadequate monitoring and transparency, poor development
outcomes, poorly implemented environmental and social standards and serious deficiencies in accountability to
affected communities and other stakeholders.

e DFIs frequently fail to ensure that projects they support are truly additional, and inflate leverage ratios based on

methodologies that are inconsistent within and between institutions. Reported leverage ratios frequently bear
little relation to the efficiency of projects in achieving their goals.

GCF-supported projects and activities should:

e Be driven by government policies, reflecting a bottom-up process that especially targets and is responsive to the
needs of the poorest and most vulnerable to climate change. Such policies include climate-friendly economic
development and industrial policies, and adaptation and mitigation priorities identified in national plans and
frameworks;

¢ Build domestic and local capacity and support the development of endogenous technology, with support for
developing country MSMEs, including special efforts to reach the informal economy;

e Attain the consent of communities in a process free of disinformation or intimidation and according to the in-
ternational principle of free, prior and informed consent;
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e Use development- and climate-friendly procurement practices. The use of local goods and services increases
the positive impact on the local economy and employment and contributes to reducing climate pollution from
transportation;

e Be additional, financially (would the private investment have happened anyway?) and operationally (is the result-
ing investment better aligned with the aims of the GCF?);

e Adhere to clear, binding and uniform international best practice in social, environmental and fiduciary standards,

as established by the GCF.

GCF support for mobilizing private finance: The following financial instruments offer some potential to equitably
and eftectively support development-friendly climate finance:

e Grants can be used to support a range of government-sponsored mitigation and adaptation activities. Grants
and grant elements may also be added to loans to provide more favorable terms to governments, and, in limited
circumstances, to appropriate private actors in developing countries.

e Loans and bond financing may be helpful, but they should not add to unsustainable national debt burdens.

e Loan guarantees could help to incentive the flow of credit towards government and private sector actors in devel-
oping countries, but excessive reliance on risk sharing instruments could give rise to accusations of privatization
of profit, while the public shoulders financial losses.

Direct equity investments, quasi-equity instruments and investment guarantees (i.e. political risk insurance) are unlikely

to be helpful for MSME financing, and generally should be avoided.

Further recommendations:

o Standards: The GCF should establish clear, uniform and binding international best practice in social, environ-
mental and fiduciary standards for all its financing.

e Financial intermediaries: The GCF should take a highly cautious approach toward the use of financial intermediar-
ies. To reach a large number of MSMEs, the GCF would have to rely on financial intermediaries as pass-throughs
for loans and other financial instruments. Sub-projects financed by the GCF through financial intermediaries must
be held to the same environmental, social, fiduciary and transparency standards as investments that are directly
financed by the GCEF. There should be an assumption in favor of disclosure, rather than commercial confidentiality,
and intermediaries should not be allowed simply to self-report and self-regulate.

¢ Prohibitions: The GCF should prohibit the use of tax havens by private companies or financiers receiving sup-
port from the GCE, as well as establish an exclusion list that prohibits support for climate-polluting activities,
such as fossil fuel-related activities.

e Private sector governance: Any private sector activities supported by the GCF should be subject to the same
governance structure as GCF-supported public sector activities. The possibility of a private sector facility with its
own governance structure, including the possibility of private sector board members, should be discarded. Private
investment experts can be well-placed to provide technical advice, but they must not be placed in decision-making
positions. The private sector facility should be a tool available to developing country governments, should they

decide to deploy it.

e Foreign direct investment (FDI): The GCF should generally avoid support for multinational corporations except
in very limited circumstances. Any support for FDI must require foreign corporations to build local partnerships
and alliances, support local production and train and hire local workers.

Pro-poor Climate Finance: Is There a Role for Private Finance in the Green Climate Fund? 5



Chapter 1: Introduction

In our current era of fiscal austerity, private finance has been widely
held up as a panacea to a variety of monetary ills that the public sector
faces worldwide. That same dynamic has entered the debate at the Green
Climate Fund (GCF) of the United Nations Framework Convention on
Climate Change (UNFCCC). But before private finance can be considered
a solution, the appropriate questions must first be asked: what are the needs
of people in developing countries as they confront the climate crisis, and
how can the GCF equitably and effectively meet those needs? It is from
this entry point that this report is written — that form follows function,
and the function of the GCF is to meet the adaptation and mitigation
needs of those most vulnerable to climate change. This approach does not
necessarily leave out the private sector, but neither does it assume that the
private sector will be a central solution.

With this in mind, two overarching points should be made at the outset:

Acronym List

AfDB -- African Development Bank
CAO -- Compliance Advisor/Ombudsman
CDM -- Clean Development Mechanism

CTF -- Clean Technology Fund of the World
Bank

DFIs - development finance institutions

EBRD -- European Bank for Reconstruction
and Development

ECAs -- export credit agencies

EDFI -- Association of European Development
Finance Institutions

EIB -- European Investment Bank

FDI -- foreign direct investment

GCF -- Green Climate Fund

1. 'This report does not deal in any way with how to capitalize or GEF -~ Global Environment Facility

raise funds for the GCF. We strongly believe that the $100 bil-
lion' developed countries have promised to contribute for climate
finance for developing countries by 2020 must be made up entirely
of public funds. Therefore, this report only considers how the GCF

spends the money it has or will have.

GNI -- gross national income

IFC -- International Finance Corporation
IRR -- internal rate of return

LED -- local economic development
MDBs -- multilateral development banks

MIGA -- Multilateral Investment Guarantee
Agency

2. 'The focus of this report — the GCF and the role of private fi-
nance — should not be taken as an endorsement of private finance
playing a predominant role in the GCF. Rather, it is a response to ODI - Overseas Development Institute
the often-exaggerated notions of “leveraging” and “crowding in” SCE -~ Jreategic Climate Fund of the World
private finance that have permeated many climate finance discus- UNFCCC -~ United Nations Framework
sions, including those at the GCF. Such notions are often based Convention on Climate Change
on ideology rather than experience in the fields of development

and climate finance.

MSMEs -- micro, small and medium enterprises

Parameters of the report

To establish a better understanding of how any GCF support for the private sector might work, we have exam-
ined the track record of multilateral development banks (MDBs), development finance institutions (DFIs) and
a selection of existing climate funds. The experiences of these institutions should not be perceived as a model,
but rather as a source of information to be analyzed and contextualized before possible application to the GCF.
'These institutions do not have the same mandate as the GCF, nor do they generally have environmental and
social justice records that the GCF should emulate. For example, most of the energy projects supported by the
European Investment Bank (EIB) are fossil fuel-based, including large coal power plants.! The International

i Unless otherwise noted, monetary figures used in this report are in U.S. dollars.
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Finance Corporation (IFC) similarly has a troubling
track record of financing large energy and other in-

frastructure projects with widespread negative envi-
ronmental and social consequences (e.g. the Tata coal
power plant in India and oil extraction in Ghana).?

1.1 Adaptation and mitigation needs
Cost estimates

Estimates of the price tag to address the climate crisis
in developing countries span a wide range, but all of
them are very large. Table 1 summarizes some of the
most commonly-cited climate finance estimates for
adaptation and mitigation. As indicated in the table,
adaptation figures apply to developing countries, while
mitigation figures generally apply to global needs. The
UNFCCC suggests that 40 to 60 percent of all miti-
gation finance will need to be deployed in developing
countries.’

A quick analysis of the figures suggests that the com-
bined cost of mitigation and adaptation in developing
countries is likely to be around $500 billion a year
using a conservative approach, and that it could reach
up to some $1 trillion, or more, if the higher end of

the figures is used.
Table 1. Selected climate finance estimates

Purpose Estimate

Mitigation 2 percent GDP annually ($1.4 trillion using 2011
GDP figures)

$262-$670 billion annually,

$105-$402 billion of which is in developing countries
$36 trillion for 2012-2050 ($950 billion annually on
average)

$27-$66 billion annually

$54-$198 billion annually, additional $65-$300 billion

annually for ecosystem protection

$75-$100 billion annually

Adaptation

Terminology alert

Multilateral development banks (MDBs): Institutions
with broad-based governmental membership/ownership
that provide financial support and professional advice for
economic and social development activities in developing
countries. Examples include the World Bank Group, Asian
Development Bank, African Development Bank and Inter-

American Development Bank.

Development finance institutions (DFIs): Institutions
with a development mandate that provide finance to the
private sector. DFIs can be multilateral or bilateral. Among
other roles, MDBs often function as DFIs and thus are
multilateral DFIs. This role can be performed by divisions
within MDBs such as the World Bank Group’s International
Finance Corporation (IFC). Examples of bilateral DFIs
include Norway’s' Norfund and the United States’ Overseas

Private Investment Corporation.

In this report, the term DFI will be used to refer both to in-
stitutions which are exclusively DFIs and to MDBs in their
roles as DFIs. By extension and for the sake of simplicity, the
concept of DFI has also been applied to climate funds when

they support private companies in developing countries.

Scope Source*

Global United Nations Environment Pro-
gramme (2011)

Global and developing UNFCCC Expert Group on

countries Technology (2009)

Global International Energy Agency
(2012)

Developing countries UNFCCC (2007)

Developing countries Parry et al (2009)

Developing countries World Bank (2010)

Pro-poor Climate Finance: Is There a Role for Private Finance in the Green Climate Fund?




Mitigation needs in developing countries

An important question to consider is not just how much climate finance will be required, but for what types
of mitigation and adaptation needs. With the climate crisis upon us, the world cannot afford for developing
countries to go down the dirty development road that industrialized countries took over the last few centuries,
which has landed us in the throes of global warming. Not only is ecologically sustainable development a fun-
damental right that belongs to every country, the planetary emergency faced by humanity demands no less.
Developing countries have enormous financial needs in terms of providing access to clean energy for all.

A comprehensive approach towards mitigation is necessary, including

support for: Income groups

e Mitigation policies and activities for countries and sectors with
& p This report uses the World Bank’s

existing high greenhouse gas emissions; o i _
E SN 8 & ’ classification of income groups, which

e Activities and policies to introduce and expand truly renew- divides all countries into four groups
able energy systems, from local to industrial scales, for example, according to their level of gross na-
through feed-in tariffs; tional income (GNI) per capita. The

e Ensuring that renewable energy comprehensively reaches and four groups are:
serves marginalized populations, for example, through off-grid Low income countries: GNI per
renewable energy systems; capita < $1,025

e Development and enhancement of endogenous capacity and Lower-middle income: $1,025 > GNI

environmentally-sound technology through policy changes and per capita < $4,035

knowledge transfer, for example, through technical assistance and

Upper-middle income; $4,035 > GNI
h.
adapted researc per capita < $12,475

Adaptati i lopi tri
daptation needs in developing countries High income: GNI per capita >

Adaptation measures can reduce vulnerability, build resilience to the un- $12,476 or more
avoidable impacts of climate change and help countries adjust to expected
change. They cover a wide range of sectors, including health, agriculture,
infrastructure, ecosystem protection, land rights, political empowerment,
water and other natural resources upon which communities depend.

