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KEY MESSAGES

«  Progressis being made in increasing the proportion of private finance directed
to green investment. But this is not happening fast enough, and the climate
finance gap faced by low-income and emerging economies (excluding China) is
acute. At the same time, Al and data centers are intensifying power needs in
developed countries, which will create a negative impact on capital and other
Inputs for clean energy in low-income countries.

« Public international finance has a critical and unique role to play in addressing
climate goals, including through helping to mobilize a more rapid shiftin
private finance to close the climate finance gap. But public international finance
is in short supply relative to demand, and the prospects for accelerating its
increase are low, given the severe pressures on public finances in traditional
donor countries.

»  The international community therefore needs to pay much more attention to
how the currently available flows of public international finance are used and
how they can be made more effective. The outcome of efforts to establish a new
collective quantified goal on climate finance at COP29 should provide a clear
mandate for this to happen.

«  This brief utilizes a push and pull framework. On the push side, it is critical for
the international policy community to better understand why so much private
finance is still going to brown investment, and insofar as this reflects moral
hazard or other perverse incentives, such as hydrocarbon subsidies, to take
urgent steps to push private finance away from brown investment.

« Additionally, it is critical to pull private finance to green investment by improving
the effectiveness of available public international finance and increasing the
proportion used to facilitate genuine risk bearing in conjunction with the private
sector and developingn a mechanism under which this can happen without
Imposing residual contingent risks on advanced country-donors.



SECTION 1: PREFACE

The latest developments in climate change are deeply
concerning. 2023 was the first year in which average
global temperatures exceeded 1.5 degrees Celsius
above preindustrial temperatures. Sea-level
temperatures have broken records every day for more
than a year.! Severe climate impacts are occurring
much sooner than many models have predicted.

Increasingly frequent extreme weather events linked
to climate change have caused loss of life and billions
of dollars in property damages and longer-term
economic effects across the globe. Damages resulting
from severe regional storms reached $76 billion in the
United States and Europe alone in 2023, of which $58
billion were insured.? The availability of insurance is
under threat in many regions, and the "protection
gap’—the difference between insured and uninsured
losses—is growing.®

There is also growing awareness of the link between
climate change and biodiversity loss and the serious
threat this poses for the global economy.

Against this background, the picture on climate
finance is mixed.

On the positive side, average annual climate finance
flows, driven by accelerating mitigation finance,
reached $1.46 trillion pa in 2021-2022, up sharply
from 2020-21, and are estimated to have reached
$1.5-1.6 tnin 20234 More recently, the International
Energy Agency (IEA) estimated that more than $2.0
trillion, including $844 billion in China, was invested
in clean energy alone in 2024 .5 Meanwhile, the
International Finance Corporation has estimated that

market issuance of green, social, sustainability, and
sustainability-linked bonds by emerging markets
(excluding China) grew by 65 percent in 2023 to reach
$111 billion over the year.®

However, these figures for current climate finance
Investment compare with a central estimate of needs
of $8 trillion per year, which will rise to $10 trillion per
year after 2030.” Moreover, the flows to least developed
countries and most emerging economies are
proportionately very small. Less than 3 percent of total
global climate finance in 2020-2021 went to least
developed countries, while 14 percent went to
emerging market and developing economies
excluding China.®

As a consequence, the climate financing gap for these
countries is acute. Emerging markets and developing
countries other than China will need to spend an
additional $1 trillion per year on climate-related goals
by 2025 (4.1 percent of GDP) and around $2 4 trillion
per year by 2030 (6.5 percent of GDP)°

The Climate and Energy Transition Finance (CETF)
team's mission is to tackle the urgent question of how to
close this current vast shortfall in the finance available
for climate action and the energy transition, particularly
in least developed and emerging economies.

The work of this team is complementary to the work of
the BWC's Multilateral Reformm Working Group (MRWGQ)
whose mission is to address how the multilateral
system can be strengthened to address 21st century
global challenges. In their first report, the MRWG took
an architectural view as to why progress on climate
finance has been limited up to this point.*® The group
identified both public and private sector gaps in

1 Delger Erdenesanaa, “Ocean Heat Has Shattered Records for More Than a Year. What's Happening?” The New York Times, April 10, 2024, https://www.nytimes.com/2024/04/10/climate/ocean-

heat-records.html

2 Kenneth Araullo, "Munich Re Reveals Total Insured Global Losses for 2023," Insurance Business, January 9, 2024, https://www.insurancebusinessmag.com/us/news/reinsurance/munich-re-

reveals-total-insured-global-losses-for-2023-472180.aspx

3 Lucia Bevere, "How Big Is the Protection Gap from Natural Catastrophes Where You Are?” Swiss Re Group, March 26, 2024, https://www.swissre.com/risk-knowledge/mitigating-climate-risk/natcat-

protection-gap-infographic.html#/

4 Baysa Naran, Barbara Buchner, Matthew Price, Sean Stout, Maddy Taylor and Dennis Zabeida. “Global Landscape of Climate Finance 2024," Climate Policy Initiative, October 31, 2024, https://www.

climatepolicyinitiative.org/publication/global-landscape-of-climate-finance-2024/

5 IEA(International Energy Agency), “Overview and Key Findings,” in World Energy Investment 2024 (Paris: IEA, 2024), https://www.iea.org/reports/world-energy-investment-2024
6 IFC (International Finance Corporation) and Amundi Assent Management, Emerging Market Green Bonds (Washington, DC: IFC, 2024), https://www.ifc.org/content/dam/ifc/doc/2024/emerging-market-

green-bonds-2023.pdf

7 "Global Landscape of Climate Finance 2023," Climate Policy Initiative, November 2, 2023, Barbara Buchner, Baysa Naran, Rajashree Padmanabhi, Sean Stout, Costanza Strinati, Dharshan Wignarajah,
Gaoyi Miao, Jake Connolly, and Nikita Marini, “Global Landscape of Climate Finance 2023," Climate Policy Initiative, November 2, 2023, https://www.climatepolicyinitiative.org/publication/global-

landscape-of-climate-finance-2023/

8 Baysa Naran, Barbara Buchner, Matthew Price, Sean Stout, Maddy Taylor and Dennis Zabeida. "Global Landscape of Climate Finance 2024," Climate Policy Initiative, October 31, 2024, https://www.

climatepolicyinitiative.org/publication/global-landscape-of-climate-finance-2024/

9 Vera Songwe, Nicholas Stern, and Amar Bhattacharya, Finance for Climate Action: Scaling Up Investment for Climate and Development (London: Grantham Research Institute on Climate Change and
the Environment, London School of Economics and Political Science, 2022), https://www.Ise.ac.uk/granthaminstitute/wp-content/uploads/2022/11/IHLEG-Finance-for-Climate-Action-1.pdf

10 Multilateral Reform Working Group (MRWG), Strengthening the Bretton Woods Institutions to Meet 21st-Century Global Challenges (Washington, DC: Bretton Woods Committee, 2024), https.//www.

brettonwoods.org/sites/default/files/documents/BWC_MRWG2024_final pdf
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governance, implementation, and accountability. The
recommendations of this brief are aligned with the
architectural recommendations in the MRWG's first
report in strengthening World Bank and IMF to lead on
climate finance and in filling those gaps. Under the
umbrella of their recommendations, this report takes a
more technical approach and proposes operational
steps the multilateral development banks (MDBs) can
take to mobilize private finance.

