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§ Geographic, sectoral, and
institutional challenges to and
opportunities for private finance
mobilisation

This chapter draws on the quantitative analysis in Chapter 2 and further
empirical evidence to identify barriers to and opportunities for scaling up the
mobilisation of private finance for climate action in developing countries. It
explores (i) policy, regulatory and wider constraints in recipient countries
and their impact on investor perceptions; (ii) hurdles to private investment
and possible solutions in two key areas: clean energy, and agriculture and
forestry; and (iii) constraints within the multilateral development architecture
that limit private capital mobilisation.

Scaling up the mobilisation of private finance requires system-wide action:
concerted efforts to improve the conditions for private investment in
developing countries; more effective use of public climate finance to crowd-
in investment; and strengthening of the international climate finance
architecture, notably multilateral development banks, to more effectively
partner with the private sector.
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The analysis in Chapter 2 highlighted that, in the context of the USD 100 billion goal, relatively little climate
finance is mobilised from the private sector. At the same time, the analysis demonstrated the wide
differences in private finance mobilisation across sectors, country income groups, and development
partners. These differences reflect a multiplicity of factors, notably: commercial dynamics across climate
action areas; the enabling conditions for investment in recipient countries; and the objectives, mandates
and operating models of development actors deploying international public climate finance.

Chapter 3 draws on the analysis in Chapter 2 to explore these issues in greater detail. Section 3.1 explores
some of the cross-cutting and economy-wide barriers to investment in recipient countries. Section 3.2
analyses commercial and other dynamics, barriers to investment, and the climate finance landscape in two
core climate action areas: clean energy, and agriculture and forestry. Finally, Section 3.3 explores the
specific role of MDBs in mobilising private climate finance.

3.1. Enabling conditions for private climate finance and investment in developing
economies

Opportunities for commercial investment in climate action vary markedly across geographies, reflecting
unique local conditions, investment climates, and levels of ambition on climate action. The data in Chapter
2 shows that climate finance has mobilised significantly greater volumes of private finance in higher income
developing countries as compared to lower income ones (see Figure 2.1). Though this trend applies for
most economic sectors and activities, it presents additional complexities for climate action, given the
required speed of investment to meet the Paris Agreement goals, and the uneven distribution of investment
needs.

This section explores the main economy-wide barriers to investment in climate action, including the
differences across country income groups; the impact of policy, regulatory and wider enabling conditions
for investment; investor objectives for investment in climate action in developing countries; and information
asymmetries that may contribute to distorted perceptions of risk by commercial investors.

3.1.1. Economy-wide risks to commercial investment

The multiplicity of barriers and risks facing investments in developing countries include country risks
(macroeconomic stability, political risk, regulatory environments); commercial risks (market risks,
operational risks); financial risks (foreign exchange risks, market liquidity risks) and ESG risks (see
Table 3.1 below for a typology of different areas and risks investors may be exposed to).
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Risk area Type of risk Example
Force majeure risk Environmental hazard, war, terrorism
Political risk Expropriation or nationalisation, breach of contract, unexpected change
in government
. Macroeconomic risks Debt sustainability issues, currency volatility
Country risks

Regulatory risk

Changes in laws and regulations, e.g. change in tariffs, permits, taxation,
enforceability of contracts and collateral

Design, construction and completion risks
Operating and performance risks
Termination risks

Market risks

Technology risks

Commercial risks

Delays, cost overruns, changes in land permits
Cost of operations, technical performance
Risk of early termination by private party
Change in demand or supply, competition

Performance risk of a new or unproven technology; obsolescence of
utilised technology

Counterparty credit risk
Liquidity risk
Foreign exchange risk

Financial risks Interest rate and inflation risk

Inability of a counterpart (e.g. off-taker) to honour financial obligations
Inability to sell or exit investment when required

Cashflow volatility due to currency fluctuations

Risk of rising prices and asset replacement costs; increase in real interest

rates

Adverse climate and environmental impacts; cost of due diligence,
monitoring

Climate and environmental risks

ESG risks Social risks Adverse impacts on workers, communities; cost of due diligence,

monitoring

Governance risks Reputational risks, corruption

Source: Authors, based on (OECD, 2020y1)).

These long-standing barriers to investment are compounded by the current headwinds facing the global
economy. Low-income country (LIC) debt positions have worsened markedly since the onset and in the
aftermath of the Covid-19 pandemic and geopolitical instability. The debt-to-GDP ratios of low-income
countries were on a downward trend in the early 2000s but have increased in recent years, due to a number
of factors: high investment needs, low interest rates over the past decade followed by rising interest rates
more recently, limited capacity to raise additional domestic revenues, and weak public financial
management systems (IMF, 2022p;). Developing countries’ external debt is increasingly issued in USD
and at variable interest rates and is thus greatly exposed to the effects of tightening monetary policy in
advanced economies (IMF, 20233). Foreign currency borrowing costs’ for developing countries have
increased, though with wide variations across countries (OECD, 20224). In Sub-Saharan Africa, USD
denominated debt issuance experienced the highest costs, with yields above 5% and about one-third with
a yield of more than 8%, followed by MENA, where more than two-thirds of USD denominated debt had a
yield above 5%. Moreover, increased risk premia have translated into a significant deterioration of the
sovereign credit ratings of many emerging markets and developing economies (EMDEs) (OECD, 20224)),
further increasing sovereign borrowing costs. The creditor landscape has also significantly changed since
the 1990s, making debt restructuring potentially more difficult than in the past (ibid).

The share of LICs at high risk of or already in debt distress has more than doubled in the last decade from
25% in 2014 to 56% in 20232 (as shown in Figure 3.1 below). According to the IMF’s Debt Sustainability
Analysis applied to LICs, as of May 2023, 11 LICs are in debt distress, 25 are at high risk, 26 are at
moderate risk, and seven countries are at low risk of debt distress (IMF, 20235)). Moreover, countries at
high risk of, or already in, debt distress include about half of the most climate-vulnerable countries
worldwide (WRI, 2023)). This creates both challenges and opportunities for unlocking finance for climate
action in developing countries: high debt levels and risk of debt distress constrain developing countries’
ability to fund the transition to low-emission and climate-resilient development pathways. Climate
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vulnerability and other environmental challenges can also worsen credit ratings and increase the cost of
debt for EMDEs, whilst countries that are more resilient to climate change tend to have on average higher
credit ratings, with the magnitude of this effect being particularly large in developing countries (Cevik and
Jalles, 20207)).

Opportunities exist to better reconcile debt sustainability with climate and environmental priorities in
EMDEs. In 2022, the IMF created the Resilience and Sustainability Trust (RST), which mainly channels
special drawing rights (SDRs — international reserve assets of IMF member states) to provide policy
support and affordable longer maturity financing to help LICs and vulnerable MICs address balance of
payments difficulties and build resilience against long-term risks that can impact macroeconomic stability,
such as climate change (IMF, 2022;s)). Further progress could be made on the exploration of viable options
for channelling SDRs through MDBs, while respecting relevant legal frameworks and the need to preserve
the reserve asset character and status of SDRs. In cases where countries have limited fiscal space and
face severe climate and/or biodiversity risks, debt-for-climate and debt-for-nature swaps can help
governments with limited access to traditional grants, debt relief or restructuring (IMF, 2022/9)). These types
of swaps, already used by countries including Barbados, Belize, Seychelles and Ecuador, allow
governments to unlock fiscal resources under the condition that they commit to using them for specific
climate or environmental purposes (IDB, 2023105; IMF, 202259;). However, the efficiency and relevance of
debt-for-climate swaps is often lower than that of alternative instruments such as grants, concessional
loans or more comprehensive debt restructurings. Swaps so far have mainly involved small-scale project-
based operations by single creditors, with high transaction and monitoring costs, as well as commitment
problems (Chamon et al., 2022/11}). IMF research shows that the relevance of debt-for-climate swaps
depends on the specific fiscal position and climate challenges a country faces. Swaps can be efficient
when: (i) they are designed in a way that ensures that the climate investment commitment of the recipient
country de facto ranks above its commitment to service debt; and (ii) a comprehensive debt restructuring
is expected to lead to large economic dislocations and the debt relief associated with a swap is expected
to reduce the probability of debt distress (Chamon et al., 2022}11j).
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Figure 3.1. Countries’ risk of debt distress

Share of DSSI countries with LIC DSAs, by risk of debt distress, over 2014-2023
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Note: As of 31 May 2023. DSSI = Debt service suspension initiative; LIC = Low-income countries; DSAs = Debt sustainability analyses.
Source: Authors based on (IMF, 2022}127) and (IMF, 20233)).