Within any country, it is usually those who are the poorest who are the most vulnerable and therefore most
likely to have the greatest adaptation needs. A comprehensive approach toward adaptation supports climate-
resilient development and sustainable livelihoods and involves support for:

e Social measures, which focus primarily on decreasing the vulnerability and building the resilience of
communities to climate change. Examples of social measures include improved access to health services,
the introduction of new agricultural and land management techniques and raising awareness about the
importance of protecting ecosystems. One key social measure is increasing access to social protection in
developing countries, especially among those more likely to feel the impact of climate change — people
living in rural areas and small landholders. Social protection systems should guarantee access to a mini-
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mum level of income as well as basic services such as healthcare. Those without social protection are
very vulnerable to external shocks;

e Technical measures, which aim to build resilience by primarily targeting the physical infrastructure
of the country. Examples include reforestation of coastal areas, developing early warning systems and
building irrigation systems.

'The chair of the UNFCCC'’s Least Developed Countries Group elaborated on some of the infrastructure needs
of those countries in particular in an open letter to the U.S. president. Priorities include:

“... moving drinking water and irrigation wells away from coasts, where saltwater is intruding into aqui-
fers; it includes developing drought-resistant crops and helping small farmers in fragile, semi-arid regions
survive. We have to prepare roads and cities, villages and farms for floods, hurricanes and heat waves. We
need to equip people with the weather prediction, early warning systems and emergency response that citizens
of the developed countries take for granted.™

It is these types of mitigation and adaptation activities that the Green Climate Fund was conceived to finance;
any consideration of the role of the private sector (both financial and corporate sectors) in the GCF must begin
with a firm understanding of what activities the Fund should support and an acknowledgement of the potential
and limitations of the private sector to finance and meet these needs.

1.2 Legal framework™

To understand the types of mitigation and adaptation
activities the GCF should support, it is also important
to look to the legal framework elaborated in the GCF
Governing Instrument and the UNFCCC. The Gov-
erning Instrument sets out basic principles to guide
the GCF’s support to developing countries, including
private sector support:

e A clear mandate to work within a sustainable de-
velopment framework (§2);

° Support for developing countries to mitigate green-
house gas emissions and adapt to climate change (§2);

Rural women storing water to adapt to climate change, Ghana. Photo . . .
credit: Gia Nabio. e New, additional, adequate and predictable financial

resources for developing countries (§3);

e A country-driven approach, and promotion and strengthening of engagement at the country level through
effective involvement of relevant institutions and stakeholders (§3);

e Alignment with developing countries’ climate change strategies and plans, such as low-emission develop-
ment strategies or plans, nationally appropriate mitigation actions (NAMAs), national adaptation plans
of action (NAPAs), national adaptation plans (NAPs) and other related activities (§36);

ii Jarju, P. O. (2012) An Open Letter to Obama from the World’s Poorest Countries. The Guardian, 8 November.
iii Some of the cited paragraphs of the GCF Governing Instrument and the UNFCCC are abridged or paraphrased.
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e Promotion of input and participation of stakeholders, including private sector actors, civil society organiza-
tions, vulnerable groups, women and Indigenous Peoples in the design, development and implementation
of the strategies and activities to be financed by the Fund (§71);

e A private sector facility — to directly and indirectly
finance private sector mitigation and adaptation ac-  "The role of the private sector — both fi-
tivities at the national, regional and international lev-

els (§41) — that is consistent with a country-driven .
approach (§42) and promotes the participation of should be evaluated on the basis of wheth-

nanciers and corporations — in the GCF

private sector actors in developing countries, in par- er it can uphold key principles in the
ticular local actors, including small and medium-sized

GCF Governing Instrument, including
enterprises and local financial intermediaries, and also

supports private sector involvement in small island reliability in delivering finance, capacity

developing states and least developed countries (§43); 1O uPhOId environmental and social stan-

e Best practice fiduciary, environmental and social safe- dards and ability to enhance endogenous

guards, which shall be applied to all the activities fi- capacities in developing countries.
nanced by the GCF (§63, §65), as well standards of

transparency (i.e. information disclosure policy) (§67);

e Regular monitoring for impact, efficiency and effectiveness, and the use of participatory monitoring

involving stakeholders (§57);

e An independent redress mechanism to receive complaints related to the operation of the Fund and to
evaluate and make recommendations (§69), as well as an independent integrity unit to investigate al-
legations of fraud and corruption (§68).

Parameters for GCF support for developing countries’ private sector can also be found in Articles 4.5 and 4.7

of the UNFCCC:

e Developed countries shall promote, facilitate and finance the transfer of, or access to, environmentally-
sound technologies and know-how;, particularly to developing countries, to enable them to implement
the provisions of the UNFCCC. Developed countries shall support the development and enhancement
of endogenous capacities and technologies of developing countries.

e 'The extent to which developing countries will effectively implement their commitments under the Con-
vention will depend on the effective implementation by developed countries of their commitments under
the Convention related to financial resources and transfer of technology and will take fully into account
that economic and social development and poverty eradication are the first and overriding priorities of
the developing countries.

'The role of the private sector — both financiers and corporations — in the GCF should be evaluated on the
basis of whether it can uphold key principles in the GCF Governing Instrument, including reliability in deliver-
ing finance, capacity to uphold environmental and social standards and ability to enhance endogenous capacities
in developing countries.

10 Pro-poor Climate Finance: Is There a Role for Private Finance in the Green Climate Fund?



Chapter 2: 'The private sector in developing countries

'The GCF’s mandate to contribute to equitable economic and social development and environmental protec-
tion, as an integral part of adaptation and mitigation efforts, has important implications for the way the GCF
should work with private companies. As will be demonstrated, in order to fulfill this mandate, the GCF should
prioritize support for domestic micro, small and medium enterprises (MSMEs) in both the formal and informal
economies of developing countries. Without adopting intentional measures to steer its funding, GCF efforts
to invest in the private sector will virtually ignore those countries with the greatest needs. Nevertheless, signifi-
cant amounts of direct public support will be required to meet the adaptation and mitigation needs of low and
lower-middle income countries.

2.1 Characteristics of developing countries’ private sector
Informal versus formal economies and benefits on the ground

MSMES are the major economic forces in developing countries. Unlike in developed countries, most MSMEs
in developing countries operate in the informal economy. As a consequence, any credible efforts to support
private companies in developing countries must target MSMEs, including those in the informal sector. This is
especially the case for adaptation, as the informal economy is particularly dominant in rural areas and in climate-
vulnerable sectors such as agriculture.

Supporting MSME:s in the informal economy is crucial to ensure penetration of adaptation and mitigation
efforts. According to the International Labor Organization, it is essential to work with MSMEs in the in-
formal economy in order to “[up-
grade] informal economy workers
and economic units and [improve]
their access to mainstream services,
social protection and markets.”
Formalization is one of the most ef-
tective ways of increasing economic
resilience to climate change while
contributing to sustainable develop-
ment. For example, allowing farmers
to access social protection systems,
as well as bigger markets, is crucial
to help them cope with the impacts
of climate change. In addition, for-
malization of the economy would
help developing countries raise ad-
ditional income and taxes that can
be re-invested in climate change :
and sustainable development pro-

grams.
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Graph 1. Distribution of the estimated 365-445 million
enterprises in developing countries

Local economic development (LED)

initiatives

The concept of LED is based on social dialogue

including workers, government, civil society and

the private sector in order to agree on development

B Informal opportunities and identify challenges and barriers
Formal micro-enterprises to be tackled. For example, the International Labor

(1-4 employees) Organization has implemented an LED program

Formal SMEs (>4 employees . g g g
( ployees) in Ghana which has helped to increase the income
of farmers and allowed them to access social pro-

tection schemes,” making them less vulnerable to

climate change.

One of the main advantages of using an LED
6 . . . . .
Source approach in developing countries is that it can

Graph 1 shows that most enterprises operating in developing help redress inequality between rural and urban

countries belong to the informal economy. MSMEs, includ-
ing in the informal sector, “account for over 60% of GDP
and over 70% of total employment in low income countries,
while they contribute over 95% of total employment and about
70% of GDP in middle income countries.”” By region, “the
nonagricultural employment share of the informal workforce

regions, a major problem in developing countries
exacerbated by domestic and international policy
frameworks that discriminate against agriculture in
developing countries.’® Inequality makes societies
more vulnerable to climate change both directly,

by “constraining the options of households and

is 78% in Africa, 57% in Latin America and the Caribbean, e
and 45-85% in Asia.”® indirectly “through its links to poverty and other
' factors.”"!

From a sustainable development perspective, supporting do-
mestic, rather than international, companies results in greater
benefits for ordinary people in developing countries. Local companies are more likely to use local labor, increase
productive capacities and reinvest a greater share of their profits at home, contributing to more resilient local
economies that are better able to cope with a changing climate. The contribution is even more significant when
private companies are supported within the framework of a local economic development initiative.

Small-sized private sector in poorer countries presents limited investment opportunities

Examining the levels of gross capital formation in developing countries provides insight into the investment
opportunities in these countries. Gross capital formation is defined as “outlays [expenditure] on additions to
the fixed assets of the economy plus net changes in the level of inventories.”? In other words, it measures the
volume of investment in fixed assets (e.g. infrastructure, livestock, equipment, etc.) and inventories (stock of
goods) made by public and private companies operating in a country. Gross capital formation includes invest-
ments in a country resulting from foreign direct investment (FDI). In order to provide a more accurate picture
of domestic investment, FDI flows have been subtracted from the figures in Graph 2.

12 Pro-poor Climate Finance: Is There a Role for Private Finance in the Green Climate Fund?



Graph 2. Gross capital formation per capita by level of income, excluding FDI
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Elaborated by the author with data from the World Bank’s World Development Indicators database (2012)

Low levels of capital formation indicate small public and private sector investments. Graph 2 suggests that
the formal private sector is very small in lower income countries and, thus, there are fewer formal investment
opportunities in these countries compared to higher income countries. Given the comparative lack of oppor-
tunities in lower income countries, if the GCF decides to support private companies — whether domestic or
foreign — without adopting well-articulated measures to steer its funding equitably, there is a significant risk
that these investments will mostly benefit upper-middle and high income countries, where there are more im-
mediate “investible” opportunities.

Research on the distribution of DFI support to developing
If the GCF decides to support private countries affirms this. A report examining the distribution
of private sector projects among six DFIs, including the
' ) ) IFC, European Investment Bank and three bilateral finance
— without adopting well-articulated mea-  jnstitutions (Norfund in Norway, FMO in the Netherlands
sures to steer its funding equitably, there and Bio in Belgium), found that, despite their greater needs,
is a significant risk that these investments low income countries received less than 10 percent of money
flows from the DFIs’ portfolios.” In addition, Graph 2 sug-
gests that, compared with wealthier countries, there may be
limited opportunities to mobilize domestic climate finance
from developing country-based investors and companies.

companies — whether domestic or foreign

will mostly benefit upper-middle and high

income countries.
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Foreign direct investment

'The GCF should only support multinational corpora-
tions in very limited circumstances — when no domestic 'The GCF should only support multinational
option can fulfill a particular need, when it is done at the corporations in very limited circumstances
request of the government of the respective developing
country and only in the context of equitable and sustain-
able development.