In its first brief, published in October 2023, the
CETF analyzed the contribution of the MDBs and
made nine recommendations on how these
institutions, including, in particular, the World Bank
Group, should step up their climate and energy
transition financing role.

Maximizing available public international finance is
critically important to closing the climate finance gap.
This is because it is one of only a few ways—other than
retained earnings and savings!?—to finance climate
mitigation projects in low-income countries or highly
indebted emerging economies that lack access to
private markets. It is often also the only way to finance
adaptation projects, even in countries that have access
to private markets, because high social returns may be
impossible to convert into commercial returns. Itis a
key tool in mobilizing private finance and is often an
essential component in enabling a country with
excessive sovereign debt to reduce the net present
value burden of the debt, even though there may also
be a private sector contribution. Lastly, it is critical in
the development and diffusion of innovative low-
carbon technologies that face challenges in attracting
private finance in the early stages.

However, while there is some capacity to increase the
amount of public international finance available for

climate action, it is clear that public finance will never
be large enough on its own to close the financing gap.

Public finances in most advanced countries are under
severe strain following the Covid-19 pandemic and
the energy price shock triggered by Russia’s invasion
of Ukraine. Any new taxes in advanced countries—
whether carbon-related or not—are likely to be

focused on public expenditure needs in those
countries. And while there may be international
agreement to harmonize tax approaches so as to
reduce competitive distortions, such as the
Organisation for Economic Co-operation and
Development's (OECD's) 15 percent minimum
corporate tax, the likelihood that entirely new global
taxes (e.qg., on companies producing hydrocarbon
fuels) will be developed to fund climate action in
low-income and emerging economies is low.

In addition, the transition need in developed countries
is continually widening. The adoption and growth of
Al presents a large new source of energy
consumption. As private sector capital and know-how
flow toward Al in developed countries, energy
transition resources will need to be used by developed
countries to cover this gap.

In this context, the policy community has focused
intensively in the past two years on the question of
how the scarce international public finance that is
available can be used to crowd in a much larger
contribution from private finance, whether from
domestic sources or cross-border flows.

In 2015 the international financial institutions set the
goal of "moving from billions to trillions"—that is,
using the billions of dollars of international public
finance available from bilateral donors and the
multilateral institutions to crowd in a much larger
amount of private funding so that the overall level of
funding would reach the trillions necessary to meet
the Sustainable Development Goals (SDGs), including
those related to climate change.

But recent analysis suggests that the effectiveness of
international public finance in mobilizing private
finance has been limited at best. Of the $115.9 billion
provided and mobilized by advanced country
governments for climate action in developing
countries in 2022, only $21.9bn was mobilized from the
private sector according to OECD definitions. The latter
figure was up sharply from 2021, but still represented
only 20% of the total. Moreover, it could be argued that
some of the funding included in this figure, such as

11 Climate and Energy Transition Finance (CETF) Project Team, The Role of Multilateral Development Banks in Closing the Climate and Energy Transition Finance Gap (Washington, DC: Bretton Woods
Committee, 2023), https://www.brettonwoods.org/sites/default/files/documents/CFPT_Template_Final_Digital_1.pdf

12 Humza Jilani, “Pakistan Grid Overpowered by China Solar Panels,” Financial Times, September 19, 2024, https:/ft.pressreader.com/v99c/20240919/281651080498175
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funds fully guaranteed by the public sector, should be
classified as public finance rather than private finance **

In this brief, we discuss the reasons for this failure to
mobilize more private funding and the steps that
should now be taken to address it, given the urgent
need to close the climate finance gap.*

Section 2 describes the longer-term factors that limit
cross-border and local private sector climate finance
in low-income and emerging economies and how
some recent developments in global financial markets
have exacerbated these challenges. Section 3
examines the main ways of improving the situation.
Section 4 describes recent efforts to increase
mobilization of private climate finance. Section 5 sets
out practical recommendations of steps policy makers
should take going forward.

SECTION 2: WHY ISN'T
PRIVATE FINANCE CLOSING
THE CLIMATE FINANCE GAP?

There are two main constraints on mobilizing cross-
border and local private finance to close the climate
finance gap.

Firstis that the risk-return trade-off on potential
projects is not sufficiently attractive to the private
sector compared with the alternatives. There are a
wide range of possible reasons for this.

Some of these are not specific to green investments.
For example, risk may be increased by perceived
macroeconomic or political instability in low-income
and emerging economies. This, in turn, can lead to a
relatively high risk of formal default on hard currency
debt, or of sharp depreciation in the external value of
local currency debt.

Reflecting this perception, a recent analysis estimated
that yields on emerging market hard currency debt (at

9 percent) were roughly double those paid by the US
government (4.8 percent).’® Other generic factors
pushing up risk may include regulatory uncertainty or
corruption risk. Meanwhile, costs may be increased—
and hence returns reduced—by lack of local skills,
poor infrastructure, disincentives due to local tax
policy, and restricted access to the latest technologies.

In addition to these generic factors, there are a
number of factors specific to green investment that
can make the available risk-return trade-off on
projects unattractive to the private sector. These
factors include the presence of distorting hydrocarbon
subsidies, lack of information on climate risks, and the
absence of a well-developed investor base in
advanced countries for green projects in the
developing world.*®

In both the specific and nonspecific cases, there is
evidence to suggest that the risk perceived by the
private sector may be higher than the actual risk.
This could be the result of lack of asset manager
experience investing in low-income and emerging
economies, or lack of public data on historical default
experiences. Such information gaps ought to be
corrected by the market, as those investing in such
markets will achieve above-normal returns. But this
correction may take time or may not occur at all due
to a market failure.

A further constraint on deploying private investment
in green finance is that a substantial proportion of the
investments required, particularly in low-income
countries, is for adaptation rather than mitigation.
Total adaptation financing has been estimated at $600
billion per annum to 2050." As adaptation projects are
typically public goods, albeit socially and economically
very important ones, they are harder to frame as
commercial propositions. The only way to finance
them may be through local public finance, official
development assistance (ODA), or deeply concessional
lending subsidized by ODA.

13 OECD. Climate Finance Provided and Mobilised by Developed Countries in 2013-2022. https://www.oecd.org/en/publications/climate-finance-provided-and-mobilised-by-developed-countries-in-
2013-2022_19150727-en.html#:~:text=The%20report’20outlines’%20the%20aggregate’20trends%20in%20annual,sector%2C%20income%20group’%20and’ 20ty pe’s 200f%20financial%s20instrument

14 For the purposes of this brief, we define "climate finance” to include “local, national or transnational financing—drawn from public, private and alternative sources of financing—that seeks to support
mitigation and adaptation actions that will address climate change,” as outlined by the United Nations Framework Convention on Climate Change in “Introduction to Climate Finance” However, we also

include finance to respond to loss and damage caused by climate change

15 Werner Gey van Pittius and Thys Louw, "Time to Take a Closer Look at EM Hard Currency Debt,” Ninety One, November 2, 2023, https://ninetyone.com/en/insights/time-to-take-a-closer-look-at-em-

hard-currency-debt.
1

o

Torsten Ehlers, Charlotte Gardes-Landolfini, Fabio Natalucci, and Prasad Ananthakrishnan, "How to Scale Up Private Climate Finance in Emerging Economies,” IMF Blog, October 7, 2022, https://www.

imf.org/en/Blogs/Articles/2022/10/07/how-to-scale-up-private-climate-finance-in-emerging-economies
17 "COP28: Climate Finance, McKinsey Sustainability Blog, December 4, 2023, https://www.mckinsey.com/capabilities/sustainability/our-insights/sustainability-blog/cop28-climate-finance
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As aresult of the factors outlined above, generating a
sufficient number of “bankable” climate action
projects has long been a challenge. However, over the
past two years, the economic environment has
deteriorated further, due to four additional factors.