These wider macroeconomic challenges have significant implications for international development and
climate finance. As discussed in Chapter 2, most climate finance is provided in the form of loans, whilst
debt instruments (direct investment in companies/SPVs, simple co-financing, syndicated loans, and credit
lines) account for the greatest share of private finance mobilised across all country income groups (see
Figure 2.1). Despite their mobilisation potential, a shift away from debt structures, and greater use of
equity-like instruments and guarantees, particularly in the most debt-distressed countries, may therefore
be required.
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Figure 3.2. Volume share by yield group of fixed-rate USD denominated bond issuance by EMDEs,
2021
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Note: Yields are calculated using fixed-rate USD-denominated securities with maturity longer than 365 days. Comparison between EMDE
yields between 2020 and 2021 is based on the same 35 EMDE sovereigns who issued fixed-rate USD denominated bonds in 2021 and their
corresponding yields in 2020.

Source: (OECD, 2022y4)), based on data from Refinitiv.

As discussed further in section 3.2, economy-wide and general risks manifest in different ways and with
varying degrees of intensity across climate action areas and sectors. Further barriers specific to climate
investments in EMDEs include first-mover costs; high costs of capital; asymmetric information; lack of
investment-ready projects; and high transaction and due diligence costs relative to deal size, again, with
wide differences across country contexts and sectors. Even within sectors, similar investments and
technologies will face unique constraints across different geographic contexts, affecting their profitability
and commercial viability. For example, estimated investors’ return expectations from solar PV-based power
generation projects can vary widely across developing countries, ranging from 12% in Chile to 52% in
Argentina, with countries with poor risk ratings tending to have higher required rate of returns for investors
(Songwe, Stern and Bhattacharya, 2022;13)). This reflects the trends discussed in Chapter 2 of higher levels
of private finance mobilisation in countries with better risk ratings and business environments.

3.1.2. The role of policy, regulatory and wider enabling conditions for private finance
mobilisation

The success of large climate investments is often dependent on a set of parallel policy measures, as well
as complementary investments in physical infrastructure. For example, the viability of a new off-shore wind
farm may depend on the elimination of fossil fuel subsidies, the establishment of a system of feed-in tariffs,
and publicly financed construction of transmission grid and port infrastructure. Individual projects therefore
need to be anchored in broader, long-term, economy-wide and sector-level climate action strategies that
provide investors with a clear indication of how individual projects are buttressed by wider supporting
measures. Linked to the need for policy clarity and stability, private sector actors repeatedly cite the need
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for pipelines of investable projects as one of the main prerequisites to scaling of commercial investment in
climate action in developing countries (GISD, 202214)).

A wide range of policy levers often need to be deployed in order to create the conditions required for
commercial investment. Investment policy may need to be recalibrated to ensure transparency, protection
of property rights, and non-discrimination. This can be combined with proactive investment promotion and
facilitation, for example through incentives to correct market failures (OECD, 201515). Reforms across
competition policy, financial market policy, sustainable finance, public governance, and the fiscal regime
may also be required to facilitate investments in climate action. In addition to fossil fuel subsidies, other
taxes, including corporate income and property taxes may be designed in a way that encourages carbon-
intensive activity (OECD et al., 2015p¢)), thereby distorting markets and creating disincentives to
investment in climate action.

While specific priorities will need to reflect individual countries’ circumstances, there is a set of core areas
identified by the OECD’s FDI Qualities Policy Toolkit that can be targeted to improve investment
environments (OECD, 202217), including:

e Governance: developing overarching visions for sustainable development and sector-level
pathways, underpinned by inclusive inter-ministerial co-ordination mechanisms, public
consultations, social dialogues and monitoring and evaluation mechanisms.

e Domestic and international regulation: taking steps to ensure that domestic policy and legal
frameworks support positive impacts of investment on sustainable development, including open,
transparent, and non-discriminatory policies, domestic legislation that fulfils international standards
related to climate action and other development goals, and aligning trade and investment
agreements with sustainable investment goals.

e Technical and financial support: targeted support may be needed to address market failures that
hinder sustainable investment (for example research and development costs, environmental
externalities, skills mismatches, gender disparities in the workplace), but provision of support
should be transparent and subject to review. Assistance can include financial support in the form
of tax incentives or subsidised loans and grants to promote investment in specific activities, sectors,
or locations. Technical support, meanwhile, can be an effective tool to develop domestic
capabilities and maximising the potential for FDI spillovers.

¢ Information and facilitation services: investment promotion agencies are key players and can
bridge information gaps that may otherwise hinder foreign investment. Corporate disclosure of
environmental impacts, including through ESG reporting frameworks, can help investors assess
and communicate their responsible practices and promote due diligence in supply chains.

e Development co-operation: Governments and donors should work together to identify financial and
technical assistance solutions to support policy reforms and implementation, promote alignment
with international standards, reduce exposure to social and environmental risks, and support the
private sector.

In the context of adaptation to climate change more specifically, access to data on climate impacts,
provision of economic incentives, and the support of coherent policy and institutions can help address the
mispricing of climate risk and provide commercial actors with clarity on the types of investments that can
be undertaken to better address them (IFC, 20131g)). Though an increasing number of countries have
developed or are in the process of developing national adaptation plans (NAPs) — 139 out of 154
developing countries as of 2022 (UNFCCC, 2022[19)) — a large number of these do not include information
on financing needs (UNEP, 20222q)); moreover, many countries have not developed national or sectoral
investment plans or adaptation project pipelines, limiting the opportunities for donors and private investors
to support adaptation efforts.
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Governments can take a number of steps to support the development of robust pipelines of projects
(OECD, 201821), including:

e linking policymaking to forward-looking objective setting and the programmes and institutions to
deliver them, providing overall co-ordination and leadership to champion project pipelines;

e focusing on strengthening the interface and mechanisms that governments employ to disseminate
information and convene actors, offering transparent processes and communicating relevant
information on projects and the pipeline with the financing and investment community;

e taking a holistic, whole-of-government approach to infrastructure planning and investment, feeding
lessons back into policy-making processes to bolster the investment-enabling environment and
providing funding or institutional support to projects when appropriate;

o fast-tracking suitable infrastructure project investment in a way that brings the carbon and energy
intensities of the country’s economy to target levels, prioritising the deployment of “high-value” and
strategically important projects and sectors;

o fostering the development of a diverse set of bankable projects and promoting business models
suitable for private sector needs, setting strong eligibility criteria to determine which projects should
be built and supported and which should not; and

e increasing country resilience to changes in climate and development needs, deploying
infrastructure that remains pertinent and relevant over time and tailored to changing external
conditions, and avoiding expensive path dependency or lock-in.

While government-led commitment to addressing these challenges and improving enabling environments
is critical, technical assistance and capacity development through climate finance can play an important
role in galvanising action. In addition to cross-cutting, economy-wide issues and efforts, climate action
often presents a unique set of constraints. For example, the rapid transformations required in many sectors,
and consequent social and distributional impacts, may require targeted support to help governments
manage and mitigate negative effects whilst exploiting the opportunities of the transition. The wide range
of complementary actions needed to improve enabling environments need to involve all impacted
stakeholders.

The role of country platforms as new models of international partnerships

Alongside technical assistance and capacity development, more robust, systematic efforts to co-ordinate
beneficiary governments’ domestic efforts, donor assistance, and private investment can help
simultaneously provide greater direction for international public and private climate finance and guide
domestic policy and reform efforts to reflect investor needs. Renewed models of international partnership,
namely country platforms, including Just Energy Transition Partnerships (JETPs), are emerging as
potentially promising ways to strengthen cooperation between the public and private sectors at the country
level, and mobilise the needed domestic and international finance to support developing countries’
transitions to low-carbon and resilient development paths. A common rationale behind the establishment
of country platforms is the desire to support programmatic approaches that ensure alignment between
national needs and priorities on the one hand, and providers’ capacities and mandates on the other, whilst
reducing the transaction costs associated with fragmented projects. JETPs are recent examples of country
platforms, established in South Africa, Indonesia, Viet Nam and Senegal with donor and MDB support to
provide financial and technical assistance to accelerate decarbonisation and clean energy development in
those countries. Beyond multilateral platforms, bilateral country platforms and partnerships also exist. For
example, Germany established bilateral climate and development partnerships to co-ordinate different
parts of governments, businesses, civil society, and academia to support EMDEs in stepping up their
efforts to achieve their climate targets (German Federal Ministry for Economic Cooperation and
Development, 202322)).
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These programmatic, multi-stakeholder partnerships can help raise international finance and co-ordinate
key domestic and international stakeholders behind shared goals, with strong country ownership and the
intent to engage the private sector (ODI, 202223]). Experience with country platforms and JETPs so far is
limited, thus it is not yet feasible to have meaningful assessments of the results and impact achieved.
Some country platforms have been effective in securing more ambitious climate action on the part of
beneficiary countries, and concrete commitments to the provision of international climate finance on the
part of donors. Although such processes intend to build closer links with commercial investors with a view
to mobilising private finance towards country climate action plans — for example through the Glasgow
Financial Alliance for Net Zero’s efforts to bring financial institutions into the JETPs (GFANZ, 202224
GFANZ, 2022p25)) — their success in doing so has to date been limited. Nevertheless, country platforms
offer a promising model of more robust country-level cooperation that can help anchor project-level
interventions and transactions in wider, long-term climate action plans.