— when no domestic option can fulfill a par-
ticular need, when it is done at the request of

) i ) . the government of the respective developin
Foreign direct investment flows reflect the investment & P ping

preferences of corporations investing abroad. Graph 3
suggests that private sector interest in foreign investment and sustainable development.
decreases in line with the countries’ level of income. While
high income countries attract an average of $863 per in-
habitant, lower-middle and low income countries only attract $43 and $22, respectively, in investment per citizen,
in other words, 20 to 40 times less. Without specific efforts to ensure otherwise, support for foreign companies
is more likely to benefit higher income countries.

country and only in the context of equitable

Foreign companies operate in a complex
environment and usually select countries ~ Graph 3. FDI net inflows per capita by level of income
on the basis of the competitive advantages

they offer. For instance, all other condi- 1000

tions being equal or similar, private for-

eign investors gravitate toward countries . 863
with lower tax rates and/or better access 800

to markets. In addition, countries with a
developed financial system, which is not
the case for many of the poorest countries,
are in general more likely to benefit from

FDIL.*
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DFIs generally do not help overcome
this bias of foreign companies. Instead
of actively seeking investors in poorer

FDI net inflows per capita $ (2011)
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target countries can help steer investments and ensure that “less attractive” countries also benefit from efforts
to mobilize private climate finance.

2.2 What do good private sector investments look like?

There are certain circumstances in which supporting private companies in developing countries may contribute
to meeting adaptation and mitigation needs in the context of sustainable development. A number of features can
help maximize the positive impact of investing in the private sector. Notably, the GCF Governing Instrument
and the UNFCCC, to varying degrees, mandate that GCF investments exhibit these features.

Driven by government policies

It is essential that GCF financing for the private sector is driven by host government policies, including
climate-friendly industrial and agricultural policies. These include government plans designed to encourage the
development or growth of a given sector of the economy by identifying and proposing actions to tackle existing
barriers and bottlenecks. This could include measures such as pilot projects, subsidies and incentives for new
industries, and public investment to provide basic infrastructure and improve market access.

Similarly, GCF support for private finance must support and respond to national climate change policies.
'These include initiatives such as national adaptation programs of action (NAPAs) and national adaptation plans
(NAPs), in which developing countries identify their most urgent and immediate adaptation needs, as well as
nationally appropriate mitigation actions (NAMAs), in which developing countries identifiy mitigation measures
that can be funded by external actors.*

Social dialogue with local stakeholders

Broad social dialogue that includes civil society, workers and government should be an essential element of
any private sector activity supported by the GCF. Indeed, the GCF Governing Instrument requires the effec-
tive involvement of stakeholders, including vulnerable groups, women and Indigenous Peoples, in the design,
development and implementation of the strategies and activities to be financed by the Fund.

Social dialogue helps to ensure projects respond to local adaptation and mitigation needs, increases accountability
and contributes to long-term sustainability. It is one of the key pillars of LED, acts as an important driver of
economic development'” and helps maximize the impact of climate and development projects by identifying
gaps, contributing to consensus-building and ensuring local ownership. In the case of larger projects — such as
regional agriculture investment plans — it allows strategic planning and helps all actors work together towards
a common goal.

Social dialogue leads to better quality jobs, stronger local civil society and greater transparency of private and
public actors.'® It also helps to improve relations within and between social actors, which, in the long term,
improves “the prospects for sustainable, equitable growth and just, participatory governance.””

Eftective social dialogue requires public consultations with stakeholders, especially affected communities, in
accordance with international best practice. Stakeholders must have sufficient time to understand and raise
objections to a potential GCF-supported project. The consent of the majority of stakeholders must be obtained
in a process free of disinformation or intimidation and according to the international principle of free, prior and
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informed consent. Naturally, free, prior and informed consent is a requirement for Indigenous Peoples com-
munities, in accordance with the United Nations Declaration on the Rights of Indigenous Peoples.

Use of local, pro-poor and climate-friendly procurement practices

'The GCF Governing Instrument also requires the Fund to promote the participation of private sector actors
in developing countries, in particular local actors such as small and medium-sized enterprises. One key way to
achieve this is for GCF-supported investments to incentivize the use of local goods and services. Very often,
private companies, especially multinational corporations, have profit maximization strategies that result in the
use of foreign goods and services when local options are available. There are several reasons behind this behavior,
including the provision of goods and services from subsidiaries of the same company, concern about the risk of
using untested service providers and, especially in the case of transnational companies, aggressive profit maxi-
mization strategies that include the centralization of procurement. These practices effectively prevent developing
countries from reaping the full benefits of private sector investments and can result in a significant transfer of
resources back to the country of origin of the foreign companies.

Similarly, GCF-supported investments should obviously use climate-friendly procurement practices. This
fits hand-in-glove with the economic development benefits of local goods, services and labor, which minimize
greenhouse gas emissions related to the transport or import of goods that instead can be acquired locally. For
example, a study conducted by the National Health Service in the UK found that 60 percent of their emissions
were attributable to procurement.*

Build domestic and local capacity and support development of endogenous technology

Capacity building and training are essential components if investing in the private sector is to contribute to
sustainable development, adaptation and mitigation. The UNFCCC provisions pertaining to technology trans-
fer require local knowledge-building, which is critical to ensure the real transfer of mitigation and adaptation
capacities and a sustained impact. This is especially important when working with foreign corporations; if there
is no capacity building or transfer of knowledge to the local economy, the impact of the activities will not be
sustainable. Although using GCF funds to finance foreign companies generally is not advisable, there may be
limited circumstances in which it might be considered due to a lack of domestic productive or technical capacity.

Given our assumption that FDI will only be supported by the GCF in cases in which no local or domestic al-
ternatives exist, the effects of competition and demonstration/imitation on domestic companies can be discarded
because there is no local private sector to compete with or imitate the foreign actor, at least in the short term.
In such circumstances, FDI may contribute to enhancing local capacity and knowledge by promoting linkages
(collaboration or partnerships) with local companies and building the capacity and knowledge of local workers
through training. Building linkages with local partners increases the transfer of knowledge to local companies.*
Similarly, the use of local labor trains local workers and upgrades their capacities.”? Both linkages and training
are usually related, such as when a foreign company collaborates more closely with local companies and provides
technical assistance to upgrade their skills. In practical terms, both linkages and training can be promoted by
requiring foreign corporations to build partnerships and alliances and support local production under licensing
agreements (rather than importation, for example) when implementing projects in developing countries.
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3.1 Risk versus return

The typical investment decisions of international private financiers and corporations, particularly when consid-
ering developing country investments, are not generally driven by their desire to enhance endogenous capacity
or eradicate poverty — important goals of the GCF. Rather, investment decisions are based on expected returns,
or profits, balanced against the risks that threaten the success of a project or activity. As rule, these concepts are
often directly correlated: investors willing to take higher risks also expect higher returns.

Risk is a complex concept that encompasses a range of elements which are difficult to control.” Different types
of risk include: political risks (e.g. unstable governments and changes in legislation), macroeconomic risks (e.g.
exchange rate volatility) and technology risks (e.g. untried technologies and new breakthroughs). The returns
or profitability of a deal are usually measured by the internal rate of return (IRR), which expresses the earnings
from an investment in the form of an annual interest rate.?*

Rationale behind public support for the private sector

For certain projects or activities that serve the public interest, public institutions such as DFIs may decide
to join with private financiers to co-finance a transaction, often helping to reduce risks or enhance returns for
private investors. Public institutions usually try to provide just enough support to mobilize private finance. For
example, they may offer investor guarantees against political risks, provide loans for a project which commercial
banks might consider too risky or make early investments in a project to send an encouraging signal to other
potential investors. Because public institutions are supposed to use scarce taxpayer resources to advance the
public good (in the case of the GCE, to fulfill a particular climate mission and meet specific legal requirements),
they must be particularly careful about which private sector projects to support, and under what conditions.

Risk appetite — are all investors the same?

Given the limited amount of GCF financing available, how much of a financing gap might the GCF be
expected to bridge in order to mobilize a private financier or corporation to invest in a climate adaptation or
mitigation project in a developing country?

'This is a difficult question to answer, but one key factor is investors’ perception of the instability and volatility
of the country where the money is being invested. Research suggests that based on financiers’ perception of
country and sovereign risks, transactions in some nations require minimum acceptable rates of return of up to
70 percent.” Furthermore, rates of return can vary significantly within countries depending on the nature of
the project, the region and a number of other factors.

In addition, banks and institutional investors may have difterent risk appetites; some may not be comfortable
allocating very much — or any — funds to high risk opportunities, despite the promised returns. Table 2 shows
the main features of different types of equity-based collective investment vehicles, professionally-managed
funds to which institutional investors such as pension funds can allocate capital. Expected returns in the table
are based on climate mitigation activities and do not focus on developing countries in particular. If only invest-
ments in developing countries were included in the table, higher rates of returns could be required. For example,
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infrastructure funds show an IRR of 15 percent in the table, but the figure can be significantly higher in many
developing countries. To illustrate, one biofuel infrastructure investment in West Africa had an expected IRR
of 40 to 60 percent.?

Table 2. Selection of different equity-based funds: common investments, rates of return and investment horizons
expected, based on climate mitigation activities globally (not only developing countries)

Investment . Investment
) Common investments Rate of return .

vehicle horizon

Venture capital funds ~ Target new technology, new markets. Interested in early stage com-  50% 5-7 years

panies. Generally, all cash is realized at the end of the investment

period through a sale.

Private equity funds Target companies with possibility for enhanced returns. Interested ~ 35% 3-5 years
in companies with more mature technology (compared to venture
capital), including those preparing to raise capital on public stock
exchanges (‘pre IPO’), demonstration companies or under-performing
public companies. Generally, all cash is realized at the end of the

investment period through a sale.

Infrastructure funds Investment, often in the form of equity, that targets infrastructure ~ 15%, depending on ~ 7-10 years
projects with fixed assets, long duration and steady lower risk cash ~ the country

flow. Interested in roads, railways, power-generating facilities, etc.

Sources?’

3.2 Leveraging private finance in the GCF
Private finance for developing countries’ private sector

As mentioned previously, when it comes to support for the private sector, financing for MSMZEs is critical for
the GCF to achieve its mission and meet its legal obligations under its Governing Instrument and the UNFCCC.
However, both corporate and financial investors seeking high returns are unable to invest in the largest share of
MSME:s in developing countries, which largely operate in the informal economy. In addition, the proportion
of MSMEs with significant growth potential is much smaller than in developed economies. Most MSMEs in
developing countries are family businesses or small cooperatives that focus on generating immediate income,
with little potential to grow into large-scale competitive businesses.?® Finally, investors have limited interest
in MSME:s in developing countries because the investments usually required are small and transaction costs
high. In contrast, minimum investments for institutional investors and funds are generally around $2 million,*
an astronomical figure for most MSMEs in developing countries. Managing the small investments required
to support MSMEs in developing countries, in the range of hundreds of thousands of dollars (and sometimes
even less), is considered impractical because it entails approximately the same transaction cost per investment
(identification, negotiations, monitoring), but increases by several times the amount of resources consumed.
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Private finance for the public sector

'The GCF could also mobilize private finance for climate projects sponsored by developing country govern-
ments. For example, it could organize a group of commercial banks to lend to a government mitigation project,
or incentivize investors to purchase climate-related sovereign debt with GCF credit enhancements (see section
3.7, “risk instruments”). However, there are several potential concerns with mobilizing private finance for de-
veloping country governments. Most important is the danger of driving them further into debt, as they struggle
to adapt to and mitigate climate change; this is antithetical to the spirit and intent of climate finance. In fact,
many developing countries rightly insist that adaptation finance be grant-based.