First is the sharp rise in international real interest
rates after the summer of 2022, as western central
banks sought to address the global inflation shock.
This has had a disproportionate negative effect on the
viability of renewable energy investments versus
hydrocarbon-intensive investments, as the ratio of
financing to running costs is typically higher in the
renewables sector. The interest rate rise has also
increased the general financial pressures on public
and private investors, making low-carbon projects
appear less immediately affordable. On the positive
side, higher interest rates may help ensure that risk is
priced more accurately and so the available funds are
directed more efficiently. Interest rates are now
expected to fall again, but it is not clear where the new
normal for real interest rates will settle. It is unlikely
that we will return to the levels that prevailed from
2010 to 2022.

Second is the increased level of public debt in many
low-income and emerging economies following the
pandemic, energy price shock, and rise in global
interest rates mentioned above. The combined
external debt stock of countries eligible for
International Development Association (IDA) funds
reached a record USS1.1 trillion in 2022—more than
double the 2012 level. Around 60 percent of low-
income countries are at high risk of debt distress or
already experiencing it.** This makes attracting new
international finance more expensive and may close
off access entirely. But reducing debt distress through
rescheduling maturities or negotiating a reduction in
the real debt burden with creditors (let alone formal
default)!” scares off precisely the private investment
that countries need to attract.

Third is the growing threat to the global integration of
goods and financial markets linked to concerns over

economic security and a renewed focus on
strategic economic competition. A wide range of
policies threaten to increase distortions in the free flow
of goods, labor, and capital globally. Some of these—
particularly state subsidies in advanced economies and
China—may also have some spin-off benefits for
low-income and emerging economies (see section 3).
But the overall impact could still be to reduce the ease
with which private finance flows to green investments
in low-income and emerging economies.

Finally, there is the growing discontent among some
firms, consumers, and workers in advanced countries
over policies to address climate change. It can be seen
in the pushback against environmental, social, and
governance (ESG) investment policies in the United
States and unrest among European farmers. It is
linked to a variety of factors: appreciation of the scale
of the additional investment and short-term costs that
will have to be borne by someone, lobbying by
hydrocarbon-based industries against policies that
will necessarily restrict their future viability, and
exploitation of uneasiness over climate policies by
populist politicians.

At the same time, there are some positive
developments.

Firstis the acceleration in renewable energy
investment and energy efficiency caused by Russia’s
invasion of Ukraine and the increased global focus
on energy security, which renewable energy is well
placed to help facilitate. The impact has been most
pronounced in the European Union (EU), where
liquefied natural gas supplies from Russia were cut by
some 80 percent. But concern over energy security is
also driving investment in renewables in emerging
economies such as China and India, despite these
countries’ short-term willingness to increase oil and
gas purchases from Russia.

Second is the rapid reduction in the manufacturing
costs of new green technologies. This is particularly
true of solar panels, electric batteries, and electric cars
produced in China, which benefit from economies of

18 World Bank Group, “Developing Countries Paid Record $443.5 Billion on Public Debt in 2022," press release, December 13, 2023, https://www.worldbank.org/en/news/press-release/2023/12/13/

developing-countries-paid-record-443-5-billion-on-public-debt-in-2022

19 See, for example, Marina Zucker-Marques and Ulrich Volz, “Another Lost Decade or a Decade of Action?” Debt Relief for a Green and Inclusive Recovery, April 2023, https://drgr.org/files/2023/04/

DRGR_PB_001-_FIN.pdf.
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scale and state support. The cost of solar panels is now
16 to 18.9 cents per watt of generating capacity.?°

Third is the evidence that Chinese lenders may be
more willing to include ESG criteria in future Belt and
Road Initiative investments, in part due to the impact
this can have in raising underlying credit quality.
This in turn has increased the opportunity for co-
financing between Chinese lenders and multilateral
investment banks that maintain these standards,
including the Asian Infrastructure Investment Bank
(AIIB) and Asian Development Bank (ADB).

SECTION 3: HOW TO CLOSE
THE CLIMATE FINANCE GAP

In this section, we highlight the main ways in which
the private climate finance contribution to climate
action and the energy transition can be scaled up.
There are two broad approaches. The first "pulls”
private finance toward green investments. The second
"pushes” it away from nongreen investments. Both
aspects are critical.

Improving the risk-return trade-off on
green investment projects (“pull” actions)

The aim of the first approach is to improve the
risk-return trade-off available on climate finance
projects in low-income and emerging economies so
that they are more likely to attract private investors.

There are two ways to achieve this goal.

Improving the business environment

The first is to use international public finance
indirectly to improve the business environment
within which projects need to be delivered.

At the national level, MDBs can make policy-related
loans to individual countries conditional on changes
in the regulatory environment that make it more
certain and predictable and projects more insurable.
MDBs can also finance critical infrastructure projects
that do not themselves make a commercial return
but that address key shortcomings in the business

environment, so that other projects have higher
returns and/or lower risks. Similarly, MDBs can
provide technical assistance to boost the general
level of skills or technology available in an economy,
or undertake catalytic projects that have the same
effect, thereby making other projects more
commercially attractive.

If targeted well, this kind of intervention can be very
effective in mobilizing private finance, with a high or
very high multiple (as much as 15-20 times, according
to an MDB official) for the amount of private finance
leveraged by a given public finance investment.

However, such projects necessarily take time to
design and implement, and it is hard to be certain
what the specific contribution of the public
investment is compared with other factors that may
also be at work !

At the global level, public policy interventions in the
advanced countries may play a role in shifting
investment by advanced-country financial
institutions into low-carbon areas, both at home
and overseas.

The introduction of Carbon Border Adjustment
Mechanisms in the EU could, for example, encourage
low-carbon investment not just in the EU but also
among EU suppliers in low-income and emerging
economies, as these countries may still retain a

cost advantage.

Similarly, by increasing the scale of investment in
renewable energy industries and electric vehicles,
Chinese and US subsidies are likely to reduce
production costs (through economies of scale) and
trigger technological advances, both of which could
increase the viability of certain mitigation projects in
low-income and emerging economies.

However, in both cases there is a major risk that
countries without access to finance, skills, and
technology will be unable to upgrade their production
techniques sufficiently to maintain market access and
competitiveness vis-a-vis the advanced countries. It
is therefore critical that advanced countries be ready
to collaborate with developing countries—including

20 Keith Bradsher, "How China Came to Dominate the World in Solar Energy,” The New York Times, March 7, 2024, https://www.nytimes.com/2024/03/07/business/china-solar-energy-exports
html#:~:text=A%20research2%20unit%200f?%20the%20European’%20Commission%20calculated, per%20watt%2C%20and%20American%20companies’20about’%2028%20cents.

21 This is why the current OECD estimates of private capital mobilized by public finance for climate action do notinclude the contribution from policy-related lending
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through deploying public international finance—in
helping them meet the new requirements. There is
already evidence that US tariffs on Chinese goods are
helping to encourage a boom in Chinese green-
manufacturing foreign direct investment in
developing economies.