It is essential for country platforms to be fully country-owned and anchored in strong and credible political
agreements on a clearly defined long-term vision and interim targets, in line with the goals of the Paris
Agreement (ODI, 202223)). Country platforms and JETPs so far have mainly been established in MICs.
Moreover, efforts so far have focused on the energy sector, so there is scope for piloting or replicating
country platforms in other areas, for example adaptation and resilience and agriculture, forestry and land-
use. In 2023, G7 leaders committed to work together to support the protection, conservation and restoration
of high-carbon, high-biodiversity ecosystems, including through Country Packages on Forests, Nature and
Climate, especially in countries that are home to vital reserves of carbon and biodiversity, with an initial
focus on forests (G7, 20232¢)). Though relatively nascent, Egypt's Nexus on Water, Food and Energy may
provide useful lessons on whether and how multi-sector approaches can work best. To make evidence-
based decisions on whether to expand or replicate country platforms to other countries or sectors — and
which ones — impact assessments can be conducted to evaluate the results of such initiatives and identify
areas for improvement. These should focus on evaluating not only whether the platform was effective in
co-ordinating all key stakeholders and mobilising private finance, but also whether the pre-defined climate
and energy objectives had been achieved and the extent to which and how any potential negative impact
on workers and communities had been mitigated.

Limited collaboration and co-ordination among climate finance providers and financial institutions is a
barrier to their ability to mobilise resources (see MDBs’ challenges and efforts to enhance collaboration in
section 3.3 below). Country platforms so far have mainly involved ‘traditional donors’ (JETPs have been
driven by G7 countries). Widening support from a broader range of donors and international actors, as well
as international and domestic financial institutions, can help better integrate the full spectrum of external
official and private sector support, and mitigate the risk of incoherence and competition. Beyond
governments and the private sector, inclusive and meaningful multi-stakeholder dialogue with all
stakeholders involved or impacted by climate action is critical; however, to date, civil society and
community engagement with country platforms has been limited (ODI, 202227;; Power Shift Africa and
Germanwatch, 2022/2g)).

In order to effectively mobilise private investors, upfront agreement and transparency on project pipelines
is needed, as well as early identification of areas where concessional finance can be most catalytic and
where it risks crowding out private finance. Scarce grant resources should be concentrated in areas where
it is still too difficult to attract private or domestic finance, such as to address the impacts of the transition
on impacted workers and communities, or to strengthen adaptation and resilience. Moreover, partners
should devote significant resources upstream to strengthen enabling environments and develop local
capacity to identify pipelines of bankable projects. Incentive-based financial instruments and policy-based
lending or guarantees that effectively integrate climate objectives can be promising tools to encourage the
development of policies to improve the investment enabling environment.
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3.1.3. Investor objectives and challenges

There is growing awareness of the impacts of climate change and the need for rapid investment in climate
action. The growth of commercial investment in climate action reflects a growing realisation that business
as usual is not sustainable, whilst investment in new technologies offers the prospect of stable, secure,
long-term returns. But the growth of climate investment has not occurred in a vacuum; new technologies
and sectors once at the frontier of commercial viability have become mainstream in many cases due to
public support and firm policy steps (IRENA, 202329)).

Different types of investors operate under different mandates, risk-return profiles, liquidity and risk
tolerance, which in turn affect their portfolio allocations and their ability to engage in blended finance in
EMDEs. Institutional investors (pension funds, insurance companies and other asset owners) are one of
the largest potential sources of finance; they typically invest in long-term fixed income assets, the majority
in investment grade assets, and have smaller allocations for higher-risk and illiquid assets, such as private
equity or debt in emerging markets. Institutional investors often lack the capacity to invest in small-scale
projects and prefer portfolio investments and more liquid assets. In 2020 institutional investors held and
estimated USD 1.04 trillion in infrastructure assets®, of which only 30% (USD 314 billion) were ‘green’,
mainly towards investments into renewables, despite the fact that they could allocate up to USD 11.4 trillion
towards infrastructure, under regulatory limits (OECD, 2020;30)).

Recognising these opportunities, many commercial actors are seeking support from development actors,
including through blended finance, to help tip the risk-return calculus in favour of investment. Figure 3.3
below shows the extent to which different types of investors* engage in climate-related investments
through blended finance, according to Convergence data.® Looking at different types of investors’
participation, on average over the 2019-22 period, financial institutions (mainly commercial banks)
accounted for the largest share climate blended finance transactions (43%), followed by businesses and
institutional investors (26% each), whereas asset managers, private equity (PE) and venture capital (VC)
funds engaged the least (respectively at 3% and 2%). One explanation of the limited engagement of
institutional investors is the lack of pooled portfolios of sizeable and liquid deals that would match their
ticket size appetites. Moreover, in renewable energy investment, institutional investors tend to prefer
already-operating assets to avoid early-stage risks associated with the structuring and construction phases
of greenfield assets (OECD, 20200;) (IRENA, 202031;), whereas commercial banks frequently engage in
blended finance for renewable energy projects, often providing project finance debt (Convergence Blended
Finance, 202232)).
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Figure 3.3. Blended finance transactions for climate action in developing countries, by type of
commercial investor and climate objective, 2019-22 (% average)
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Source: Authors, based on data provided by Convergence.

There remain significant challenges to efforts to mobilise private finance. In an OECD DAC survey of
development finance providers’ experiences of mobilising private finance, most institutions surveyed
underlined the persistent challenges they meet in general when co-investing in developing countries
(OECD, 2023(33)). The most commonly cited challenges included the risk and return expectations of
investors, and limited investment opportunities. Other significant challenges included limited local capacity
amongst commercial investors, and adverse internal incentives and limited expertise amongst climate
finance providers (ibid).

To address these challenges, several respondents confirmed their intention to make greater use of
guarantees and other innovative mechanisms, while others mentioned the funding of new blended finance
vehicles or programmes specifically set up to mobilise private investments, albeit with varying degrees of
maturity. More advanced examples include the recent accreditations of the Korea International
Cooperation Agency (KOICA) and the Spanish DFIl, COFIDES, to become Green Climate Fund (GCF)
implementers, one pillar of which is to mobilise private finance at scale for climate mitigation and adaptation
through de-risking investment (OECD, 2023(33)).

The limited engagement of commercial investors in blended finance is supported by an independent
evaluation of the World Bank’s private capital mobilisation efforts, which found that IFC’s mobilisation
approaches are not consistently aligned with investors’ risk profiles. In particular, institutional investors
have limited risk appetite to co-finance the unlisted infrastructure and financial sector projects that IFC
typically supports (World Bank, 20204)). According to Convergence, the most pressing concern for
institutional investors when considering engaging in climate blended finance relates to country risks, rather
than climate-related risks. This finding is supported by OECD survey data, which suggest that investment
decisions by pension funds and insurance companies are largely influenced by risks associated with
macroeconomic and political instability, as well as institutional and governance issues (for example,
corruption) in beneficiary countries (OECD, 202135). The positive impacts of development interventions
designed to address these country-wide risks, for example Multilateral Investment Guarantee Agency’s
(MIGA) political risk insurance and credit enhancement products, are well-documented; but the data in
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Chapter 2 (see Figure 2.1) shows that guarantees account for only around 25% of private finance mobilised
in low income, low-middle income, and upper-middle income countries.

In addition, evidence suggests that domestic commercial investors’ participation in climate blended finance
is still rare (Convergence Blended Finance, 202232;; World Bank, 20204). This could be partly due to
weak financial development, governance and reporting challenges faced by domestic providers of climate
finance, including national development banks. Such limited participation is a key barrier to scaling up
blended finance, as local investors’ deep knowledge of the domestic investment landscape and regulatory
environment makes them well-suited to assessing local risks and conducting due diligence, while their
ability to invest in local currency can provide financing solutions that are more flexible and appropriate for
projects generating local currency revenues (Convergence, 202136)). Moreover, some evidence suggests
that projects with domestic investors’ participation had greater success (80%) than those with overseas
investors only (60%) (World Bank, 20204;). This underscores the importance of upstream support for
financial development and deepening of local capital markets, including through grant-financed technical
assistance and capacity development.