'The remainder of this chapter explores which leveraging
Given the structure of the micro, small techniques and which financial instruments, in general,
are more likely to contribute to fulfilling the GCF’s miti-
gation, adaptation and sustainable development mandate.
ing countries, there appears to be, and his- Tt finds that, given the structure of the MSME sector in
torically has been, a greater role for simple  developing countries, there appears to be, and histori-
cally has been, a greater role for simple and lower risk
instruments, such as micro and direct loans, to promote

and medium enterprise sector in develop-

and lower risk instruments, such as micro

and direct loans, to promote private sector : NS .
private sector development, especially in lower income

development, especially in lower income  countries. More complex debt-based instruments, such
countries. as commercial-rate mezzanine loans, imply much higher
premiums, which make them not well-suited for most
MSMEs in developing countries, with their low growth
and revenue potential. And like equity financing, these instruments are usually only accessible to companies in
the formal economy. With respect to the public sector, there may be a range of worthwhile mitigation projects
that local or national governments may want to finance (e.g. public transportation improvements in large cities),
but GCF attempts to mobilize private finance for these needs should be treated with caution, and should focus
on grants, concessional loans and other ways of mobilizing below-market debt for lower income governments.

Table 3 reviews the main types of financial instruments used by a sample of DFIs and climate funds. It should
be noted that some of the institutions listed have different mandates than the GCF. Further, just because certain
institutions use a specific instrument or set of instruments does not necessarily mean that they can be used by

the GCF.
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Table 3. Instruments used by selected DFIs and climate ﬁmds

Global Environment
Facility Trust Fund

Clean Technology
Fund

Strategic Climate
Fund

Adaptation Fund

International Finance

Corporation

European Investment

Bank

African Development
Bank

Multilateral Invest-
ment Guarantee

Agency

Sources®®

3.3 Grants

Grants

Yes, different
types, including
technical assis-
tance and grants
linked to results

Yes

Yes

Yes
Yes (but few)

Yes, technical

assistance

Yes

No

Debt

instruments

Yes, including
hard, concession-
al and contingent

loans

Yes, works

through MDBs

Yes, works
through MDBs

No

Yes, loans and

syndicated loans

Yes, loans and

syndicated loans

Yes, including
concessional
loans and syndi-

cated loans

No

Equity

instruments

Yes, direct equity (par-
ticipation in companies)
and investment funds

(equity)

Potentially yes, works
through MDBs

Yes, works through
MDBs

No

Yes, direct equity and
investment funds
(equity)

Yes, direct equity and

investment funds
(equity)
Yes, direct equity and

investment funds

(equity)

No

Quasi-
equity
instruments

No

Potentially yes,
works through
MDB:s

Potentially yes,
works through
MDBs

No
Yes, different

instruments

Yes, different

instruments

Yes, diverse

instruments

No

Risk

instruments

Guarantees,
including loan
guarantees and

risk guarantees

Potentially yes,
works through
MDBs

Yes, works
through MDBs

No

Yes, loan and risk

guarantees

Yes, loan and risk

guar antees

Yes, guaran-
tees for loans
and other debt

instruments

Risk and loan

guar antees

A grant is a transfer “made in cash, goods or services for which no repayment is required.”! Grants are com-
mon tools for providing climate finance. For instance, all adaptation projects funded through the UNFCCC’s
Least Developed Countries Fund, Special Climate Change Fund and Adaptation Fund are entirely grant-
based. Grants for government-sponsored adaptation and mitigation activities, especially those that are critical
but not revenue-generating, are clearly appropriate for the GCF. Grant-based financing for governments can
also indirectly mobilize private sector investment, for example, by establishing feed-in tariffs to subsidize and
incentivize the production of renewable energy. However, direct grants to the private sector are not a common
tool to leverage private climate investment.
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Table 4. Main types of grants

Type Main features
Direct grants A direct subsidy that does not have to be repaid.
Technical assistance grants Provision of technical assistance free of charge. It can be a grant for third-party technical assistance,

or the provision of internal expertise free of charge.

Grant elements in loans Grants elements are commonly used in loans in order to make them concessional (provide the
borrower with more advantageous conditions than those offered on the market). In reality, the
grant element is not an actual transfer of resources. It is measured as the difference between the
repayment of the loan with the grant element and the repayment if a reference interest rate would
have been used. The grant element can be linked to a loan provided by the same or a different

institution in order to make it concessional. The latter case is known as blending.

The use of direct grants for the private sector can be problematic because public institutions, especially those
working with the private sector (such as the IFC), aim to help establish projects and activities which are self-
sustaining in the long term. Using grants to subsidize activities that are not commercially viable may not help to
stimulate additional private sector investments or similar projects beyond the project itself. Nonetheless, DFIs
or climate funds may sometimes award small direct grants for demonstration projects whose commercial vi-
ability has not yet been established. Grants may also be used to
help capitalize, provide reserves or otherwise strengthen private

. R Grants for government-sponsored
sector mlcroﬁnance nstitutions.

adaptation and mitigation activities
Grants in the form of technical assistance could play a po- p & ’

tentially larger role. Technical assistance grants can help tackle especially those that are critical but
some of the main limiting factors for domestic private companies ~not revenue-generating, are clearly
discussed previously, in particular those related to the transfer of appropriate for the GCF.

knowledge. For instance, technical assistance can be provided in

order to install, produce or repair solar panels. In turn, this can

encourage new businesses in developing countries. Technical assistance is usually provided in combination with
other types of financial support. Thus, the potential of technical assistance by itself to leverage climate finance is
difficult to estimate, but it can make an important contribution to assuring the success of private sector initiatives.

A third option is to include a grant element for a transaction which might or might not be linked to the ful-
fillment of a given set of objectives. This option helps to soften a loan (reduce its interest rate). It is discussed
in the next section.
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3.4 Debt

Debt instruments are “transfers for which repayment is required.”? Debt instruments can include bonds (is-
sued by governments or corporations) or loans.

Bonds

Direct GCF investment in corporate bonds generally may not be appropriate, considering the importance of
targeting GCF financing for MSMEs in lower income countries. However, in particular circumstances, GCF
bond financing for state-owned enterprises based in lower income countries could be contemplated. For example,
the GCF could be involved in a structured bond oftering issued by a public utility, particularly if revenues raised
would help deliver renewable energy for the poor (structured bonds, as opposed to general obligation bonds,
dedicate revenue to particular activities). The GCF could also be involved in low income government bonds,
for example, through creating a bond fund for government-sponsored climate mitigation projects. However, as
previously mentioned, climate finance should not lead to unsustainable
Climate finance should not  debt burdens, and sovereign debt financing should be provided on a
lead to unsustainable debt concessional basis. A second concern relates to the growth of secondary
sovereign debt markets, and the rise of “vulture funds,” collective invest-
ment schemes which purchase distressed debt and initiate a crushing cycle
financing should be provided  of litigation to recover the face value of the bonds. Any GCF attempts
on a concessional basis. to mobilize private debt financing — whether through bonds or loans
— for lower income governments should be approached with caution.

burdens, and sovereign debt

Finally, there has been some discussion about the GCF following the World Bank “green bond” model, in
which the GCF could assume certain risks and use the strength of its own credit rating to raise low-cost debt
for climate projects sponsored by developing country governments. Although the majority of World Bank green
bond financing goes to mitigation and adaptation projects in middle income countries, this model, with caution,
could potentially be adapted for lower income countries.

Loans

Loans are a much more common debt instrument in the portfolio of DFIs. For example, loans represented 62
percent of all IFC disbursements in 2010,* and almost 94 percent of the private sector operations approved by
the AfDB in 2011.** Loans also accounted for 47 percent of the total portfolio of the 15 development finance
institutions that are members of the Association of European Development Finance Institutions (EDFT).*
Loans were also the most important financing tool in a sample of climate finance projects profiled by the Over-
seas Development Institute (ODI).* The table below explains the main types of loans that are used to support
private sector projects in developing countries.
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Table 5. Main types of loans

Type Main features

Direct loans A direct loan to governments, companies, activities or projects in developing countries. Also known as ‘A’loans

among some DFTs.

Syndicated loans A large direct loan in which a group of banks work together to provide funds to a single borrower.

Credit lines According to the IFC, credit lines are defined as loans for a fixed amount, or for a maximum amount, extended
to financial intermediaries for on-lending. They are used to incentivize lending to sub-projects by financial
intermediaries.

Concessional loans Any of the loans above that have been softened with a grant element. In practice, the “concessionality is achieved

either through interest rates below those available on the market or by grace periods, or a combination of these.”

Sources®’

Concessional loans are essentially loans provided under more favorable terms than those available on the
market. For example, by applying an interest rate that is lower than the market rate, a DFI is providing a loan
at a discount, which, averaged over the life of the loan, is called the “grant element.” Grace periods can also be
used to make loans concessional (e.g. no payments during the first two years). Incorporating grant elements into
loans or other financial instruments can be particularly appropriate for public sector mitigation and possibly
adaptation projects. Concessional loans may also be used to soften interest rates for microfinance institutions, in
the interest of reaching MSMEs. Finally, they may also prove useful in providing an extra push for particularly
challenging private sector projects, but their use needs to be calculated carefully so that they do not become
wasteful subsidies.

Direct commercial lending for private companies is unlikely to directly reach MSMEs in either the formal or
informal economy. DFIs, such as the IFC, do not have branches in developing countries where farmers, for
example, or MSMEs can apply for loans. In addition, they generally do not work with loans of a size that would
be suitable for these types of actors. The average size of an IFC loan is $21.7 million. Out of a total of 189 loans
examined, only two were under $2 million.® An ODI database that looks at bilateral private climate finance
reveals an average loan size of $79.9 million.*

'The alternative to direct lending is to extend loans to financial intermediaries, which then use those funds to
finance sub-projects. At the IFC and the World Bank, this is known as a credit line. Financial intermediaries
are often suggested as the best option to support MSMEs in developing countries. (Financial intermediaries
may include commercial and investment banks, private equity and venture capital funds, microcredit institutions,
insurance and other financial institutions.)

However, important concerns have been raised about the use of such credit lines. An evaluation by the World
Bank’s Independent Evaluation Group found that only 52 percent of all the operations involving credit lines
were satisfactory.®’ Credit lines for private sector development were particularly ineffective, with only 10 percent
deemed satisfactory. These concerns are elaborated in more detail in chapter 5.
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There are also specific concerns regarding the use of microfinance institutions. Although often seen as an obvious
choice to support small businesses in developing countries, microfinance does not always benefit the poor. Some
figures suggest that only 10 to 25 percent of the money spent by international organizations on microfinance
actually reaches the poorest.*! There are also many examples of microfinance institutions which have aggressively
sold microloans that have buried poor people in debt, with interest rates in the range of 20 to 30 percent.* In
addition, it should be noted that microfinance is no longer necessarily a synonym for microcredit. Microfinance
has become a major business with interests in insurance, savings, mobile payments and other sectors.

3.5 Equity

Equity investments “are all those investments that involve the ownership of shares in a company.” Equity
investments by public financiers can leverage private investment through several ways. First, they increase the
company’s own capital. This can in turn mobilize private creditors, who may wish to see (more of) a borrower’s
own money invested in the enterprise before extending debt financing. In addition, by making early equity in-
vestments in a company or project, a DFI may convince other potential (private) investors to participate, thus
mobilizing more capital. Finally, a sufficiently large equity investment typically grants investors access to the
company’s management, enabling them to help steer the company. This power can attract investors who believe
that their expertise and influence can increase the value of the company and, consequently, the value of their

equity stake.