Blended finance

The second way to improve the risk-return trade-off
for available investment projects is to deploy public
finance (from bilateral ODA, MDBs, and development
finance institutions [DFIs]) directly alongside private
finance.

These "blended finance” techniques may involve the
public sector’s taking on some of the risk that the
private sector would otherwise have to bear or
accepting a below-market return on its investment
with a view to subsidizing the returns offered to
private sector co-investors.

The multiple of public finance to private finance
generated through blended finance interventions is
unlikely to be as large as for some policy interventions
focused on improving the business environment, but
it can still be substantial and may also be easier to
measure. The impacts of this kind of intervention may
also be seen much sooner than those of traditional
policy or project lending.

Optimizing policy
Ultimately, policy makers need to decide how to

allocate the available public international finance
between direct and indirect interventions.

This will require the clearest possible definition and
weighting of the various potential objectives. For
example, how is the goal of closing the total climate
finance gap as quickly as possible to be weighed
against the goal of helping those countries that are
least able to help themselves? How is finance for
mitigation to be weighed against providing finance
for adaptation or making provision for future damages
from extreme weather?

And in relation to direct interventions to reduce the
risk borne by the private sector in financial

transactions, policy makers will need to answer the
following three questions:

« Isthe proposed mechanism genuinely
leveraging private sector finance, that is, is the
private sector continuing to bear significant risk,
even if itis less than it would otherwise have been
without the public intervention?

« s the public sector receiving value for money for
the risk it is bearing? This could be ensured by
auctioning the risk-bearing services being offered
to private sector bidders, or by setting a minimum
return to the public sector across all types of
interventions.

«  Does the public entity providing the finance have
the right business model and expertise for the
form of finance being provided? For example,
provision of insurance, long-term guarantees,
loan finance, and equity investment all have
different business models. Asking a public entity
that is constituted primarily to provide loan
finance also to provide public guarantees or equity
investment is likely to result in projects that are
inefficient and unnecessarily risky.

Ensuring that the risk on alternative
investments is correctly weighted
("push” actions)

The second approach to increasing the flow of private
climate finance to green investment, whether in
advanced or developing countries, is to ensure that
the growing risk inherent in alternative investment
destinations is fully understood and acted upon.

According to the IEA, $1.2 trillion is expected to be
invested in unabated fossil fuel supply and power in
2024, of which $570 billion will be directed to
upstream oil and gas investment.?? There are good
practical reasons for some continued hydrocarbon-
intensive investment.?®* But the current scale of
hydrocarbon-intensive investment goes well beyond
what might be explained by these factors alone.
Redeploying the bulk of these funds to green
investment would clearly have a significant impact on
the climate finance gap.

22 IEA(International Energy Agency), “Overview and Key Findings,” in World Energy Investment 2024 (Paris: IEA, 2024), https://www.iea.org/reports/world-energy-investment-2024

23 These include the need to maintain output in hard-to-abate industrial sectors pending the development of new low-carbon technologies, the need to invest in some existing oil and gas fields in order
to extract the remaining output during the energy transition, and the need to provide access to energy in areas where the costs of renewables are still prohibitive

THE BRETTON WOODS COMMITTEE

PAGE 7


https://www.iea.org/reports/world-energy-investment-2024

Investors can clearly see the increasing incidence of
extreme weather events likely to impact future
policies as well as the rapid pace of technological
change and cost reductions in renewable energy
technologies. Together, these trends suggest that
restrictions on the use of hydrocarbon fuels will only
increase, while the financial attractiveness of the
alternatives will also improve.

So why is investment in hydrocarbon fuels and
energy sources continuing at such a high level? Likely
factors include the following:

« Investors don't believe governments will take
the necessary steps to meet the Paris goals and so
new oil and gas investments will continue to be
profitable over their conventional life spans,
notwithstanding the consequences for the planet.

¢ Returns on hydrocarbon investments, and the
perception that governments will move slowly to
restrict their use, are boosted by fossil fuel
subsidies, which cost some $7 trillion a year
globally, of which some $1 trillion per year are
explicit subsidies.?* Political lobbying helps to keep
these subsidies in place.

« Investors may recognize the potential in green
investment but lack the necessary information
for effective decision making. One issue is the
current confusion over green taxonomies and
disclosure standards, where there is an urgent
need for consolidation on a uniform international
approach.?® Other factors are the need for better
historical default data and modeling capabilities to
identify good projects. Investors also tend to focus
on investments and investment processes they
are familiar with (path dependency) because they
feel they know how to manage the risks.

¢ Moral hazard may apply—that is, investors
recognize the high risk of continuing to invest in
hydrocarbon assets but assume that governments
will bail them out, particularly if their projects are
made uneconomic by future government policy
actions such as new constraints on use of
hydrocarbon fuels and/or removal of subsidies.
This view is likely to have been reinforced by

experience under the recent pandemic and
energy price shocks.

«  Project developers may recognize that renewable
investments are a better long-term bet than
hydrocarbon investments, but they may lack the
additional capital necessary for renewables,
particularly following the 2022-23 inflation shock
and accompanying increase in long-term real
Interest rates. They may also be forced to
minimize "up-front” capital expenditures due to
disproportionately high-risk premiums in low-
income and developing economies.

In response to these factors, governments need to act
in four broad areas:

»  Take concrete steps to demonstrate commitment
to the Paris Agreement goals so that investors
take a different view of the prospects for
continued hydrocarbon demand.

- Remove perverse incentives, including those
arising from moral hazard, that encourage
continued investment in fossil fuel energy sources
and other activities that are likely to be
inconsistent with meeting the Paris Agreement
goals.

»  Reduce the cost of finance for capital-intensive
projects by continued action to combat inflation
globally, bringing down the inflation risk premium
in financial assets.

«  Ensure full transparency of the climate risks
impacting financial assets, stepping up regulatory
interventions where necessary to ensure that
private sector investors are taking these fully
into account.

Some commentators have expressed the concern that
greater transparency on climate risk could make it
harder for low-income and emerging economies to
attract investment, given their greater vulnerability to
climate shocks. But such information could also show
that there is less risk than currently perceived.
Moreover, in practice, transparency is essential to
sustainable public policy, even if it could make things
more difficult in the short term.

24 Simon Black, Antung A. Liu, lan W.H. Parry, and Nate Vernon-Lin, “IMF Fossil Fuel Subsidies Data: 2023 Update,” Working Paper No. 2023/169 (IMF, Washington, DC, 2023), https.//www.imf.org/en/

Publications/WP/Issues/2023/08/22/IMF-Fossil-Fuel-Subsidies-Data-2023-Update-537281

25 Seerecommendations in Multilateral Reform Working Group, Strengthening the Bretton Woods Institutions to Meet 21st-Century Global Challenges (Washington, DC: Bretton Woods Committee, 2024),

hitps://www.brettonwoods.org/sites/default/files/documents/BWC_MRWG2024_final.pdf.
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SECTION 4: CURRENT EFFORTS
TO INCREASE MOBILIZATION
OF PRIVATE FINANCE FOR
CLIMATE ACTION

Climate finance will be a top theme at COP29 in Baku,
Azerbaijan, this November, with work underway to
define a new "needs-based” new collective
quantified goal on climate finance (NCQG).?® This
goal will set out the amount of international public
finance and publicly mobilized private finance to be
provided by developed countries to developing
countries. It will replace the $100 billion annual target
figure from COP15.