To address local currency risks, the Currency Exchange Fund (TCX), an offshore currency fund founded
by a group of development finance providers, develops markets for long-term exchange rate and interest
rate risk hedging products in EMDEs, where such products are not available, or they are limited. By
contributing to the reduction of currency risks, the fund eases borrowers’ access to long-term financing in
local currencies and exchange risk management products (OECD, 201637;). The main drawbacks are that
there must be a short—term benchmark rate available for pricing and that the resulting financing solution
can be ultimately more expensive than MDB own funding (EBRD, 20223s)). Another approach that has
proven effective in mobilising domestic institutional investors is the involvement of domestic guarantee
providers such as GuarantCo in Nigeria (OECD, 20201;; World Bank, 2020;34). The Infrastructure Credit
Guarantee Company Limited (InfraCredit) was established by GuarantCo and the Nigeria Sovereign
Investment Agency (NSIA) to provide credit enhancements for Nigerian local-currency debt instruments
for infrastructure financing. InfraCredit’s capital structure is composed of three tiers of capital, namely core,
paid-in capital by NSIA and other institutional investors, callable capital by GuarantCo and subordinated
capital by Kf\W and AfDB (InfraCredit, 202339)). InfraCredit is working on creating strategic partnerships
with donors and DFIs and MDBs that could unlock new sources of early-stage capital for well-structured,
bankable infrastructure projects (World Bank, 20230)).

A further issue that is often cited by investors as dampening mobilisation of private finance relates to the
effects of international financial regulation on developing countries. Prudential requirements of the Basel
Il regulation for commercial banks (tightening of the large exposure rule, of capital requirements and
liquidity requirements) and the Solvency Il regulation for insurance companies set high risk and capital
charges for high-risk investments in developing countries (CGD, 201841;; OECD, 2020j42;; OECD, 202135
World Bank, 2020;347). Earlier OECD analysis shows that Basel Il leverage ratio requirements have had
the unintended consequence of constraining access to long-term financing for capital-intensive renewables
projects. Moreover, fair value International Financial Reporting Standards accounting rules for financial
institutions can lead to shorter-term investing (World Bank, 2020;34)).

3.1.4. Information asymmetries

Notwithstanding the prevalence of real barriers to investment in developing countries, there is evidence
that perceptions of risk are overstated. For example, infrastructure default rates in Africa are amongst the
lowest in the world (Moody's Analytics, 2021p3)), yet the region attracts considerably less commercial
finance for infrastructure investment (itself likely a contributing factor to low default rates). This gap
between perceptions and reality, as well as wider information asymmetries, can dampen cross-border
investment. This is compounded by uncertainty around the direction of policy, which can significantly
constrain investment and raise the cost of capital (IEA, 2022j44)).
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Granular portfolio statistics, such as the historical track records of investments across sectors, countries
and financial instruments can help prospective investors to undertake more accurate assessments of the
potential risks of assets. In developed countries, investors can rely on several decades of statistics over
various dimensions to calculate the expected risk/return profile of investments with a high degree of
certainty, limiting the required risk premia to cover for residual uncertainty. In contrast, in developing
countries, limited evidence of historic performance is available, reflecting both a smaller number of
commercially financed projects brought to completion, and weaker institutional capacity to assess past
performance (OECD, 2020y1; IEA, 2021u45)). Some credit risk statistics from the Global Emerging Markets
(GEMSs) Risk Database Consortium — which captures historical default rates, recovery rates and rating
migrations from MDBs and DFls towards public, private and sovereign counterparts — has been publicly
released (GEMs Consortium, 2021u6); GEMs Consortium, 20234477). However, it provides only default rates
at a fully aggregate level. Recovery rates, rating migrations, and more granular statistics (for example
statistics per sector and country), that put default rates into perspective, have not yet been published.
Moreover, the GEMs database only captures loan transactions, while information on the performance of
MDB/DFI equities remains limited (Gregory, 20234s]). Addressing this by drawing on development finance
providers’ extensive internal databases to provide more granular credit risk statistics to the private sector
could provide valuable insights on past project performance at the country level, helping to better align
perceptions of risk with reality (see Recommendation 10 in Chapter 4). In 2023, a G20 Roadmap
recommended that MDBs accelerate efforts to work together for transforming GEMs into a stand-alone
entity (G20, 202349)); this is scheduled to take effect by early 2024.

3.2. The composition and distribution of public finance within and across climate
action areas

The potential for public climate finance to mobilise private finance varies significantly across different
climate action areas, reflecting inherent sector-specific commercial dynamics and myriad other factors.
The analysis in Chapter 2 demonstrates that mobilisation is more difficult at the technological (i.e. in more
nascent sectors) and geographic (i.e. in lower income countries) frontiers. From the perspective of
commercial investors, the key determination is whether investments will yield a favourable financial return
at an acceptable level of risk. From that perspective, policy has played a critical role in shifting commercial
dynamics and shaping markets in recent years (IRENA, 2023)29)), including through increasing clarity on
the long-term direction of travel through economy-wide and sector-level net zero targets, and through more
tangible measures — for example carbon pricing mechanisms, regulation, subsidies, and public investment
in innovation — to boost the competitiveness of climate investments relative to business as usual.

Nevertheless, the value proposition for investors in some climate action areas remains lower than what is
needed in order to attract private finance at scale: prospective returns are often deemed to be too low
relative to potential risks. Many investments in climate action present significant decarbonisation and
adaptation opportunities on aggregate — for example investments in off-grid renewables, energy efficiency,
and agricultural resilience for smallholders — but are often comprised of projects that are too small
individually to secure large-scale commercial investment. This section will draw on the data presented in
Chapter 2 to further analyse:

e the current composition of international public finance in the context of the USD 100 billion goal
deployed towards two of the main climate action areas comprising the vast majority of mitigation
needs: clean energy, and agriculture and forestry (a parallel paper discusses challenges and
opportunities for adaptation finance (OECD, 202350));

e« some of the commercial dynamics underlying these climate action areas, including some of the
barriers and risks facing commercial investment, and outline some of the public financing
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interventions, including the instruments, leveraging mechanisms and blended finance structures
that can be deployed by development actors to address these barriers and risks; and

o climate action area- and sector-specific climate finance data to assess how the current composition
and distribution of public climate finance compares to the challenges and solutions identified, with
a view to identifying opportunities for greater private finance mobilisation.

The available data on public climate finance provided by bilateral and multilateral institutions does not
include explicit information on whether individual public climate finance interventions were designed with
the explicit goal of mobilising private finance. This presents limitations in relating levels of private finance
mobilisation to overall providers’ portfolios, as well as on the ability to draw concrete lessons on the relative
and combined effectiveness of different types of public finance instruments in leveraging private
investment. Examining the composition firstly of the international public climate finance flows on the whole,
and private climate finance mobilised by leveraging mechanisms at the sector level can nevertheless
provide insights to policymakers to help deepen their understanding on the relative merits of different types
of interventions.

3.2.1. Clean energy

Investment in clean energy in developing countries will need to be rapidly scaled by the end of this decade,
from around USD 200 billion invested annually in 2022 to over USD 1.7 trillion a year by 2030 (IEA,
2022;51)). This includes investment in renewable power, which accounts for over half of investment needs,
transmission, distribution, storage, and wider investment in energy efficiency, decarbonisation of industry
and transport, and electrification.

Beyond their positive climate impacts, investments in clean energy will be critical to meeting economic and
social development priorities in developing countries. An estimated 675 million people globally do not have
access to electricity, and 2.3 billion people lack access to clean cooking (IEA, IRENA, UNSD, World Bank,
WHO, 2023;52)). These pressures are likely to grow alongside rapid population growth in many developing
countries. Scaling electricity supply will also be central to many developing countries’ wider economic
strategies, for example industrial development strategies, as well as wider efforts to electrify transport and
other sectors.

Current composition of climate finance for clean energy

In the context of the USD 100 billion goal, USD 26 billion of international public climate finance was
provided towards clean energy (energy policy, renewable power, transport and storage, energy distribution
and industry®) in developing countries on average annually between 2016 and 2021. Over that period,
USD 8 billion of private finance was mobilised annually for clean energy. Within public climate finance
provided for clean energy, loans and debt instruments accounted for by far the greatest share (85%) whilst
grants (12%) and equity (2%) accounted for much smaller shares.

Given the low volumes of private finance mobilised by public finance, and against the backdrop of rapidly
improving commercial dynamics underlying many clean energy investments, there is considerable scope
to reorient development interventions to more effectively leverage private investment. This requires a more
comprehensive understanding of commercial dynamics in the sector, including the barriers and risks facing
private investment, and the specific public finance solutions that can help overcome them.
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Figure 3.4. Climate finance provided and mobilised for clean energy by public finance instrument
and leveraging mechanism, 2016-21 (yearly average)
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Source: Based on Biennial Reports to the UNFCCC, OECD DAC statistics, and complementary reporting to the OECD.

Commercial dynamics and barriers to private investment in clean energy

The potential for public climate finance to mobilise private finance reflects the underlying commercial
dynamics of investments. Some clean energy sectors offer increasingly attractive investment prospects.
The economics of the power sector have evolved rapidly in recent years; renewable power generation,
which makes up over half of clean energy investment needs in developing countries (IEA, 2021(s3]) is now
the cheapest energy source in countries accounting for two-thirds of the world’s population
(BloombergNEF, 202254)). Renewable power offers increasingly attractive prospects for commercial
investors, with evidence that it has outperformed fossil fuel investment in terms of returns globally over the
past decade (albeit with the lowest differential in performance in emerging and developing economies (IEA,
2021is5)).