Equity investments tend to be the second most common instrument used by DFIs to support the private sector
in developing countries. Equity investments accounted for 28 percent of all disbursements made by the IFC
in 2011 (loans represented 67 percent).** Equity and quasi-equity instruments (no disaggregated figures were
available) also represented 52 percent of the total portfolio of the 15 development finance institutions that are
members of EDFL.* In the case of the AfDB, equity investments only represented a little over six percent of
all private sector operations approved in 2011; loans made up almost 94 percent.*

Table 6. Main types of equity instruments

Type Main features
Private equity Purchase of shares of a company not publicly listed on a stock exchange. Typically purchased through special-
ized investment funds such as venture capital, private equity or hedge funds, or funds of funds.
Public equity Purchase of shares of a company listed on a stock exchange. Can be purchased directly or through investment
funds.
Sources®

'The use of equity instruments in developing countries faces a number of problems. “Equity investments are
appropriate in markets with an up-side potential promising higher reward compared to other instruments
[debt].”*® Equity investments imply higher risk than loans (in cases of default, all debt has to be repaid first),
and investors expect higher rates of return compared to debt instruments. As discussed previously, most com-
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panies in lower income countries are informal subsistence and family businesses with little potential to grow
into major companies, and therefore of little interest to most equity investors, particularly international investors.

Moreover, equity investments usually require a strong legal
framework, which tends to be weaker in low and lower-middle
income countries, as well as in fragile states.*” A survey of a
tries are informal subsistence and family  number of equity investors in developing countries found
businesses with little potential to grow that they’ gave top priority to (i) a legal framework defining
investors’ rights and obligations, and (ii) payment discipline
and enforcement.’® To an extent, these concerns might also
little interest to most equity investors, apply to other types of investments, but equity investors are
particularly international investors. more likely to seek reassurance that they can operate within
a clear legal framework governing capital markets, which are
generally weak in lower income countries. For example, the
CTF has recognized that uncertainty about the legal frame-
work surrounding investors’ rights and operations is one of the main reasons why equity investments are not
possible in all countries.” Further, equity investments require the existence and enforcement of regulations that
provide for the repatriation of profits and a ‘safe’ exit strategy for the investor.

Most companies in lower income coun-

into major companies, and therefore of

Like debt instruments, equity investments require substantial exploratory work and in-depth knowledge of
the private sector in the country of interest. This can be a major challenge for DFIs and climate funds that do
not have a significant presence in developing countries. There are investment funds that specialize in MSMEs
in developing countries and/or specific sectors and can help bridge knowledge gaps, bringing more experience
working in various developing countries and different perceptions of the actual risks and institutional and legal
frameworks. For example, the EIB has invested in Convergence Partners, an investment fund based in South
Africa that specializes in communication networks and technology in Africa.’? Similarly, the IFC has invested

in MUSE Capital Advisors Limited, an investment fund based in Mauritius that specializes in high-growth
Indian SMEs.*

Developing country equity funds
The use of investment funds is not a silver bullet, raising serious transparency and ethical concerns similar to

those of credit lines for financial intermediaries, including weak monitoring and evaluation, and inadequate
environmental and social protections (as described in chapter 5).

Corruption, fraud and money laundering can also be a problem. For example, the IFC invested in Emerging
Capital Partners (ECP),’* a private equity firm, despite knowing that the firm had hired a private investigator
to look into the life of a whistleblower who alerted ECP’s institutional investors about corruption allegations
in Nigeria. That whistleblower now lives outside the country for fear of retribution.

In addition, many investment funds are based in tax havens, or secrecy jurisdictions. For example, 90 out of
the 134 investment funds supported by the CDC Group, a British DFI formerly known as the Commonwealth
Development Corporation, and 29 out of the 35 funds used by Norfund, Norway’s DFI, are based in jurisdic-

tions considered tax havens.>> Many of these jurisdictions have regulations that allow registered companies to
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operate behind a veil of secrecy. This obviously poses significant barriers to monitoring and evaluation and
undermines accountability, particularly for communities aftected by a company financed by the fund. Many tax
havens “have established systems that make the storage of information on ownership and activities voluntary
for the owners and managers of these enterprises.” Thus, often even the investors in the fund cannot be iden-

tified.

Finally, by supporting investment funds based in tax havens, DFIs and
By supporting investment funds  climate funds are very likely helping to erode the tax base of developing
based in tax havens, development countries. For example, many tax havens have treaties to prevent double
. . : taxation. Thus, an investment fund could set up shop in a tax haven
finance instutions and climate (such as Mauritius, which has treaties with many African countries)
funds are very likely helping t0  and then invest in a number of developing countries. The fund would
erode the tax base of developing then ensure that the revenue generated in the developing country, where
the tax rate is likely to be substantially higher, is instead taxed at a very

countries.
low rate in the tax haven, depriving the developing country of much

needed funds for healthcare, education, infrastructure and other es-
sential public goods and services. Further, tax havens play a central role in illicit capital flows from developing
countries, estimated at $725 to $810 million annually.*’

3.6 Quasi-equity

Quasi-equity instruments have both equity and debt features. They are designed to fill in the gap between debt
instruments (which are considered safer in case of liquidation because debts are the first to be repaid) and equity
(which is considered riskier in case of liquidation because all creditors have to be paid first). These instruments
can be based on either debt or equity. When based on debt instruments, they are usually loans with a lower
repayment priority. When based on equity instruments, they offer greater protection than normal stock by mak-
ing reimbursements or payments preferential compared to normal shareholders. The IFC usually defines quasi-
equity investments as ‘C’loans. Table 7 summarizes the main types of quasi-equity investments used by DFIs.

Table 7. Main types of quasi-equity instruments

Type Main features

Subordinated or junior loans A loan that has a lower repayment priority than other loans in case of liquidation.

Mezzanine loans Junior loans with a very low priority of repayment and which can be repaid in equity, in addition to cash.
Preferred stocks Equity investment with some characteristics of a debt instrument. Preferred stock gives an investor a

higher dividend (closer to the rate of the company’s bonds) than the company’s common stock and places
an investor before a common shareholder in bankruptcy. However, owning preferred stock typically does

not give a holder voting rights in a company.

Convertible bonds A bond that can be converted into shares of common stock or into cash of an equivalent value. Interest

is paid before any dividends, and it is therefore safer than an equity investment.

Sources®®
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It is difficult to find accurate data about the volume of quasi-equity investments for difterent DFIs. Some, such
as the IFC, usually include quasi-equity instruments together with loans in their annual accounts, while EDFI
reports them together with equity investments. It is generally believed that they are smaller than the size of debt
and equity instruments. For example, out of the almost $6.9 billion the IFC disbursed in 2010, only $926 mil-
lion (13.6 percent) was in the form of quasi-equity instruments.*® Within quasi-equity instruments, those based
on debt were more common and accounted for $857 million, while those based on equity instruments repre-
sented $69 million.

Like all relatively sophisticated financial instruments, equity-based
quasi-equity investments, such as preferred stock and convertible Debt-based quasi-equity instru-
bonds, are not adequate to target private companies in most develop-  ments usually have high interest
ing countries, as they only cater to companies in the formal economy
and are inadequate for MSMEs. The use of equity-based quasi-equity
instruments requires an elaborate legal framework, including clear
company regulations on the exercise of options, sharcholder rights, ~enterprises in developing countries.
etc. Such a framework does not exist in all countries.®® Moreover,
equity-based quasi-equity instruments require advanced financial
management and accounting systems. MSMEs have rather limited capital needs and cannot afford to issue
preferred stocks or convertible bonds. As a consequence, MSMEs usually find it very costly and impractical to
use equity-based quasi-equity instruments as a form of finance. ¢

rates that make them unsuitable

for most micro, small and medium

Debt-based quasi-equity instruments are simpler to use. However,
The use of equity-based quasi-eq- they appear to have limited potential for the private sector in low and
lower-middle income countries, as they pose the same problems of
limited distribution and high transaction cost posed by direct lending
orate legal framework, including  and bond financing. Therefore, it is more likely that debt-based quasi-

clear company regulations on the equity will support large multinational companies than MSMEs.

uity instruments requires an elab-

exercise of options, shareholder  In addition, debt-based quasi-equity instruments usually have high
rights, etc. Such a framework does ~ interest rates that make them unsuitable for most MSMEs in develop-
ing countries. Theoretically, GCF money could be used as subordinated
debt, in order to leverage private debt at a lower interest rate. However,
past experience shows that subordinated debt, even when provided by
DFTs, comes at a price. For instance, the EIB applies an interest premium of 10 to 13 percent over reference
interest rates when using mezzanine loans.®> An Estonian DFI that supports projects within the country ap-
plies rates of 9 to 18 percent, plus a 2 to 7 percent “success fee” on the profits at the end of the loan.** A more
affordable way that the GCF could offer debt-based quasi-equity is to do so at below-market rates.

not exist in all countries.

3.7 Risk instruments

The instruments examined below are designed to tackle one or more specific risks in developing countries. They
can operate in several different ways: they can protect investors directly, they can protect a third party involved
in a project (e.g. bank lenders) or both.
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Many “de-risking” instruments deployed by DFIs are intended to lower the cost of capital for developing
countries, and thus mobilize private companies and financiers who otherwise would require higher returns to
be involved. By bridging this gap, and making previously unviable investments “bankable,” they are considered
one of the most high-leverage instruments to mobilize the participation of private financiers and foreign direct
investors. Risk instruments can be deployed for both government-sponsored and private sector activities, and they
tend to focus on crowding in private finance. For example, partial risk and partial credit guarantees (discussed
below) provided by the World Bank’s International Bank for Reconstruction and Development are typically
extended to government borrowers to implement public infrastructure; however, the guarantees actually cover
payments to private creditors in the case of government default.

Table 8. Main types of risk instruments

Type Main features
Credit guarantees A commitment to fulfill loan or bond payments if a borrower cannot meet the payments.
Investment guarantees Mainly political and macroeconomic risk insurance for investments in developing countries. This includes risks

such as violence, revolution, expropriation and currency inconvertibility.

Sources®*

Credit guarantees help public and private sector borrowers to access loans or bond financing by ensuring credi-
tors the repayment of all or part of their debt. They can also be used to extend loan maturities or to compensate
for a lack of creditworthiness or collateral, thus alleviating credit constraints in developing countries. Credit
guarantees can take various forms. For example, guarantees can be provided to investors who have bought bonds
issued by a government utility. A loan guarantee can be provided to a commercial bank lending to a farmers’
association, in order to allow the association to borrow more cheaply.

Loan guarantees are provided by many DFIs, including the IFC, EIB and AfDB. In 2011, the European
Investment Fund, a branch of the EIB, approved a total of 47 loan guarantee operations with a total value of
€1.46 billion ($1.96 billion).* That same year, the IFC issued approximately $529 million in loan guarantees.*

'The main limitation of loan guarantees for the private sector is penetration. As discussed throughout the report,
it is very difficult for DFIs and climate funds to target MSMEs directly in developing countries. A potential
solution is the use of guarantees to incentivize lending by intermediaries, for example, by guaranteeing a portion
of the loans provided to private companies by a domestic bank. Most of the guarantees provided by the EIB’s
European Investment Fund fall within this category and are intended to increase loans to MSMEs. But, as has
been mentioned, working through financial intermediaries poses large challenges in terms of transparency, track-
ing, monitoring, evaluation, accountability, and as discussed in chapter 5, social and environmental standards.