A key aim of the new goal is to support higher
ambition in the next round of updates to nationally
determined contributions (NDCs), which is due to be
completed by COP30. However, intense negotiations
are underway between developed and developing
countries on many key features of the goal.?” These
include the size of commitments, who should
contribute, the time frame over which commitments
should be met, what types of climate action will be
covered, the link between the goal and broader efforts
to achieve alignment of private finance with climate
goals, the balance between different types of finance
to be provided, and monitoring and accountability.

While some countries are focused on maximizing the
international public finance contribution, others see
this as an opportunity to set out a comprehensive
climate finance framework with public finance at the
core, underpinning to varying degrees different kinds
of private finance mobilization.

[t is unclear how much of this debate will be settled in
the course of the conference. Some participants are
pushing for agreement on a highly ambitious goal,
taking the view that this will increase the likelihood
that a large public finance figure will be delivered even
if the goal itself is not met and there are costs in terms

of credibility. Others argue that a less ambitious and
more realistic target would provide a more predictable
base for planning the detailed NDCs that are seen as
critical to the general alignment of the financial
system with climate goals.

In this context, a wide range of initiatives have been
developed over the past two years—and in some cases
pursued—to mobilize more private finance to address
the climate finance gap. These initiatives rely to
varying degrees on raising more public international
finance and both "direct” and “"indirect” methods of
using this to mobilize private finance. Following is a
brief assessment of some of the main initiatives and
work strands.

Just Energy Transition Partnerships (JETPs)*® were
launched at COP26 and are currently being
implemented in South Africa, Indonesia, and Vietnam.
They are designed to support self-defined pathways
under which countries move away from coal production
and consumption while at the same time addressing the
social consequences involved. A key objective is to
mobilize private finance to support this transition.
However, JETPs are proving difficult to scale.®®

Partly in response, support is growing for the idea
that what is needed is comprehensive national
transition plans. These would have a much higher
level of detail than the NDC plans published under
the Paris Agreement to date. Provided they were
credible, the detailed plans would create a strong pillar
around which private initiatives and related finance
would coalesce.

The Alterra Funds®® were launched by the United
Arab Emirates at COP28. These funds have the goal of
mobilizing $250 billion of climate finance in total. The
$25 billion Alterra Acceleration Fund will invest in
anchoring climate strategies. The $5 billion Alterra
Transformation Fund will be used for risk mitigation
on investment flows to the Global South. The precise

26 New Collective Quantified Goal on Climate Finance. https://unfccc.int/sites/default/files/resource/UNFCCC_NCQG2023_flyer_web.pdf

27 Natalia Alayza, Gaia Larsen, and David Waskow, “What Could the New Climate Finance Goal Look Like? 7 Elements Under Negotiation,” World Resources Institute, May 29, 2024, https://www.wri.org/
insights/ncag-key-elementsi#:~:text=When%20countries’%20signed%20the%20Paris%20Agreement’%20in%202015%2C be%20adopted?%20this%20year’20at%20COP297%20in%20Azerbaijan

28 Christopher Cassidy, Rainer Quitzow, and Maia Sparkman, “Just Energy Transition Partnerships: Will COP27 Deliver for Emerging Economies?” Atlantic Council EnergySource (blog), November 4, 2022,
hitps://www.atlanticcouncil.org/blogs/energysource/just-energy-transition-partnerships-will-cop27-deliver-for-emerging-economies/
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Rockefeller Foundation, “Rockefeller Foundation Outlines 4 Ways to Scale JETPs,” press release, February 15, 2024, https://www.rockefellerfoundation.org/news/rockefeller-foundation-

Chiranjib Sengupta, “Explained: What Is Alterra, the $30 Billion Fund Launched at COP28?" Energy Connects, December 1, 2023, https://www.energyconnects.com/opinion/features/2023/november/
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mechanism for scaling private finance using these
funds is unclear, however.

The World Bank Group, as well as the other MDBs,
have been responding to the G20's September 2023
call for "bigger, better, more effective” multilateral
development banks.

In autumn 2023 the Bank's mission statement was
revised to read "To create a world free of poverty—on a
livable planet.”* The World Bank Group has also
increased its provision of climate finance by 10 percent
in the year to June 2024, to a record $42.6 billion *

At the same time, policy work within the Bank is
investigating expanding the lending that can be
supported by the existing capital base (following the
G20 Capital Adequacy Frameworks review>?); trying
new approaches to hybrid capital;** providing a route
by which private institutions can co-invest in portfolios
of Bank-originated projects, thereby diversifying the
risk; and developing methodologies for the Bank to sell
assets on its balance sheet to the private sector, while
addressing the complexities created by the
accompanying loss of preferred creditor status.

This work is complemented by advice from the Bank's
Private Sector Investment Lab, launched in 2023.33
This group has four focus areas: enhancing regulatory
certainty, expanding political risk insurance,
addressing foreign exchange risk, and origination and
distribution.

In terms of concrete measures, the Bank announced in
December 2023 that it would expand its provision of
climate-resilient debt clauses® and in February 2024

that it would triple its provision of guarantees, to $20
billion annually, by 2030.%” The latter would be
accompanied by the creation of a one-stop shop in the
form of a single unit in which all the Bank's guarantee
expertise would be housed.*® The capital required to
back guarantees should typically be less than outright
lending to the recipient of the funding, as the Bank, as
guarantor, can rely on the credit of both the recipient
of the funds and the provider of the funds. But
substantial credit risk for the Bank may remain.

In March, the Bank announced the publication of
historical default data going back to 1985 to better
inform investors about the true default risk on public
and private investment projects in emerging and
low-income economies.* 4°

And at the spring meetings of the International
Monetary Fund (IMF) and World Bank in April, the
Bank announced a funding boost of $11 billion for
new financing tools, including a Portfolio Guarantee
Platform, hybrid capital mechanism, and new Livable
Planet Fund.* The Bank argued that the funding
injection could lead to total funds mobilized of

$70 billion over 10 years, reflecting leverage ratios of 6
to 10 times on certain elements.

However, the funds mobilized are not specifically
committed to climate action and must be shared with
other SDG objectives. It is also unclear how far the
mobilization involves genuine private sector leverage
or still involves imposing some additional risk on the
Bank's callable capital. And the only countries
contributing were advanced countries, suggesting
that the potential for scaling the approach is limited.

31
32

33

34

3

a

36

37

38
39

4

o

4

g

PAGE 10

World Bank Group, “The World Bank's Bold New Vision, October 13, 2023, https://www.worldbank.org/en/news/immersive-story/2023/10/13/world-bank-president-on-ending-poverty-on-a-livable-planet
“World Bank Climate Finance Reaches Record $42.6 bln in Fiscal 2024," Reuters, September 19, 2024, https://www.reuters.com/sustainability/sustainable-finance-reporting/world-bank-climate-finance-
reaches-record-426-bln-fiscal-2024-2024-09-19/

Capital Adequacy Frameworks Panel, Boosting MDBs' Investing Capacity: An Independent Review of Multilateral Development Banks' Capital Adequacy Frameworks (G20, 2022). https://www.dt.mef.gov.
it/export/sites/sitodt/modules/documenti_it/rapporti_finanziari_internazionali/rapporti_finanziari_internazionali/CAF-Review-Report pdf

MDB "hybrid" capital has the same risk-bearing characteristics as ordinary capital, but without voting rights. This structure can help bypass disagreements among the MDBs" main shareholders on
whether an increase in capital should be linked to a new formula for determining relative voting weights. It is also a potential route to allow philanthropic organizations to add to the financing capability
of the MDBs. However, equity capital raised from commercial investors through this route is typically expensive, in part due to the small size of the investor class at present