More nascent clean energy technologies, for example green hydrogen, remain further along the
technological and commercial viability frontier, but are increasingly being supported by both policy signals
that provide investors with a degree of certainty on the direction of demand for clean energy products and
services, and by more tangible support measures, including public subsidies and other investment-
supporting measures (OECD, 20225g)).

Despite these positive trends, investment in clean energy in developing countries remains significantly
below the levels needed to meet the Paris climate goals. Developing countries accounted for only a fifth
of global investment in clean energy in 2022, and per capita investment is around a tenth of that in
advanced economies (IEA, 2022(s7)).

Amongst commercial investors, higher real and perceived risks, as well as a bias against investment in
foreign jurisdictions, contributes to higher costs of capital. The cost of capital — generally across developing
countries and in the energy sector specifically — remains a significant barrier to investment and can be up
to seven times higher than in the US and Europe (IEA, 2021(s3)). Higher costs of capital are priced into
projects, for example through higher electricity tariffs passed onto utilities and consumers; if the cost of
capital is too high, projects may fail to reach financial close at all. At the economy-wide level, higher costs
of capital for clean energy investments significantly dampen investment and delay the speed of countries’
transitions below their potential (Ameli, 2021ss)).
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Development finance can be deployed to effectively manage economy-wide, sectoral, and project-level
barriers to investment risks, thereby bringing down the cost of capital and making projects viable for
commercial investment. Doing so in a targeted way, that addresses specific risks at particular points of the
project cycle, can help minimise the call on scarce public finance, preserving it for other development and
climate priorities where commercial solutions are less viable. Table 3.2 below sets out some of the sector-
and project-specific challenges facing investments in a selection of clean energy sub-sectors and sets out
public finance interventions that can help address them. These are based on the OECD's Blended Finance
Guidance for Clean Energy (OECD, 2022;59)).
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Table 3.2. Clean energy sector-specific challenges and leveraging mechanisms

Clean energy sub-
sector

Barriers to commercial investment

Possible climate finance responses (technical
assistance and blended finance)

Cross-cutting

Utility-scale renewables

Off-grid renewables

Energy efficiency

Country-specific features, including the regulations
governing and design of energy systems — e.g. financial
regulation limiting bank exposure to single entities, and
fossil fuel subsidies, can have a significant bearing on
levels of commercial investment (IEA, 2022;4)).

Long planning and construction phases: Large
energy projects are typically subject to long planning,
development and construction phases, exposing
investors to a high degree of political, policy,
construction, permitting and other risks. Moreover,
projects may take several years before yielding returns
for investors.

Counterparty, off-taker and transmission line risk:
Larger energy projects are often dependent on
purchase agreements from local entities with weak
creditworthiness. Renewable power generation projects
also often depend on the construction of new grid
infrastructure in time for generation.

Exchange rate: Exchange rate volatility can create
mismatches between obligations priced in foreign
currency and revenues denominated in local currency
(e.g. in power purchase agreements).

Scale and transaction costs: Small absolute returns,
and the relatively high cost of conducting due diligence
on projects, mean that projects are often too small to
attract the attention of commercial investors.

Information asymmetries - project viability:
Commercial viability of projects can be difficult to
assess, compounded by lack of capacity or willingness
among financial institutions to invest in small projects.

Stability of revenues: Off-grid renewables do not
benefit from the stability of power purchase agreements
or other pricing structures such as net-metering, which
allow producers to sell excess capacity to the grid.

Information asymmetries — developer profiles:
Investments often undertaken by individual households
and businesses, who lack the capital base necessary to
access affordable debt finance.

Scale and transaction costs: Small projects with
varying characteristics have relatively high transaction
costs for investors. Energy efficiency projects may also
be considered unique in nature with varying project
characteristics, given the wide sector coverage.

Information asymmetries — confidence of savings:
The performance of energy efficient equipment can be
impacted by operational know-how and local climate
and resource aspects, as well as consumer behaviour,
which can lead to differences between actual and
expected performance.

Collateral requirements: Many SMEs, including small
energy service companies (ESCOs), lack the capital
base needed to access affordable debt finance

Grants to finance technical assistance to support policy and
regulatory reforms, for example sectoral strategies, energy
market design, and the phasing out of fossil fuel subsidies,
can help governments address sector-wide barriers to
investment.

Direct investment: Direct investment can help address
early-stage risks during the development and construction
phases, in turn bringing down the weighted average cost of
capital.

Guarantees and performance insurance: Guarantees
can provide a safety net for investors against financial loss
and mitigate against the long development periods of large-
scale projects.

Political risk insurance: Political risk insurance can
protect against a wide range of risks that may delay or put
off indefinitely such parallel policy steps. This helps isolate
specific risks, minimising the public support required to
cover them and for a limited period of time until they pass.

Currency risk hedging instruments: Hedging instrument
(e.g. forward contracts and swaps), can be used to convert
foreign currency-denominated loan payments into local
currency obligations.

Aggregation and securitisation: Project aggregation and
securitisation can help address the lack of capacity and
interest of large institutional investors by pooling projects
into much larger, more attractive and rateable assets.
These can be comprised of assets from across different
jurisdictions for collective de-risking, underpinned by
standardised contracts and harmonisation of regulatory
frameworks.

Guarantees: Revenue guarantees and partial risk
guarantees can be used to protect investors against the risk
of revenue shortfalls, particularly in the early stages of
distributed renewables projects when the risk of
misalignment of demand and supply is higher.

Grants: Grants can be used to finance technical assistance
to support project preparation to improve their bankability,
providing legal and financial services to small developers,
to help close information gaps for investors.

Asset-backed securities: Energy efficiency project loans
(including mortgages on certified buildings or mortgage
financing for energy efficiency upgrades) can be pooled
together to create asset backed securities to free up capital
for additional lending.

Partial risk guarantees or first-loss facilities: Risk
sharing mechanisms that provide partial coverage to
partner financial institutions or take first-loss in case of non-
performance can help to overcome issues of information
asymmetry and lack of adequate performance data.

Equity capital funds for energy efficiency: To help SMEs
overcome barriers to adequate equity capital requirements,
equity funds can be used to provide a share of the capital
or collateral requirement to access financing.

Source: Adapted from OECD (2022), Blended Finance Guidance for Clean Energy.
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Opportunities for greater private finance mobilisation in clean energy

Between 2016 and 2021, in the context of the USD 100 billion goal, an annual average of USD 26 billion
of international public climate finance was provided for clean energy (energy policy, renewable power,
transport and storage, energy distribution and industry), mobilising just USD 8 billion of private finance
annually. These relatively small sums suggest a shift in the direction of international public finance targeting
clean energy investment towards private finance mobilisation, including through greater use of blended
finance, is required. This requires development actors to tailor interventions to the underlying commercial
dynamics in the sector, including the remaining risks and barriers to investment as they apply in different
geographic contexts.

Figure 3.5. Climate finance provided and mobilised for renewable energy and energy policy and
energy distribution, by financial instrument and leveraging mechanism, 2016-21 (annual average)
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Source: Based on Biennial Reports to the UNFCCC, OECD DAC statistics, and complementary reporting to the OECD.
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Exit projects once commercial viability is established: For renewable power, which represents the
lion’s share of investment needs in clean energy, the most significant barriers to investment will often be
disproportionately skewed towards the development and construction stages of projects, reflecting
uncertainty around approvals, permitting and policy, as well as high upfront investment costs (OECD,
2022;59)). Targeted development finance interventions can address early-stage risks, and should aim both
to exit early once projects are operational, and for higher leverage ratios to finance design and construction,
as compared to technologies and investments with less proven commercial track records (OECD, 202042).
Increasingly, if any public support is needed at all, blended finance or concessionality may only be needed
to support project development and tendering. In the context of the USD 100 billion goal, the highest
proportion of private finance mobilised towards renewable energy was by direct investment in companies
and special purpose vehicles (43%) (see Figure 3.5, above).

One key consideration for public climate finance providers is the duration of these investments. Loans
provided to the energy sector between 2016 and 2021 had an average maturity of 20.8 years. Shifting
towards an “originate to distribute” model — originating and developing projects, and transferring ownership
to the private sector at the earliest opportunity once projects are past their riskiest stages (i.e. during
development and construction) and begin yielding returns — can help free up public finance for other climate
or wider development interventions. Similarly, guarantees, which account for the second largest volumes
of private finance mobilised towards renewable energy (27%) can be very effective in de-risking projects,
but should be time-limited and reallocated to riskier projects where opportunities for commercial financing
are more constrained.