Investment guarantees cover risks of private financiers in developing countries and are typically used in for-
eign direct investment operations. Most guarantees cover political and macroeconomic risks, including war
and terrorism. They are usually available from specialized bilateral and multilateral institutions. Export credit
agencies (ECAs), as the bilateral institutions are usually known, have been designed to promote and protect
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the commercial interests of companies in the ECA’s home country. The World Bank’s Multilateral Investment
Guarantee Agency (MIGA) is an example of a fully specialized multilateral guarantee agency. As a multilateral
agency, it has a broader mandate than ECAs and focuses on promoting FDI in developing countries. In 2011,
MIGA issued a total of 50 new guarantee contracts, insuring $2.1 billion.

'The track record of investment guarantees suggests that they are not optimal tools to leverage private climate
finance for developing countries for two main reasons. First, investment guarantees (i.e. political risk guarantees)
apply essentially to FDI, and we have concluded that the GCF should focus on developing countries’ domestic
private sector. There are practically no examples of political risk guarantees covering foreign financiers of do-
mestic companies.

Secondly, investment guarantee agencies can contribute
Investment guarantees (i.e. political risk  to odious debt and unsustainable debt loads. Guarantors
can seek reimbursement of payments made to companies
when a guarantee is triggered, even for badly-designed or
corruption-laden projects. For example, at the end of the
that the GCF should focus on developing  Suharto regime, Indonesia signed a contract to build 27
countries’ domestic private sector. power plants that received guarantees from the U.S. and
Germany. The contract required the government to buy
electricity at a high price, despite suspicions that Suharto’s
family had personal interests in the enterprise.”” When the Suharto regime collapsed, the new government
cancelled some of the remaining contracts, triggering significant political risk insurance claims. In another
Indonesia-related example, in the 1990s both MIGA and the U.S.-based Overseas Private Investment Cor-
poration provided investment guarantees to the Freeport McMoRan gold and copper mine in West Papua,
which created significant environmental impacts, undermined local livelihoods and relied on the Indonesian
military to provide security for the project. The provision of political risk insurance for this project contributed
to increased human rights violations and security risks, thus aggravating the very political risks that the agencies
were supposed to insure against.

guarantees) apply essentially to foreign

direct investment, and we have concluded

Under certain circumstances, such as in cases of civil unrest that severely damage a project’s assets, the guaran-
tor may compensate a private company and then subsequently try to claim the money back from the developing
country’s government, through requiring host government counter-guarantees. This liability can become part of
the country’s official debt. The problem is compounded because resolving claims is usually a lengthy process, and
often interest continues to accrue. For instance, in 2003, investors in Ethiopia were still litigating 27-year-old
claims due to expropriation of their assets.®® When Denmark cancelled Sudan’s debt, all of which was related
to investment guarantees, 90 percent of the debt was interest accrued after 1984.
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Chapter 4: Deconstructing additionality and leverage

Proponents of using GCF resources to “leverage” private finance point to all of the abovementioned financial
instruments as a way to mobilize “additional” capital. But what do “additionality” and “leverage” actually mean?

4.1 What is meant by additionality?

'The Governing Instrument of the GCF includes a mandate for the GCF to provide “additional” finance. How-
ever, the meaning of “additional” has been the subject of rigorous debate, with questions raised about what it
means and how it can be consistently measured.” Determining additionality is particularly important when public
institutions deploy scarce financial resources in conjunction with private finance or for private sector activities.

Additionality is frequently characterized by two main components: ”*

¢ Financial additionality: Would the private investment have happened anyway? This is the most common
approach to define additionality. Without financial additionality, instead of leveraging private finance,
the public institution is simply subsidizing private financiers and companies, or competing with them.

e Operational and institutional additionality: Is the resulting investment better aligned with the aims of
the public institution backing it? Have there been improvements in, for example, the environmental or
social performance of the investment as a result of the public institution’s involvement?

A lack of financial additionally is common among DFIs. For example, an audit of projects supported by the
Swedish DFI, Swedfund, found that 8 out of the 12 companies they interviewed stated that the investment
would have gone ahead without public support.” Operational additionality also is often inadequately addressed
by DFIs. An evaluation of IFC lending by the World Bank’s own Independent Evaluation Group found that
“at least one form of operational or institutional additionality was identifiable in about one-third of the cases.”
A more recent report focusing on financial intermediaries concluded that around 30 percent of the projects did
not show any improvements as a result of the IFC’s involvement and that figure increased to 60 percent in the
case of sub-projects.” (More analysis of the use of financial intermediaries can be found in chapter 5.) This casts
doubt on the ability of the IFC, and potentially other DFIs, to improve the private investments they support.

When DFT investments are evaluated, additionality is
An audit of projects supported by the usually considered as one of multiple criteria, rather than
as a condition the private sector project must fulfill, thus
contributing to approval of projects that are not actually
Swedfund, found that 8 out of the 12 ,4ditional ® GCF support for the private sector must dem-

companies they interviewed stated that the  onstrate financial and operational/institutional additionality.

Swedish development finance institution,

investment would have gone ahead without  Monitoring additionality requires comprehensive ex-ante
public support. and ex-post assessments and an evaluation system that looks
at both financial and operational/institutional additional-
ity. Existing ex-ante assessment systems appear unable to
account for operational/institutional additionality. While they usually measure the relevance of the project and
its expected performance (measured through variables such as effectiveness, efficiency, sustainability and envi-
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Community members raise a IKWh turbine, South Africa. Photo credit: Jane Harley.

ronmental impact), they do not look at these issues from an operational/institutional additionality perspective.
Ex-ante evaluation systems could be improved by including new criteria such as, for example, how does the
involvement of the DFI contribute to increasing the company’s environmental, social or fiduciary standards?

4.2 What is meant by leveraging?

In the context of the GCE, the concept of “leverage” can be generally defined as the ability to use public money
to mobilize other funds for investment in a specific project or activity. However, beyond this basic principle,
there are important differences that affect the way leverage ratios are computed. Further, many questions have
also been raised about assumptions behind whether public funds really
did, in fact, mobilize private investment. The majority of project costs

Calculating leverage ratios — failure to differentiate between public ~ supported by development fi-

and private money nance institutions tend not to
When it comes to leveraged private finance, one would presume a e shouldered by private finan-
leverage ratio of 1:2 means that one unit of public investment leverages
two units of private sector investment. However, this is often not the .
case. There are multiple methodologies for estimating leverage ratios, the use of most leverage ratios.

ciers, a fact that is unclear in
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and many public financial institutions count both private and
public finance in their leverage calculations, which leads to in-
flated leverage ratios.

For instance, the World Bank’s Clean Technology Fund (CTF)
and the Global Environment Facility (GEF) calculate leverage
ratios as the ratio between the finance they provide to the project
and the total amount of funding provided by other financiers,
without differentiating between public and private sources.”®
'Thus, a project with a total cost of $100 million that has a CTF
contribution of $10 million would have a leverage ratio of 1:9,
regardless of whether the other $90 million comes from pub-
lic sources (such as other multilateral development banks and
governments) or private sources.

'The same project can also have different leverage ratios depend-
ing on which institution’s methodology for leverage calculation
is used. For example, the World Bank uses a different approach

Playing with math: Clean Technology
Fund project in Colombia

'The total funding for a CTF project in Colombia
was $2,996 million, split among the following:
CTF ($150 million), Colombian government
($770 million), private sector ($1,250 million),
MDBs ($726 million) and other ($100 million).

The CTF claims a leverage ratio of 1:19 for the
project.® But by including the contribution of
the Colombian government and the MDBs, the
World Bank assigns a misleadingly outsized role
to the leverage potential of CTF money. The ac-
tual public to private finance leverage ratio, cal-
culated using the CTF’s methodology, at 1:8 is
less than half of the CTF’s claimed ratio.

in its infrastructure projects and simply divides the total costs of
the project by its contribution to the project.”” Using the same
example provided above, its leverage ratio would instead be 1:10. Here, also, the World Bank fails to differentiate
between public and private finance. MIGA uses the same approach, although it uses guarantees. Thus, MIGA

divides the total amount of private investments by the amount of the guarantees provided.”

Inflated claims of leverage

'The actual potential to raise additional private climate finance is significantly less than what the leverage ratios
of institutions like the CTF and IFC would suggest. The majority of project costs supported by DFIs tend not
to be shouldered by private financiers, a fact that is unclear in the use of most leverage ratios. For example,
private finance in private sector projects supported by the GEF and CTF averages 35.6 percent and 23.7 percent
respectively (or, alternately, the public component is much larger — 64.4 percent and 76.3 percent, respectively).®!

Public funds often already earmarked

Public funds generally cannot be “leveraged” in the same way
as private funds because they are usually earmarked for specific
purposes or belong to specific budget lines. Governments tend
to have detailed national budgets and money cannot be easily

When multiple public actors are in-
volved in a project, they may end up
claiming to have leveraged each other’s

money, which leads to double counting.
moved from one budget line to another; funds designated for

adaptation, for example, would have “happened anyway.” This is
probably the case of the $770 million contributed by the Colombian government to the CTF project. Similarly,
MDBs contributed a total of $726 million, but it is likely they would have spent part of the money on climate
projects regardless.
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Double counting

When multiple public actors are involved in a project, they

may end up claiming to have leveraged each other’s money, [n the case of the Clean Development
which leads to double counting. Co-financing of a project in

) ) i Mechanism, researchers even found
collaboration with another DFI is quite common. For example,

the GEF may contribute $100 million, the IFC another $200 evidence of a paradox in which
million and the private sector a further $300 million. Using the ~ projects with lower leverage ratios
CTF methodology, the leverage ratio of the GEF is 1:5, while  , hieved better results than those with
the leverage ratio of the IFC is 1:2. Moreover, the GEF could
claim to have leveraged the IFC money, while the IFC could
make a corresponding claim on GEF money. The leverage
potential of each institution’s money is thus further inflated.

higher leverage ratios.

Are high leverage ratios better?

Existing literature often suggests that high leverage ratios are better because of the implication that public
funds are being invested more effectively.® However, this only holds true in a very limited number of cases and
only if the additionality of the leveraged funds can be proven.

When a public institution claims a project has a high leverage ratio, this simply means that a large share of
the cost is coming from other sources, with that particular public institution’s contribution only representing
a small part. Using the previous example from Colombia, the CTF’s contribution to the project is a little over
five percent of the total costs. It is possible that the CTF provided the first five percent of the funding and
actively recruited new financiers for the remaining sum, but in all likelihood, most, if not all, of the remaining
95 percent of the funds required for the project were already available. A project with so much funding already
raised is likely to go ahead regardless of the CTE, either in its current form or with some minor modifications
to account for the gap — yet the CTF claims to have mobilized 19 times its own contribution.