Co-chaired by Mark Carney, UN Special Envoy on Climate Action and Finance and Co-chair of the Glasgow Financial Alliance for Net Zero, and Shriti Vadera, Chair of Prudential plc, the Lab comprises 15
CEOs/Chairs and has the mission of advising the President of the World Bank on actions to scale up private climate finance

World Bank Group, "World Bank Extends New Lifeline for Countries Hit by Natural Disasters, factsheet, December 1, 2023, https://www.worldbank.org/en/news/factsheet/2023/12/01/world-bank-
extends-new-lifeline-for-countries-hit-by-natural-disasters

World Bank Group, "Remarks by Ajay Banga at the 2024 G20 Finance Ministers—Global Perspectives on Growth, Jobs, Inflation, and Financial Stability,” Sao Paulo, Brazil, February 28, 2024, https://www:
worldbank.org/en/news/speech/2024/02/28/remarks-by-ajay-banga-at-the-2024-g20-finance-ministers-global-perspectives-on-growth-jobs-inflation-and-financial-stabi

Although the current proposal does not include guarantees provided by the International Finance Corporation

World Bank Group, “World Bank Group Publishes New Data, Aiming to Boost Investment in Emerging Markets," press release, March 28, 2024, https://www.worldbank.org/en/news/press-
release/2024/03/27/world-bank-group-publishes-new-data-aiming-to-boost-investment-in-emerging-markets

The hope is that this information will help reduce the size of the premium that governments and businesses in developing countries face when borrowing from the private sector. However, to the extent
that the MDB historical experience is different from the private sector experience (due to MDBs' preferred creditor status), and the past is not a good guide to the future (due to the impact of climate
change, etc.), the impact may be limited

World Bank Group, “New Financing Tools Receive Major Funding Boost,” press release, April 19, 2024, https://www.worldbank.org/en/news/press-release/2024/04/19/new-financing-tools-receive-
major-funding-boost
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Overall, the Bank is making a sustained effort,
primarily on the "pull” side of the climate finance
equation, to increase its contribution to closing the
climate finance gap from within its existing resource
base and by drawing on voluntary financial
contributions from traditional donors. However, there
remains a strong belief within the Bank's staff that the
institution will be able to make a significant
contribution to closing the climate finance gap only
through a general capital increase.

The Brazilian G20 Presidency is deploying the
Sustainable Finance Working Group to examine four
priorities: optimizing the operations of the
international environmental and climate funds to
deliver sustainable finance; advancing credible, robust,
and just transition plans; analyzing implementation
challenges related to sustainability reporting standards,
including for small and medium-sized enterprises and
emerging market and developing economies; and
financing nature-based solutions.*? These are all highly
relevant and practical focus areas, and some, such as
work on aligning reporting standards, may have a
major impact on private climate finance flows over the
medium to longer term.

Other work strands include the continuing
development of the Resilience and Sustainability
Trust by the IMF (where contributions, largely
supported by the 2021 special drawing right [SDR]
allocation, have now exceeded $40 billion, with 17
countries receiving commitments of financial support).

A range of government and nongovernment groups
also continue to lobby for much more radical
approaches.

These groups include the Bridgetown Initiative,
which, among other measures, has called for a $500
billion global climate mitigation trust funded from
surplus SDRs, more concessional finance for climate-
vulnerable countries, natural disaster and pandemic
clauses in all debt instruments, new risk-reduction
and insurance mechanisms to strengthen the
pipeline of investible projects, and new loss and

damage compensation trusts to be funded through a
levy on hydrocarbon producers.

Atthe African Union's Africa Climate Summit in
September 2023,% leaders also called for the
repurposing of SDRs (with at least $100 billion to be
rechanneled to Africa); climate-linked debt
restructuring and relief to be supported by the private
sector; and consideration of a new global carbon
taxation regime focused on the fossil fuel trade,
maritime transport, and aviation, to be complemented
by a financial transaction tax.

And at the 2024 IMF/World Bank spring meetings, the
V20 group of countries vulnerable to climate change
called for the next three-year replenishment of IDA
resources to be tripled from $93 billion to $279 billion.
They also called for a rapid scaling up of debt-for-
climate swaps and the introduction of climate-resilient
debt clauses to be supported by the private sector.**

Overall, the more conventional approaches described
above do not come anywhere near addressing the
scale of the climate finance gap.

The more radical proposals, by contrast, do begin to
address the scale, but they do so in a way that relies
very heavily on a sharply increased contribution of
public international finance from the developed
countries, in some instances supported by new global
taxes, and substantial debt relief provided by the
private sector. In the present circumstances, it is hard
to see these ideas gaining traction.

In the next section, therefore, we set out a number of
recommendations that we believe could make a
significant contribution to narrowing the overall
climate finance gap while at the same time
recognizing the political and practical constraints (a)
on the amount of public international finance that is
likely to be available and (b) on the short-term
possibility for governance reform in the international
financial architecture.

42 G20 Sustainable Finance Working Group, “G20 Sustainable Finance Working Group Presidency and Co-chairs Note on Agenda Priorities,” January 4, 2024, https://g20sfwg.org/wp-content/

uploads/2024/02/2024-G20-SFWG-NAPpdf

43 "The African Leaders Nairobi Declaration on Climate Change and Call to Action,” September 6, 2023, https://www.afdb.org/sites/default/files/2023/09/08/the_african_leaders_nairobi_declaration_on_

climate_change-rev-eng.pdf

44 "\20 Ministerial Dialogue XIl Communigué: Unlocking Growth and Prosperity through Innovations in Climate Finance and Debt,” April 16, 2024, https://www.v-20.0rg/v20-ministerial-dialogue-

xii-communique
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SECTION 5:
RECOMMENDATIONS

There are a number of well-recognized approaches
that governments, multilateral and bilateral
development banks, and private firms should take to
increase the flow of private climate finance to low-
income and emerging economies. These include
strengthening domestic capital markets where
possible so that more public and private finance can
be raised locally; strengthening global voluntary and
regulated carbon markets; improving the skills and
knowledge base of finance professionals in climate
finance in both advanced and developing economies;
and greatly accelerating MDB processes for
approving projects.

A number of other important climate-related
recommendations are highlighted in the Bretton
Woods Committee report Strengthening the Bretton
Woods Institutions to Meet 21st-Century Global
Challenges.*®

However, in this section the CETF has highlighted six
specific recommendations that we believe will add
significant value to existing recommendations and
efforts already underway and that explicitly recognize
the constraints on other forms of action at the present
time, particularly in relation to increasing the level of
public international finance.

The CETF's recommendations are divided into two
categories. "Pull” recommendations are designed to
increase the flow of private finance into climate action
projects. "Push” recommendations are designed to
reduce the flow of private finance to hydrocarbon-
intensive investments, bringing it more in line with
what can be justified.

Both sets of recommendations begin with one
recommendation that calls for substantive new
analysis, filling a critical gap, followed by further
recommendations for practical measures that will
need to be calibrated in line with the outcome of
the analysis.

A policy package that works on both “pull” and “push”
factors at the same time is more likely to have a

substantive impact on the climate finance gap than
one that focuses solely on pull factors.