Other clean energy priorities, including decarbonisation of industry and transport, can also have a strong
commercial rationale and yield higher returns for investors; where there remain gaps in viability, various
blended finance and other supporting measures can help tip the balance. As with renewable energy, direct
investment in companies and special purpose vehicles accounted for the largest share of private finance
mobilised for both industry and transport (51% and 62% respectively — see Figure 3.6, below). Again,
providers should consider the duration of these deployments to ensure rapid exit and transfer to the private
sector where possible and appropriate.
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Figure 3.6. Climate finance provided and mobilised for industry and transport, by financial
instrument and leveraging mechanism, 2016-21 (annual average)
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Source: Based on Biennial Reports to the UNFCCC, OECD DAC statistics, and complementary reporting to the OECD.

Reorienting lending: An average of USD 22.5 billion of loans were provided through climate finance
between 2016 and 2021, accounting for the vast majority — 86% — of international public climate finance,
towards clean energy. However, an average of only USD 5.9 billion per year of private finance was
mobilised by lending instruments (deployed in the form of direct investment in companies and special
purpose vehicles,” simple co-financing, syndicated loans, and credit lines) towards clean energy. This
suggests that a relatively small share of lending instruments have the objective of mobilising private
finance.
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Debt instruments accounted for almost all private finance mobilised towards industry (around 95%). Credit
lines accounted for 13% of private finance mobilised, higher than in other sectors, possibly reflecting a
high share of investment in energy efficiency in the sector, where credit lines can be particularly conducive
to market-creation in the context of low demand for investments that do not yield direct returns (Wu, Singh
and Tucker, 2018s0)).

Reorienting lending instruments presents significant opportunities to increase private finance mobilisation.
Even simple, conventional loans can be designed in a way that crowds-in private investment. JICA’s
Energy Efficiency and Conservation Financing Promotion Project in Bangladesh, for example, provides
direct loans to finance investments in energy efficiency equipment, while indirectly stimulating commercial
investment in associated efficiency investments in construction and renovation (OECD, 2022;s9)).

More complex debt structures, such as subordinated debt can also be used to insulate senior debt
investors from risks and reduce the cost of capital; this can be combined with convertible grants — grant
financing that is converted to subordinated debt once certain project milestones have been met — in order
to reduce climate finance providers’ exposure to less risky projects and free up public climate finance for
other uses (IRENA, 2016s1]). Syndicated loans (which include subordinated debt) accounted for around a
quarter of private finance mobilised by debt structures apart from direct investment in companies and
special purpose vehicles, but the absolute volumes of private finance mobilised remain low (USD 1.4 billion
on average annually) relative to overall loans provided, suggesting there is considerable scope to use
lending in a more effective way that explicitly seeks to target private finance mobilisation.

Establishing scale: A number of financial innovations that seek to tap into global capital markets to
finance clean energy projects in developing counties have developed in recent years. Investors have
repeatedly called for the development of so-called secondary assets in developing countries, to aggregate
a number of smaller constituent assets and projects into larger, rateable, tradeable assets (Global
Investors for Sustainable Development Alliance, 20212). As set out in Table 3.2 above, structured
finance, including aggregation and securitisation, alongside technical assistance to standardise contacts,
can address capacity constraints amongst commercial investors, including lack of capacity to undertake
due diligence on individual projects, that dampen foreign direct and portfolio investment towards clean
energy in developing countries. These are particularly relevant to sectors characterised by small-scale
investments, for example off-grid renewables and energy efficiency, but also apply to smaller utility-scale
renewables projects (OECD, 2022;59)). Relatively small amounts of public climate finance can be used to
support such innovative structures, with a view to unlocking considerably greater volumes of private
finance.

One recent example is the UK’s Mobilising Institutional Capital Through Listed Product Structures
(MOBILIST) programme, which aims to catalyse pools of institutional investment into developing countries
by supporting the development of products that are listed on public markets (Mobilist Global, 202363)).
Similarly, USAID’s Blended Finance for the Energy Transition (BFET) programme provides catalytic co-
funding to support the development of blended finance structures, including portfolios of clean energy
companies and assets in developing countries, that aim to unlock capital from institutional investors
(USAID, 2023641). Yet a relatively small share of private finance mobilised towards clean energy appears
to be dedicated to the development of such instruments: shares in collective investment vehicles (CIVs)
accounted for 5.5% of private finance mobilised towards renewable energy, 1% for industry, and around
3% for transport. This possibly reflects the relative novelty of these approaches. Though the data suggests
their use has steadily increased in recent years, they nevertheless remain relatively niche. There is
therefore significant scope to increase public support towards such structures.

Supporting commercial viability for more nascent sectors: Total international public climate finance
flows towards more difficult energy decarbonisation challenges, including industrial decarbonisation and
the development of green hydrogen, remain relatively low; average annual flows towards support for
industry in developing countries were under USD 1 billion annually, which in turn mobilised a further USD

SCALING UP THE MOBILISATION OF PRIVATE FINANCE FOR CLIMATE ACTION IN DEVELOPING COUNTRIES © OECD 2023



56 |

1 billion of private finance. Total investment towards industrial decarbonisation will need to ramp up rapidly
over the next decade: industry accounts for 24% of greenhouse gas emissions (IPCC, 2023s)), yet
accounted for around only 2% of climate finance provided and mobilised in the context of the USD 100
billion goal in 2016-21. Investment will need to be scaled up across all areas, including in industrial
efficiency, electrification, and in more nascent technologies foreseen to play an important role in climate
mitigation strategies, such as green hydrogen, that are at the early stages of commercialisation and
deployment (OECD, 2022s6)). The current small transaction sizes of investments in such technologies
presents challenges for commercial investors, underscoring the need for public finance to support project
development, as well as structured finance (see above). Blended finance, including viability gap funding in
the form of grants or concessional loans for first movers and pilot projects can be effective in making
projects more attractive to commercial investment (ibid). The relatively small sums of private finance
mobilised suggests there is scope to significantly scale up the use of such instruments towards more
nascent clean energy sectors.

Wider considerations for private finance mobilisation towards clean energy

The scope for private finance mobilisation towards clean energy will remain limited for many investments
and in certain geographic contexts. There remain significant parts of the clean energy ecosystem where
the scope for private finance mobilisation will be more limited, and that will continue to require more
conventional forms of development assistance and direct public support, such as network assets with
strong features of public goods. Even project types that have proven to be commercially viable in some
geographic contexts will not be in others, particularly in frontier markets due to a multiplicity of economy-
wide barriers to investment (see section 3.1).

In most geographic contexts, irrespective of levels of development, public support will also be needed for
infrastructure investments that are more difficult to commercialise, for example transmission grid
infrastructure. In addition, there will remain large parts of the world where the development impact of clean
energy far outweighs the commercial case, for example in rural areas of the least developed countries that
stand to benefit greatly from investment in off-grid renewables. Though commercial solutions may be
possible in such instances, the overriding development imperative of energy access may justify much
greater use of conventional forms of development finance, at more concessional terms, and with lower
private sector participation.

Climate finance and mobilising efforts need to be deployed and co-ordinated among a broader
suite of policy and support measures, including to ensure a just transition: Efforts to secure greater
private sector participation at the asset and project level cannot happen in a vacuum. Commercial
investment in clean energy is often constrained by unfavourable policy, fiscal and regulatory systems, for
example the prevalence of fossil fuel subsidies. Technical assistance towards addressing these constraints
and to improving enabling environments, including the policy and institutional settings governing energy
systems in developing countries, can have an outsized development impact compared to their relatively
low cost.

Moreover, decarbonising energy systems is often an economy-wide endeavour, with implications for
energy access for households and businesses, livelihoods and employment for workers in incumbent
industries, and for industrial competitiveness. Large network challenges, for example in the transmission
and distribution of electricity generated from new renewables plants, and the need for charging
infrastructure for electric vehicles, means clear direction and effective co-ordination by governments is
critical. A number of policy levers — including public spending, tax, regulation, and competition policy —
need to be carefully calibrated in a concerted way to mitigate negative impacts and exploit the synergies
and opportunities of the transition. This requires governments to set clearly-defined long-term climate
action strategies at the sector level, to co-ordinate these various levers and provide clear signals on the
shape of the transition to the private sector.
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Public climate finance must operate with a clear view of this wider context. This requires development
actors to ensure coherence between private finance mobilisation approaches and the country-wide and
sector-specific context in which it operates. Mobilisation-focused interventions often need to be paired with
more conventional development interventions to minimise negative spill-overs (for example, financing the
reskilling of workers in incumbent industries), as well as capacity development to create the wider enabling
environments that are required for commercial investment (for example, by supporting the deepening of
local capital markets). This reinforces the need for strong cooperation platforms, for example the Just
Energy Transition Partnerships (JETPs) currently in place in Indonesia, Senegal, South Africa, and
Viet Nam.