In addition, projects with high leverage ratios tend to show greater discrepancies between what public in-
stitutions intend to fund and what the projects actually accomplish; high leverage ratios generally mean that
the influence of the DFI is significantly diluted, particularly with respect to improving the environmental or
social performance of a deal (operational additionality). Using the example above, a five percent contribution
is unlikely to grant the CTF a lot of say over the project. A survey of GEF projects with high leverage ratios
found that, in reality, most of the total project funding went to activities the GEF would not normally fund.®
Research looking at 232 Clean Development Mechanism (CDM) projects and 370 GEF projects failed to find
a correlation between leverage ratios and mitigation efhiciency. In the case of the CDM, researchers even found
evidence of a paradox in which projects with lower leverage ratios achieved better results than those with higher
leverage ratios.®

'That said, there are a limited number of circumstances in which public institutions contributing small amounts
of finance might be able to claim significant leverage ratios. For example, the signal a public institution sends
to potential private investors by putting itself forward as the first investor to commit to a new venture may lead
to truly additional private investment, though the project itself should also be operationally additional.
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Chapter 5: Social, environmental and fiduciary standards

5.1 Existing standards, scope and implementation

Environmental and social standards are commonly known as safeguards, and usually include a set of minimum
criteria, as well as indicators or guidelines, to measure performance. They play a number of important roles within

DFTs and climate funds, including:
e Prevention: minimum procedures and standards help to prevent and mitigate harm.
o Decision: standards are used as a reference to compare projects and take funding decisions.

e Steering: standards help to ensure that projects respond to the mandate of the institution and help steer
investments in a given direction. The better aligned a project is with the standards, the greater the chances
are that it will be approved.

e Monitoring and evaluation: standards provide the basis for monitoring and evaluations systems.

e Accountability: standards are used to monitor compliance and to trigger sanctions in cases of non-
compliance. In addition to internal accountability, standards also increase external accountability by
providing stakeholders with compliance or grievance mechanisms.

Fiduciary standards represent another key category of standards that pertain to financial management and
integrity, and include key areas such as anti-corruption and transparency measures. Additional standards often
apply, like the exclusion of certain activities (e.g. weapons manufacturing).

Environmental and social standards

These standards generally include a minimum set of criteria and both ex-ante and ex-post evaluation mecha-
nisms to ensure a minimum level of performance in a number of areas. For example, in the case of the IFC,
environmental and social standards include eight different areas: assessment and management of environmental
and social risks and impacts; labor and working conditions; resource efficiency and pollution prevention; com-
munity health, safety and security; land acquisition and involuntary resettlement; biodiversity conservation and
sustainable management of living natural resources; Indigenous Peoples; and cultural heritage.

'The World Bank’s Strategic Climate Fund (SCF), CTF and the Adaptation Fund do not have their own social
and environmental standards but rely on those of their implementing entities (an entity that implements the
project on their behalf). The CTF and SCF work through MDBs and rely on MDB standards. The Adaptation
Fund may also operate through national implementing entities (i.e. direct access) and regional implementing
agencies, in addition to MDBs and other multilateral implementing entities (for example, UN Development
Program). The Adaptation Fund does not require implementing entities to have their own environmental and
social safeguards in place.

The lack of a common set of standards and procedures for the SCF, CTF and Adaptation Fund makes it
difficult to ensure all projects have consistent social and environmental performance and align with the funds’
goals. Similarly, sector and general performance reviews and evaluations can become unwieldy and of diminished
meaning because of the use of different monitoring and evaluation methodologies and systems.
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Table 9. Summary of standards and safeguards used by a sample of DFIs and climate funds

The GCF Governing Instrument requires the establishment of robust fiduciary, social and environmental standards.
The table below provides basic information about how a sample of climate funds and DFIs employ such standards. It
also includes information about responsibility for monitoring individual projects, whether financed directly or through

[financial intermediaries.

Global
Environment
Facility Trust
Fund

Clean
Technology
Fund

Strategic
Climate Fund

Adaptation
Fund

International
Finance
Corporation

European
Investment

Bank

African
Development
Bank

Multilateral In-
vestment Guar-
antee Agency

Sources®®

Environmental

& Social

Yes

Individual operations
covered by safeguards
of implementing

MDBs

Individual operations
covered by safeguards
of implementing

MDBs

No institutional safe-
guards, use safeguards
of implementing

MDB:s if they are the
chosen implementing
entity (often operates
through national

implementing entity)

Yes

Yes

Yes, but less detailed
than EIB or IFC, cur-
rently working on an
Integrated Safeguards
System similar to IFC

Yes

Fiduciary

Financial man-
agement

Individual opera-
tions covered by
safeguards of
implementing
MDBs

Individual opera-
tions covered by
safeguards of
implementing
MDBs

Financial man-
agement

Financial man-
agement, tax
havens,
exclusion list

Financial man-
agement,
exclusion list

Financial man-
agement, exclu-
sion list

Financial man-
agement, exclu-
sion list

Monitoring responsibility
for directly-financed
activities

Implementing entity, GEF has

an overview role across agencies
and focal areas

Implementing entity

Implementing entity

Implementing entity, Adaptation
Fund provides general overview

IFC’s own project management,
monitoring and evaluation
systems

EIB’s own project management,
monitoring and evaluation
systems

AfDB’s own project manage-
ment, monitoring and evaluation
systems

MIGA’s own project manage-
ment, monitoring and evaluation
systems

Monitoring
responsibility for

financial intermediaries

Implementing entity

Implementing entity

Implementing entity

Depends on implementing

entity

Primarily self-assessment and
reporting by intermediary based
on IFC’s standards

Primarily self-assessment and
reporting by intermediary based
on EIB’s standards

Primarily self-assessment and
reporting by intermediary based
on AfDB’s standards

Primarily self-assessment and
reporting by intermediary based
on MIGA’s standards
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Fiduciary and other standards

'The most common fiduciary standards are related to financial management practices. They typically have a
purely fiduciary purpose and try to guarantee that the project partner has systems in place to ensure the money
is spent as planned. Examples include robust accounting and auditing systems. Again, the CTF and SCF do
not have their own fiduciary standards, with the lack of a common set of standards potentially causing difficulty
ensuring consistent performance across projects.

DFTs also commonly use exclusion lists to guide their private investment decisions. Excluded activities often
include production of or trade in weapons, tobacco, radioactive materials and, more generally, the production or
trade of illegal products or activities covered under international agreements. In some cases, specific activities
related to the environment are excluded, such as drift net fishing.® The lack of clear exclusion lists for climate
funds examined in the table is concerning. Given the climate crisis and the mandate of climate funds, a number
of activities should clearly be off limits — for example, financing fossil fuel-related projects.

Finally, it is worth highlighting the IFC’s policy on the use tax havens. As discussed previously, the use of tax
havens leads to an erosion of the tax base of developing countries, serious transparency deficits, potential money
laundering and a host of other criminal and ethical concerns. Although the IFC’s policy is very weak — it is
based on the Global Forum process which has failed to identity and curb the impact of tax havens®” — it does
help to set a nascent precedent for other DFIs. Several DFIs work with a large number of partners based in tax
havens, especially investment funds.

Monitoring and evaluation

Monitoring and evaluation systems are essential to provide regular infor- ~ An evaluation of the World
mation on the implementation of standards for supported projects and pro-
vide the data necessary for subsequent evaluations. Unfortunately, evidence
suggests that monitoring and evaluation of projects implemented by DFIs is
poor. For example, an evaluation of the World Bank’s performance recently ~ a third of World Bank
concluded that “more than a third of World Bank projects had inadequate projects had inadequate
environmental and social supervision, manifested mainly in unrealistic
safeguards ratings and poor or absent monitoring and evaluation. Results
varied significantly by region, with East Asia and Pacific having the best
and Sub-Saharan Africa having the worst record.”®

Bank’s performance recently

concluded that “more than

environmental and social

supervision.”

In the case of the IFC, the evaluation concluded that more than a quarter of the projects had “inadequate
supervision.” Poor monitoring is also a common problem in projects funded by the AfDB. Evaluations based
on a sample of projects pointed to the weaknesses of monitoring and evaluation systems and the poor quality
of the data they generate.”

Monitoring and evaluation are further complicated when projects are channeled through different implement-
ing entities. This is the case for the CTF, SCF, Adaptation Fund and GEF, for example. The lack of a common,
consolidated set of standards and monitoring and evaluation systems can make it difficult to ensure consistency
among projects. For example, the GEF has reported discrepancies between narrative and quantitative ratings
it has received from its implementing agencies.” Thus, the same project could receive a different performance
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rating depending on the monitoring system used. In one example, the GEF concluded that the Romanian
Energy Efficiency Fund was an example of an unsuccessful project,” while the World Bank’s final evaluation
concluded it was satisfactory.”

Without common standards, a public financial institution has less influence over the monitoring and evalua-
tion activities being performed by its implementing entities.

5.2 Financial intermediaries: a particular concern

As discussed previously, any attempt to meaningfully reach MSMEs in developing countries would likely
require the prolific use of financial intermediaries. More than 40 percent of the IFC’s portfolio now includes
investments in financial markets, private equity funds and
trade finance.” But financial intermediaries pose substantial
challenges when it comes to implementing social, envi-
ronmental and fiduciary standards, as well as transparency
and accountability. ness to assess and monitor the development,

When the IFC wants to work through a financial in- social and environmental impact of these
termediary, it assesses whether the intermediary has an sub—projects.
environmental and social management system. Depending
on the IFC’s assessment of the risk of the intermediary’s
portfolio, it will then require that the intermediary comply with either national laws; national laws and an IFC
exclusion list; or national laws, an exclusion list and performance standards (i.e. safeguards). In practice, it is
rare for the IFC to require the application of the performance standards.

Financial intermediaries do not necessarily

have the capacity, knowledge or willing-

Once the approval process is complete, DFIs predominantly rely on the information provided by the inter-
mediary itself, even for sub-projects with medium and high levels of risk for harmful social and environmental
impacts. For example, the IFC delegates most responsibility for assessment, categorization, monitoring and
oversight responsibilities for sub-projects and other activities to the financial intermediary and relies on self-
reported data. In 2009, 58 percent of IFC financial sector investment went toward projects of high or medium
risk of harmful social and environmental impacts.”* Yet financial intermediaries do not necessarily have the
capacity, knowledge or willingness to assess and monitor the development, social and environmental impact of
these sub-projects, or to take corrective measures, should they be necessary. Some IFC financial intermediaries
themselves have even expressed doubts on these points.”

Further, while the overall disclosure and transparency of DFIs have improved significantly over the years,”
this is not true for the financial intermediaries they finance. DFIs disclose little information about the sub-
projects that their intermediaries finance. In fact, a recent report looking at the debt and equity instruments
used by six major DFIs — including the IFC, AfDB and EIB — found that they do not generally disclose any
information about the final beneficiaries, the amounts invested and the standards they apply, and in the limited
cases where disclosure did occur, it was only with the consent of the intermediary.”” Indeed, for high risk sub-
projects, the IFC provides information about the locations, sectors and names of the projects only once a year.
No information is made public about medium risk subprojects. This lack of transparency precludes even the
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possibility of knowing if safeguards are applied to these projects, which, of course, prevents civil society par-
ticipation, including that of affected communities, in the monitoring and evaluation of sub-projects.

'The fall-out from the plethora of shortcomings of DFI financial intermediaries was recently in full view in an
audit conducted by the Compliance Advisor-Ombudsman (CAO) — the independent recourse mechanism of the
IFC and MIGA — on the IFC’s financial market lending.
The CAO found that the IFC conducts “no assessment of

whether the [environmental and social] requirements are i o
successful in doing no harm,” and that, “The result of this 1% the more difficult it will be for the GCF

'The greater the use of financial intermediar-

lack of systematic measurement tools is that IFC knows  to confront the proclivity of the financial
very little about potential environmental or social impacts
of its [financial market] lending.” In other words, the CAO
criticized the IFC for focusing on financial intermediaries’
development of social and environmental management tal and social outcomes of their transactions.
systems, instead of real-life social and environmental out-
comes. The CAO found that “the proportion of cases of

sector to desire less disclosure, less liability

and less accountability for the environmen-

non-improved performance was around 60 per cent at the subclient [i.e. sub-project] level, which is where IFC
seeks to really have an impact.” Further, the CAO pointed out that most financial intermediaries do not have
a development mandate, so they often cannot justify any additional measures to ensure a positive development
outcome — and the IFC does not provide them with the “business case” for doing so.