"Pull” Recommendations

Recommendation 1: Agree on a consensus
framework for assessing “value for money” in all
significant uses of public international finance
for leveraging private finance in climate action,
including by MDBs, DFls, multilateral donor
funds, and bilateral aid programs.

Given the likely continuing limits on the availability of
public international finance for climate action, it is
critical that the international policy community put
more effort into thinking about how to better use the
public international finance that is available.

However, given the multiple ways in which public
international finance can be deployed to leverage
private finance, and the lack of current consensus on
priorities for climate action, this is not at all
straightforward. And itis critical and urgent that the
policy community develop a consensus framework
on what works well, and what doesn't.

The framework will need to encompass a wide range
of dimensions. For example, is the public finance
being deployed as capital or current spending? Is the
aim to leverage private finance through “direct” or
"indirect” channels (as described in section 3)? What
kind of instrument is the public finance being
deployed through—lending, equity, guarantees,
insurance—and why? Should the balance be different?
How much genuine leveraging of private finance is
taking place in each case? What level of risk is being
borne by the leveraged private finance (e.g., is the
private sector contributing high-risk capital or low-risk
lending)? Should the finance go to sovereigns,
individual projects, or portfolios of projects? Is there a
well-developed asset class among private investors?
Does the institutional vehicle through which the
public finance is being deployed have an appropriate
business model and hence the possibility to rapidly

45 Multilateral Reform Working Group, Strengthening the Bretton Woods Institutions to Meet 21st-Century Global Challenges (Washington, DC: Bretton Woods Committee, 2024), https://www.

brettonwoods.org/sites/default/files/documents/BWC_MRWG2024_final.pdf
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scale? Where the public finance is deployed as capital,
how quickly is it likely to be depleted? Where public
finance is being deployed on a project that could also
in principle be funded by the private sector, what
wider benefits are being achieved, for example, in
terms of reducing the cost to the project developer
and hence increasing the overall viability of the
project and scope for scaling?

Once developed, the evaluation framework should be
used, among other things, to systematically assess the
potential for leveraging private finance in all MDB
projects. This would not be a requirement to
necessarily leverage in private finance in every
project, but rather a requirement to assess its potential,
drawing on the lessons regarding leveraging private
finance from World Bank independent evaluation
reports, among other sources.

Having a common framework for assessing private
finance leverage will increase the scope for
coordination among all public sector institutions.

It will also play a critical part in enabling the
Implementation of recommendation 2 below.

Recommendation 2: Develop detailed,
country-by-country national plans for the net
zero transition, including, in each case, an
assessment of how much climate finance is
needed and what form it should take, including
the role of public international finance.

A key step in maximizing the contribution of private
finance to the net zero transition, globally, is for every
country to develop a very detailed national transition
plan (containing a much higher level of detail than is
typically seen in NDCs or World Bank—-supported
plans) that includes an assessment of the overall
climate finance need, how it can be provided, and the
specific role that would ideally be played by public
International finance.

Each national plan would draw extensively on the
"value for money" framework set out above.

It would also address such country-specific issues as
how to meet the country's climate finance needs

THE BRETTON WOODS COMMITTEE

while maintaining debt sustainability, the need for
transition finance in particular economic sectors,
the role of investment in natural capital (preservation
of forests, biodiversity, etc.) within the countries’
borders, and the role that can be played by local
financial markets.

It is critical that the plans be realistic and that they
take into account global needs (e.g., for the protection
of natural capital) and constraints (e.g., on the overall
availability of public international finance). Country
authorities will therefore need to draw heavily on
international climate expertise (from the MDBs,

IMF, climate funds, OECD, IEA, etc.) in drawing up
their plans.

Once completed—and provided they are credible—the
plans would in themselves boost private sector
finance by reducing the uncertainty and complexity
faced by the private sector. They would also provide a
vehicle through which global public goods needs can
be translated into individual country actions. And they
would enable the international community to spot
tensions and possible inconsistencies in national
approaches to climate finance. Lastly, they would
make it easier to assess the impact of broad-based
initiatives—for example, the introduction of climate-
resilient debt clauses or new foreign-currency risk-
hedging instruments.

Recommendation 3: Establish a simple,
transparent, and easily scalable publicly
capitalized private climate finance window to
provide multilateral lending to fast-growing
emerging and low-income economies.

To overcome the complexities of and constraints on
scaling that are inherent in trying to use public
international finance to leverage private sector finance
within the existing MDB structures, the international
community should—through NCQG negotiations in
November—provide a mandate for the MDBs to
establish new, highly simplified, and easily scalable
lending windows.

These would use public capital—from ODA or
philanthropy or voluntary donations linked to carbon
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offsets—to leverage private sector finance for use in This approach would give public capital providers
fast-growing emerging and some low-income clarity on the extent of their liability, deliver genuine
economies primarily for climate mitigation. The new leverage of private sector finance, and enable the
lending windows would be dedicated solely to climate  resulting finance to be deployed flexibly to target the
finance, while the exposure of those providing capital ~ mostimportant gaps in current private climate
would be strictly limited to their paid-in capital. finance provision (see box).

. Box: Using public capital to leverage private climate finance

Conventional MDB lending—in which the MDB makes loans to its members and issues triple-A debt in
the private financial markets to fund these loans—is not the same as using public capital to leverage
private finance. This is because the MDBs' “callable capital” is typically 10 times the size of their “paid-in
capital,” which means that all lending or other investments by the MDBs are effectively 100 percent
public finance, fully backed by their government shareholders. The lending is also underpinned by the
customary preferred creditor status of MDBs, which is not available to private finance. And the allocation
of funding is constrained by explicit or implicit country quotas, potentially limiting the loans’ ability to
support the most effective climate actions.

To leverage private finance, therefore, the international community needs a new lending window. This
would use capital provided by the public sector—funding from aid agencies, voluntary donations linked
to carbon credits, philanthropy, and possibly funds from some MDBs themselves in the event that they
have surplus capital—but would explicitly not be linked to callable capital, enjoy preferred creditor
status, or be subject to country lending quotas.

The window would raise funds by conventional borrowing in the private markets to lend for investment
projects, but the risk to the shareholders would explicitly be limited to their initial capital stake. The
level of risk would depend on the institution’s chosen capital ratio, which could be set at a conservative
15 percent (similar to the largest international banks), but also by the quality of its loan portfolio. In
contrast to existing MDB finance, where the need to keep the risk being borne by callable capital as
close as possible to zero effectively forces institutions to prioritize maintaining their triple-A ratings, the
level of risk to be carried by the window's capital would be a policy choice.

The window would differ from a privately capitalized bank because its required return would be
significantly below that required in the private sector (although large enough to cover expected
impairments over time). It would focus entirely on climate action (mitigation, adaptation, and covering
loss and damage) and would not have the option of investing in other assets. Therefore, it should be
much less affected by the private sector “herd instinct,” under which certain types of projects come in
and out of fashion. It would have a sustained focus on developing the right skills base to deliver on its
mission. It could also act as a catalyst, demonstrating the viability of certain types of investment and
sectors to private institutions.

The window would insist on strong governance arrangements in its lending recipients to prevent losses
due to corruption, but it might otherwise not adopt the full raft of MDB project clearance requirements.
This can be justified by the need for speed in responding to the climate emergency.