3.2.2. Agriculture and forestry

Agriculture and forestry® remain the most important economic sectors for many developing countries,
representing a significant share of their GDP and supporting livelihoods worldwide (World Bank, 2021 es;
FOLU, 20197; Li, Mei and Linhares-Juvenal, 2019s)). However, the unsustainable intensification of
agriculture and forestry, together with the homogenisation of crops and lack of sustainable management
practices, has led to the degradation of agricultural and livestock lands, directly affecting their productive
capacity and social and economic welfare (Blaquier, 2019s9). Importantly, without conducive enabling
environments and increased investment, the ability to halt and reverse these trends, while promoting low-
emission and climate-resilient economic development, will be severely hindered.

These sectors are on the front line of climate change, contributing to almost a quarter (21%) of global
greenhouse gas (GHG) emissions (Nabuurs et al., 2022(70)) — mainly driven by the conversion of natural
ecosystems and deforestation — as well as being exposed to climate impacts. Consequently, agriculture,
forests and other natural ecosystems are uniquely positioned to deliver significant climate mitigation
benefits, and some of these abatements could be achieved relatively quickly and at a low-cost (Nabuurs
et al., 202270)). IPCC models estimate that they have the potential to account for 20-30% of the global
mitigation needed to be in line with a 1.5°C or 2°C pathway towards 2050, through a variety of land
management and demand-side measures that reduce GHG emissions and enhance carbon sequestration
within land systems (Rogelj et al., 201871;; OECD, 2022(72;). Yet, the largest mitigation potential would
come from the protection and restoration of forests and other natural ecosystems (Box 3.1), followed by
contributions from the agricultural sector (OECD, 2022(72;), while investing in disaster risk reduction and
response — including through ecosystem-based adaptation initiatives — is seen as a cost-effective approach
to preparing for risks and improving absorptive capacity (OECD, 2020;73)).

At the same time, even with sufficient mitigation measures, these sectors are highly vulnerable to the
impacts of climate change. Climate-induced changes in weather patterns and extreme events (including
increased frequency and intensity of storms, droughts and flooding), affect cropland and grassland
productivity, tree mortality, soil fertility and water resources. This has the potential to damage the natural
resource base on which agriculture and forestry production depend, with grave implications for agriculture
and freshwater fisheries, inflicting economic losses, particularly in low- and middle-income countries, and
triggering migration (FAO, 201874)). In addition to mitigation efforts, producers in vulnerable regions will
therefore need to adapt and adjust technologies and practices to increase their resilience and reduce their
exposure to climate impacts, as well as to continue meeting both development and productivity objectives.

As such, methods of food production, land-use and the use of other natural resources are an essential part
of the solution towards a climate-positive pathway in which people and nature can coexist and thrive (FAO,
IFAD, UNICEF, WFP and WHO, 202175;). Growing global demand for food, feed, material and bioenergy,
against a backdrop of increasingly scarce resources and climate risk, mean that unlocking investments in
highly productive, climate-resilient agriculture and forestry activities is a pre-condition for delivering human
well-being and sustainable development (Falconer et al., 201576); Nabuurs et al., 2022(701). Against this
setting, the rapid deployment of finance for climate mitigation and adaptation in these sectors, coupled with
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a concerted effort to conserve biodiversity, is critical to help align with the 1.5°C Paris Agreement target,
as well as with the Kunming-Montreal Global Biodiversity Framework (UN CBD, 202277;) and the Land
Degradation Neutrality goal (UNCCD, n.d.i7s)), while fostering the development of climate-biodiversity
synergies Box 3.1.

Box 3.1. The importance of mobilising resources for climate-biodiversity synergies

Given the strong co-benefits and economic potential of addressing climate change and biodiversity
simultaneously, including through forests (i.e. beyond forestry production) and other natural ecosystems
(Nabuurs et al., 2022;7q)), efforts to leverage private sector finance (including through blended finance)
should target wider nature-related goals, including the conservation, sustainable use and restoration of
natural resources, as well as minimising trade-offs (CBD, 20227q)). Indeed, it is increasingly recognised
that climate-related efforts can only be successful if biodiversity is appropriately accounted for (OECD,
20231s0)).

There are significant synergies that can be harnessed between policy instruments and programmes
targeting climate goals and those targeting biodiversity conservation (for example payments for
ecosystems services to reduce GHG emissions by halting or reversing deforestation and forest
degradation, such as REDD+, or Law N° 26.331 of Native Forests in Argentina to promote reforestation
and restoration of degraded native forests and the implementation of sustainable territorial management
(Blaquier, 2019s9))). Importantly, combined efforts to address both challenges, including through nature
based-solutions (UNEP, 20221;), hold the potential to provide integrated climate change mitigation and
adaptation action, while offering a pathway towards more effective and sustainable development
outcomes.

However, current policies often fall short of realising this potential (Essl et al., 2018s2), and the lack of
long-term funding and support further hampers the success and implementation of related projects.
Importantly, most biodiversity and natural resource challenges are location-specific, and solutions — in
particular those targeting climate change adaptation — need to be tailored to individual conditions (World
Bank Group, 2020;s3)). This creates challenges in both identifying a problem and then replicating a
solution.

According to OECD data (OECD, 2023s4)), private finance mobilised by official providers towards
climate change and general environment protection represented USD 316 million on average over
2016-21, mainly targeting environmental policy and administrative management activities, followed by
activities related to biodiversity and biosphere protection. Despite increasing over this period, figures
are relatively small for the climate-biodiversity nexus, highlighting the need to scale-up support towards
these objectives. These findings are in line with recent analysis showing that, though biodiversity-related
mobilisation efforts are evolving, they would benefit from greater transparency on private finance
mobilisation and more granularity in reporting to the OECD, as well as to ensure appropriate
government policies and incentive frameworks are in place to attract further private capital (OECD,
20231s0)).

Current composition of climate finance for agriculture and forestry

Current levels of finance towards agriculture and forestry are dwarfed by the estimated needs to place the
sectors on a pathway compatible with the Paris Agreement: up to USD 150 billion for agriculture (Songwe,
Stern and Bhattacharya, 2022131) and USD 178 billion for forestry (Austin et al., 2020;s5)) on average
annually. Bridging the substantial investment gap and meeting these needs requires significant efforts to
mobilise finance from all sources.
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Contributions from international public climate finance are important to support the alignment of agriculture
and forestry with sustainable development (around USD 5 billion and USD 1 billion, respectively, on
average annually over 2016-21). Yet public finance alone cannot remediate this shortfall, underscoring the
need to scale up the mobilisation of private finance for climate action. However, in the context of the USD
100 billion goal, public climate finance towards these sectors have mobilised relatively small volumes of
private finance: USD 557 million on average annually over 2016-21.

Overall, the mobilised private climate finance in the agriculture and forestry sectors exhibited significant
differences. In agriculture, the share of mobilised private climate finance was considerably larger (85%)
compared to forestry (15%), reflecting the fact that forestry and agroforestry-related activities tend to be
less profitable than agriculture (Ginbo, Di Corato and Hoffmann, 2021se;). Additionally, private finance for
climate objectives accounted for 35% in agriculture and 97% in forestry out of the total mobilised private
finance for each sector (OECD, 2023(s7;). The relatively low shares of climate considerations in private
finance towards agriculture indicates the potential opportunities of redirecting and increasing finance
towards climate-related activities in this area.

Most private climate finance mobilised towards agriculture and forestry was in upper-middle income and
lower-middle income countries (83% and 94%, respectively), while much less (16% and 6%, respectively)
was mobilised in low-income countries, on average over 2016-21. At the local level, recipients of finance
for agriculture and forestry activities also vary within and across sectors. For example, recipients of
financing for agriculture include smallholder farmers, co-operatives, SMEs for agriculture and agribusiness,
large companies, foreign direct investors, and agricultural commodity traders. In contrast, forest operations
can range from small-scale informal loggers to vertically integrated harvest, transport, milling and
processing firms (World Bank, 2022sg)).

Most private climate finance mobilised through public finance to developing countries towards the
agriculture sector targeted development activities (74%), followed by agricultural services (19%) and
agricultural policy, administrative management and unspecified activities (7%) over 2016-21 (see
Figure 3.7 and (OECD, n.d.jsq)) for more information on sectoral descriptions). Relatively less finance was
directed towards education, training and research in both the agriculture and forestry sectors. These
findings highlight the specific areas of focus and potential gaps in the allocation of private climate finance
within the agriculture and forestry sectors.
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Figure 3.7. Private climate finance mobilised in agriculture and forestry by sectors and leveraging
mechanisms, 2016-21 (annual average)
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Note: Due to data limitations, the private finance mobilised to the forestry sector cannot be further disaggregated into targeted activities.
Source: Based on OECD DAC statistics, and complementary reporting to the OECD.