The CAO additionally found that 10 percent of the projects they examined were not compliant with the IFC’s
already compromised environmental and social requirements, and in a further 25 percent, compliance was par-
tial or unclear.”® Remarkably, the IFC seems to have made little effort to correct the problem. The CAO report
states that it was “surprised to find a number of examples where failure to comply with E&S [environmental and
social] covenants in legal agreements did not cause IFC to refuse additional IFC financing.” Even in some cases
where noncompliance was undeniable, the IFC failed to use the provisions that would allow it to exit the project.

'The European Bank for Reconstruction and Development’s (EBRD) own evaluation department found that at
least 25 percent of financial intermediaries did not implement the EBRD’s standards as expected and acknowl-
edged that the figure could be much higher.”” In the case of sub-project monitoring, the evaluation found that
only 55 percent of the intermediaries monitored environmental requirements in a proactive way, even though
“proactive monitoring” only requires “checking documents at the higher risk sub-projects at least once per year.”®

'The greater the use of financial intermediaries, the more difficult it will be for the GCF to confront the pro-
clivity of the financial sector to desire less disclosure, less liability and less accountability for the environmental
and social outcomes of their transactions.
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This report has sought to begin to answer the question: can the GCF effectively and equitably meet the adapta-
tion and mitigation needs of people in developing countries through mobilizing private finance and supporting
the private sector, and, if so, how? As has been demonstrated, the GCF should approach private companies and
financiers slowly and with a high degree of caution, and only engage them to the extent that they can guarantee
compliance with high standards on environmental, social and development effectiveness; the implementation
of robust due diligence processes designed to address financial, social and environmental risks; and produce ef-
fective mitigation and adaptation outcomes.

In limited circumstances and with a number of stipulations, GCF efforts to mobilize private finance may
contribute to meeting developing countries’ needs, but it is no silver bullet and will be especially difficult to de-
ploy in low and lower-middle income countries. Private climate finance cannot be a substitute for direct public
support, and adaptation in particular is likely to offer few commercially profitable opportunities for private
financiers. At least in the short term, low and lower-middle income countries will offer few opportunities for
private financiers, compared to higher income countries. Without intentional steering, GCF efforts to mobilize
private finance are likely to bypass low and lower-middle income countries, as well as marginalized communi-
ties in all developing countries.

Similarly, directing finance towards private sector companies has limitations. Micro, small and medium enter-
prises are the most important economic actors and provide most of the employment in developing countries.
However, most MSMEs focus on subsistence, with high informality rates, low returns and low investment vol-
umes. As a result, they are often ignored or bypassed by international donors and financiers. Without rigorous
and well-articulated effort to address this dynamic, the GCF would also be likely to do the same in its private
sector support.

Key lessons learned from DFIs and climate funds that support private finance:

e They tend to focus on large projects, most often involving foreign corporations. Without an extensive
local infrastructure to disburse finance, MSMEs are significantly more difficult to reach.

o 'They deploy a wide arrange of tools to support private companies, but many of them are inadequate
to support MSMEs in developing countries. Often, they deploy financial instruments that only reach
MSME:s in the formal economy, while businesses in the informal economy, which represent nearly 78
percent of the total, are bypassed. Also, DFIs frequently use financial intermediaries that expect high
rates of return (e.g. private equity funds) and require robust legal regimes. Many lower income countries
do not have many investible high-return opportunities or the legal and financial frameworks to support
these investments.

o 'They frequently fail to ensure that projects they support are truly additional and claim to maximize
leverage ratios based on methodologies that are inconsistent within and between institutions, and that
tend to include money provided by other public investors in their calculations. As a result, leverage ratios
frequently bear little relation to the efficiency of projects in achieving their goals.
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o 'Their preferred solution to challenges in working with MISME:s is to work through financial inter-
mediaries. But extensive evidence demonstrates that a reliance on financial intermediaries frequently
results in deeply inadequate monitoring and transparency, poor development outcomes, compromised
environmental and social standards and serious deficiencies in accountability to affected communities
and other stakeholders.

Recommendations — GCF support for appropriate private sector actors:

The following recommendations are offered with the caveat that, first and foremost, the GCF should priori-
tize meeting needs that, although urgent, are not profitable and therefore cannot be met by the private sector.

e All GCF financing should be driven by the adaptation and mitigation needs of developing countries,
reflecting a bottom-up process that especially targets and is responsive to the needs of the poorest and
most vulnerable to climate change.

e Any private sector activities supported by the GCF should be subject to the same governance struc-
ture as GCF-supported public sector activities. The possibility of a private sector facility with its own
governance structure, including the possibility of private sector board members, should be discarded.
Private investment experts can be well-placed to provide technical advice, but they must not be placed
in decision-making positions. The private sector facility should be a tool available to developing country
governments, should they decide to deploy it.

e The GCF should prioritize support for developing country micro, small and medium enterprises, with
special efforts implemented to reach the informal economy.

e The GCF should refrain from using leverage ratios as criteria to guide funding decisions at least until:

o A common methodology is established to calculate leverage ratios, and its usage mandated,

o Leverage ratios only reflect private, not public, funds mobilized,;

o Only private flows that are truly additional — both financially and operationally/institutionally — are
counted;

o Public actors are not allowed to claim that they have raised each other’s money. If diftferent public
institutions support the same project, leverage ratios should be calculated using the amount of private
finance that is proportional to their contribution in order to avoid double counting.

e GCF-supported projects and activities should:

o Be driven by government policies. These include climate-friendly economic development and indus-
trial policies, and adaptation and mitigation priorities identified in national plans and frameworks;

o Build domestic and local capacity and support the development of endogenous technology. This is
essential to ensure long-term, sustainable development;

o Attain the consent of communities in a process free of disinformation or intimidation and according
to the international principle of free, prior and informed consent;

o Use development- and climate-friendly procurement practices. The use of local goods and services
increases the positive impact of the project on the local economy and employment (leading to com-
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munities that are more resilient to the impacts of climate change), improves the transfer of capacity
and knowledge and contributes to reducing climate pollution from transportation;

o Be additional, which includes two components — financial additionality (would the private invest-
ment have happened anyway?) and operational/institutional additionality (is the resulting investment
better aligned with the aims of the GCF?);

o Adhere to clear, binding and uniform social, environmental and fiduciary standards, in line with in-
ternational best practice, as established by the GCF.

e Although using GCF funds to finance foreign companies is not advisable, there may be limited circum-
stances in which it might be considered:

o 'The GCF should only support multinational corporations in very limited circumstances — when no
domestic option is available and at the request of the government of the respective developing coun-
try, and only in the context of demonstrable contributions to equitable and sustainable development;

o Any support for foreign direct investment must require foreign corporations to build local partner-
ships and alliances (i.e. linkages) and support local production under licensing agreements (rather
than importation, for example) so as to increase the capacity and knowledge of local actors, including
through training and employment.

e The GCF should establish clear, uniform and binding social, environmental and fiduciary standards, in
line with international best practice. Barring this, monitoring, reporting and evaluation of GCF-supported
activities — and, as a consequence, accountability to affected communities and other stakeholders —
cannot be optimally effective. All private finance supported by the GCF must uphold these standards,
including sub-projects financed through financial intermediaries. Proposals that fail to comply with the
minimum accepted performance in any of these standards should not be approved for GCF support.

e All private finance supported by the GCF must uphold financial oversight and private sector governance
standards in line with international best practice, including, but not limited to, prohibiting the use of tax
havens by private companies or financiers receiving support from the GCF.

e The GCF should establish an exclusion list that prohibits support for climate-polluting activities, such
as fossil fuel-related technologies, in addition to banning what DFIs already typically exclude (i.e. the
production or trade of illegal products or activities under international agreements).

e The GCF should take a highly cautious approach toward the use of financial intermediaries, and should
consider implementing a cap on their usage. Sub-projects financed by the GCF through financial in-
termediaries must be held to the same environmental, social, fiduciary and transparency standards as
investments that are directly financed by the GCF. A high bar should be set to invoke commercial con-
fidentiality on a strictly necessary basis. Assessment, categorization of risk, monitoring and oversight of
sub-projects should be a shared responsibility and not delegated solely to the financial intermediary. Any
self-reported data should be shared with affected communities and other stakeholders to verify its quality.
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Recommendations — GCF support for mobilizing private finance:

'The GCF should focus on mobilizing financiers and using financial instruments that primarily target govern-
ments and MSME:s in developing countries. Risk instruments, such as loan guarantees, are considered among the
most effective ways to leverage private investment, but an excessive focus on leveraging private investment (and
an overemphasis on deploying risk instruments) can lead to an unhealthy dynamic of “leveraging for leveraging’s
sake,” rather than a focus on what types of financing are best suited to meet the concrete needs of poor countries.

'The following financial instruments offer some potential to equitably and effectively support development-
friendly climate finance in developing countries:

e Grants can be used to support a
range of government-sponsored
mitigation and adaptation activities.
For the private sector, grants could
support important demonstration
projects; help capitalize, provide
reserves or otherwise strengthen
microfinance institutions; and pro-
vide technical assistance. Grant ele-
ments may also be added to loans
to provide more favorable terms to
government and, in limited circum-
stances, to appropriate private bor-
rowers in developing countries.

e Loans and bond financing can be
effective instruments to deliver cli-
mate finance, but they should not
add to unsustainable debt burdens
of developing countries. For the pri-
vate sector, the use of credit lines
through financial intermediaries
is the most likely to reach a large
number of beneficiaries, although, as
previously noted, many precautions
must be taken in to ensure the sub-
projects financed through financial
intermediaries comply with the
environmental and development

mandate of the GCF.

Recyclers’ cooperative “Coopersoli” in Belo Horizonte, Brazil. Photo credit: Leslie

Tuttle.
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e Loan guarantees could help to incentivize the flow of credit towards government and private sector ac-
tors in developing countries. But, again, in order to reach a large number of MSMEs, the GCF would
have to rely on financial intermediaries, which would require many precautions. Additionally, excessive
reliance on risk sharing instruments could give rise to accusations that climate funds serve to privatize
profits, while letting the public shoulder financial losses.

The following financial instruments are unlikely to equitably and effectively support development-friendly
climate finance in developing countries and should be de-prioritized or avoided:

e Direct equity investments by the GCF are unlikely to reach a significant number of companies from
low and lower-middle income countries. The market is small, opportunities are scarce, local knowledge
is often insufficient and the level of uncertainty is high. Relying on investment funds may help improve
penetration in developing countries, but they are subject to challenges similar to financial intermediaries;
they tend to be extremely opaque, and are often based in tax havens. This often undermines the tax base
of developing countries, compromises compliance with environmental and development mandates and
poses substantial challenges to accountability.

e Quasi-equity instruments are unlikely to find many applications in low and lower-middle income coun-
tries. In addition to the difficulties faced by equity instruments in general, equity-based quasi-equity
instruments, such as preferred stocks and convertible bonds, are not adequate to support MSMEs. Debt-
based quasi-equity instruments might be useful to support MSMEs with relatively high growth potential,
but the market is likely to be very small because the number of businesses with these characteristics is
significantly restricted in low and lower-middle income countries.

e Investment guarantees (i.e. political risk insurance) have a track record of largely targeting foreign, rather
than domestic, companies.
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