The window's main focus is likely to be in fast-growing emerging economies like Indonesia,
Thailand, India, and Vietnam, where there is a significant potential supply of “near bankable” projects
in energy transition, transport, and adaptation infrastructure. The window would not address the
entire finance gap (as it would not be suitable for deployment in the least developed countries or those
in severe debt distress). There may also be limited scope to deploy it in adaptation projects. But it
should still be able to make a substantial contribution to closing the climate finance gap. For example,
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if $90 billion of new public capital were accumulated over three years, this could support up to $600

billion of new climate finance.

The window could seek sovereign guarantees from the countries where its investment projects are
located. This would reduce overall risk on its portfolio and would enable it to lend for entire

infrastructure systems (high-speed rail, etc.) in circumstances in which the return for individual projects

is hard to establish but the investment clearly contributes to overall growth and therefore underpins the

repayment of the debt. The window would have streamlined operations (similar to AlIB) and could

co-finance MDB projects.

Several more-controversial aspects of this proposal might need to be addressed in the course of its

implementation.

For example, the sole focus on climate action is critical to the overall design of the window, but it may

also be necessary to meet concern over the lack of finance for other priorities by stepping up

conventional MDB financial support in some areas in parallel. Alternatively, the window's capital could
be provided by redirecting some existing ODA flows being used to support climate action.

Forgoing callable capital and preferred creditor status in the vehicle might appear counterintuitive,
but it is fundamental to achieving genuine leverage of private finance.

There are likely to be calls for the new finance window to apply the full set of MDB lending standards.

However, it will be important to defend the principle of a “fast-track” finance window in the interests of

controlling costs and scaling up quickly.

Establishing the window as a new facility within an existing MDB or as a joint venture by a number of
MDBs (rather than creating an entirely separate institution) should increase the speed with which the
window can be implemented and will make the best use of existing expertise. It should also help
minimize opposition from competing entities in the same policy space and encourage a holistic
approach to policy making. But there is also a risk that placing the new window within a larger

institution could mean that it will have to compete for capital and not receive the prioritization required.

The host institution may also not have the most appropriate business model for the service being

offered (see below). And staff may be resistant to or feel threatened by the underlying principles

required to operate the new facility.

Recommendation 4: Establish simple,
transparent, and easily scalable publicly
capitalized climate finance windows to provide
multilateral guarantees, insurance, and equity
investment to fast-growing emerging and low-
income economies.

These windows would follow the same fundamental
design for leveraging private finance as that in
recommendation 3 (i.e., with public capital but no
callable capital, preferred creditor status, or
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predetermined country finance allocations). However,
rather than conventional lending, they would focus
on delivering guarantees, insurance, or equity
investment for climate action in a manner that
maximizes the overall efficiency of the private

sector leveraging achieved through public
international finance.

For example, the capital entailed in providing a
guarantee that raises the investment rating of a project
from triple B to single A may be substantially less than
that required to raise it to triple A, or to provide a full
loan, but may nonetheless achieve a comparable
increase in the amount of private finance mobilized.
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Equally, providing insurance* for a pool of projects
against a specific type of risk (with premiums
reviewed annually and risks controlled with the help
of historical data on underwriting losses and
accumulated reserves) may be a more efficient use of
public capital than providing 100 percent of the
finance required for the project through a loan.

The World Bank's Multilateral Investment Guarantee
Agency (MIGA) facility shows the potential for the
provision of publicly capitalized insurance products.
However, to date, MIGA's guarantees have been
narrowly focused on political risk and have been
limited in scale.

It will be critical to adopt the appropriate business
model for each new climate action window. Having full
clarity at the finance ministry level on the risks incurred
by MDBs, and on whether the most appropriate
business model is being used, may not matter too
much when the volume of transactions is relatively
small. But if financing is to be scaled up rapidly, both
are essential, otherwise the finance ministries that
ultimately provide the capital will balk at the risks.

"Push” Recommendations

Recommendation 5: Conduct a comprehensive
audit of the reasons for continued large-scale
public and private funding of hydrocarbon-
intensive investments and implement measures
in response.

The audit is a key step in determining the best policy
mix to bring private finance more in line with climate
goals. As discussed in section 3, key questions to
address include assessing the extent of the role played
by hydrocarbon subsidies in incentivizing private
finance and whether private financial institution and
investor behaviors reflect a degree of moral hazard.

Based on the results of the audit, governments and
international financial institutions should implement
policies to reduce and ideally cancel hydrocarbon

subsidies. This step should be complemented by
further efforts to develop carbon taxes and/or carbon
trading mechanisms to bring private costs in line
with social costs.

Specific policies and public communication
campaigns should also be developed to encourage
redeployment of the finance released through the
above measures into green investment, both locally
and multilaterally, including by providing public
capital for the new lending windows detailed in
recommendations 3 and 4.

Since subsidies constitute a stream of funding, one
option might be to raise a lump sum of public capital
(funded from the stream of former subsidies) to
kick-start the new instruments.

Recommendation 6: Address the growing
exposure of the international financial system to
climate risk.

Measures to increase transparency surrounding
climate risk in financial institutions should be
continued. However, transparency measures should
in general be made mandatory, and a more detailed
strategy should be developed to address possible
moral hazard over climate finance risk.

The latter could include public statements by senior
government officials and regulators stating that the
private sector cannot expect future losses in the
financial system arising from climate change to be
covered by the public sector (in the way that losses
linked to the pandemic were covered), even if they
result from new policy measures imposed by
governments. The private sector therefore needs to
take account not just of policies in place now but also
of policies likely to be imposed in the future as climate
change accelerates. This is no different from the way
in which financial institutions cope with government
policy risk in other areas.

Regulators should also urgently review the extent to
which current “generic” prudential policies,

46 There are several key differences between insurance and guarantees. One difference is that insurance is a direct agreement between the third party (insurance provider) and the project developer
(policyholder), while a guarantee involves an indirect agreement between the project lender and the third party (guarantee provider), along with the primary agreement between the project lender and
the project developer. A second difference is that insurance policy premium calculations are based on underwriting and possible loss, while guarantee costings are focused strictly on the likelihood of
performance or nonperformance of a loan contract. In addition, insurance providers or policyholders can cancel policies with notice, while guarantees often cannot be canceled
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including capital adequacy requirements under Basel
III, leverage ratios, and exposure caps, are sufficient to
deal with the climate risk that financial institutions are
increasingly subject to. This assessment will require
rapid improvement in the modeling of the financial
implications of future climate science scenarios, as
currently the outcomes from scenarios deployed in
climate stress testing are widely seen as unrealistic.

Insofar as the review concludes that climate risks are
not currently adequately covered, regulators should
investigate options for bootstrapping generic
prudential measures with climate-specific measures,
in the same way that the leverage ratios imposed after
the global financial crisis were devised as a means to
bootstrap capital adequacy ratios.

Ensuring that climate risk is correctly addressed
through the prudential system should in any case
incentivize greater financial flows to green
investment. Moreover, regulators should explore
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whether any current features of the prudential system
inadvertently (and unreasonably) discourage green
investment. They also need to ensure that any new
measures take full account of the nature of the
transition process and provide appropriate incentives
for companies to transition in an orderly manner.

Policy makers will also need to assess the likely impact
of any new climate-related prudential measures on
financial flows to low-income and emerging
economies. While there is concern that responding to
climate risk in the above manner may reduce these
countries’ access to international climate finance, this
will depend on current risk perceptions (which may
actually be worse than the true risk). More
fundamentally, any policy to increase the flow of
climate finance to these countries (including through
recommendations 3 and 4 above) can only be based
on an honest assessment of current climate risk.
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