Looking into the climate objectives (Figure 3.8), the majority of private finance mobilised for climate action
in the agriculture and forestry sectors targeted mitigation (55% and 52%, respectively), whilst a much
smaller share targeted pure adaptation activities (24% and 14% respectively). Redressing this imbalance
would require systematic action through a number of complementary interventions: scaling up international
climate finance towards adaptation in developing countries; promoting the development of adaptation
strategies and integration into development planning (including through National Adaptation Plans)
(UNFCCC, 202190)); aligning interventions with ecosystem restoration principles (UNEP, 2021;91)); and,
promoting insurance solutions against climate-related and environmental losses (for example yield-based
insurance, weather index insurance, indemnity payments based on satellite imagery) (IFC, 20152).
Furthermore, the relatively high share of private finance simultaneously targeting both climate change
mitigation and adaptation activities across agriculture and forestry projects (21% and 34%, respectively),
points to the opportunity to maximise co-benefits by investing in these sectors.
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Figure 3.8. Private climate finance mobilised by climate objective and by leveraging mechanism,
2016-21
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Source: Based OECD DAC statistics, and complementary reporting to the OECD.

The use of public finance leveraging mechanisms to mobilise private finance for climate action varied
across agriculture and forestry sectors, yet in both cases with a strong predominance of simple co-financing
and direct investment in companies and special purpose vehicles (SPVs), and a relatively low share of
guarantees (see Figure 3.9). In agriculture, the main leveraging mechanisms were direct investments
(25%), followed by syndicated loans (22%) and simple co-financing mechanisms (17%) on average over
2016-21. Credit lines (16%) and CIVs (12%) and guarantees (8%) mobilised the lowest volumes of private
finance towards agriculture. In contrast, total international public finance for climate action in agriculture
was delivered through debt instruments (59%), followed by grants (40%); only 1% was provided in equity
instruments.

Looking into the forestry sector, most private finance for climate action was mobilised through simple co-
financing mechanisms (68%), followed by direct investments (22%); much smaller volumes were mobilised
by guarantees (5%) and shares in CIVs (5%). In comparison to leveraging mechanisms used in the
agriculture sector, syndicated loans and credit lines were not reflected in the private finance mobilised for
climate objectives in the forestry sector. Overall, most total international public finance towards climate
action in forestry was delivered through grants (50%) and debt instruments (48%), while equity accounted
for a much smaller share (2%). As such, across both sectors, the existing toolkit of international public
finance is mostly composed of debt and grant instruments, and relatively little equity is used. This points
to the possibility of repurposing the former financial instruments towards mobilising private finance,
assisting to scale up further finance from all sources for climate action in these fields, as well as to make
a more efficient use of scarce development finance.
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Figure 3.9. Climate finance provided and mobilised across agriculture and forestry, by public
financial instrument and leveraging mechanism, 2016-21 (annual average)
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Source: Based on Biennial Reports to the UNFCCC, OECD DAC statistics, and complementary reporting to the OECD.

Commercial dynamics and barriers to private investment in agriculture and forestry

There is a wide range of barriers to scaling up private investment in agriculture and forestry. Understanding
these barriers is a critical pre-condition to tailoring international public finance interventions in order to
address them effectively and crowd-in private finance. Barriers can relate to a lack of suitable policy
frameworks, lack of market formality, enabling environments, information on institutional structures and
financial instruments, and implementation capacity (Kato et al., 201493)). As with other sectors, private
investments in the agriculture and forestry sectors can be discouraged by real and perceived risks,

SCALING UP THE MOBILISATION OF PRIVATE FINANCE FOR CLIMATE ACTION IN DEVELOPING COUNTRIES © OECD 2023



| 63

expected risk-adjusted returns, competitiveness, upfront and transaction costs, small-scale projects, long
pay-back periods and low returns, as well as high country and sector specific risks (CPI, 2022(94;; Apampa
et al.,, 202195;; SAFIN, 201996)). These can affect expected revenues and widen viability gaps; where
viability gaps are not addressed (i.e. negative returns on investments), the private sector will not invest at
all (Falconer et al., 20157g)).

Overall, the capacity of agriculture and forestry to attract finance from a range of sources is affected by
their exposure to a range of risks and uncertainty, some of them specific to the sector, others common to
other sectors. Investment risks prevent public and private entities from providing climate finance and can
include price risks, environmental risks, production and technology risks, knowledge risks, political risks,
financial risks and social risks. These risks increase the cost of financing and of executing land-use
activities, and uncertainty can further delay the decision to invest (Ginbo, Di Corato and Hoffmann,
2021;s61). Table 3.3 shows some of the key barriers that impede the flow of finance towards lower-emission
and sustainable land-use activities, in particular in developing countries.
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Table 3.3. Risks and uncertainty in the agriculture and forestry sectors

Risks

Description

Price-related
risks

Climate and
environmental
risks

Production
and technical
risks

Knowledge
risk

Policy and
regulatory
risks

Financial risk

Social risk

Price-related risks can depend on the product or commodity and market context. Changes in the quality of natural resources,
transportation, storage, and input costs (e.g. labour, seeds, fertilisers, chemicals, tools and machinery) also add to local price
variability (World Bank, 2022;ss). Prices of agricultural commodities that are widely traded among countries are particularly subject
to world market conditions. Currency risk is closely associated with price risk, and affects both domestic and international financiers
and investors (SAFIN and Convergence, 202197); IFC, 201592)).

Agriculture and forestry production are characterised by high dependence on environmental and climate conditions. Natural hazards
(including unpredictable weather events, earthquakes and landslides), as well as the limitations of forecasting both their magnitude
and impact, increase the uncertainty of expected returns. In addition, climate change can have cascading effects across supply
chains, amplifying the risks throughout the sector. Smallholder and subsistence farmers, pastoralists and artisanal fisherfolk are
particularly exposed to the complex and localised impacts of climate change, and are disproportionately affected by extreme climate
events (Easterling etal., 2007;95)). Moreover, the continued loss of biodiversity and ecosystem functioning makes landscape
ecosystems less resilient to climate change extremes (see Box 3.1), further jeopardising agriculture and forestry climate-related
efforts.

Production and technical risks (e.g. reduced or unpredictable yield) are primarily caused by disease and extreme climate conditions
including drought, flooding, frost, appearance of invasive species or hailing. Approaches to reducing emissions, especially in
agriculture, may require new or different technologies that involve significant time or financial investments by the implementing
landholders, yet adoption rates are often slow due to risk-aversion among agricultural operators (Nabuurs et al., 2022(7q]). Moreover,
unproven/early-stage business models with long development lead times and technical assistance requirements, and uncertain
financial/environmental upside — particularly within the smallholder farmer context in developing countries — reduce investor appetite
for opportunities outside of business-as-usual agriculture and forestry investments (Millan, Limketkai and Guarnaschelli, 201999)).

Closing knowledge gaps and narrowing uncertainties (e.g. accounting and monitoring of land-based emissions and sinks; impact of
land degradation and restoration efforts; cost efficiency of novel and emerging climate-related efforts; and policy options to enable
the use of land-use carbon as offsets (Nabuurs et al., 2022170))) are crucial to advancing agriculture and forestry-related climate
interventions. In particular, financial services providers face these risks when there is a lack of in-depth knowledge of the sector or
capillary presence in rural areas, mainly due to the geographical fragmentation and/or remoteness of rural clients, and the high costs
of maintaining an efficient client information infrastructure for financiers, especially when lacking digital systems (Millan, Limketkai
and Guarnaschelli, 20199). In turn, this presents constraints in identifying where donor or government interventions are required
and how they should be designed (Aceli Africa, 2020;1007). Consequently, financiers face significant risks and costs in knowing their
customers, managing collateral requirements, and estimating likely returns to investment in specific business models, as well as in
properly pricing risks and return expectations (SAFIN and Convergence, 2021;s7)).

A major disincentive for farmers and the private sector to invest in the climate-smart management and use of agriculture and forestry
is uncertainty regarding law enforcement and legitimacy of tenure rights and duties of land-use and natural resources (Laing,
2015p101) (FAO, 2013p1027). The risk of expropriation of natural resource property rights, as well as uncertainty regarding the
implementation of sustainability policies (e.g. carbon leakage risk, rebound effect, and business-as-usual lock-in over time (Falconer
etal., 2015)), further hamper investments in alternative and additional production opportunities. In addition, agricultural and
forestry production firms may be subject to various liabilities resulting from environmental degradation, noise and air pollution,
wrongful termination, injury, and contract fulfilment (IFC, 2015p2).

Expected returns can present a challenge for lending or investing in agriculture and forestry. Returns to investments in these sectors
and related value chains vary greatly, with higher returns often being associated with better-functioning markets, high-value
commodities, well-structured value chains and larger companies or project sizes (SAFIN and Convergence, 2021;97)). Indeed, a key
challenge with agriculture and forestry-related investments, and notably in biodiversity-related projects (Box 3.1), is their small size
and non-commercial nature, as well as a lack of a pipeline of investment opportunities (Apampa et al., 2021;e5; World Bank Group,
2020;g3)). Financial institutions are also constrained from investing in small-scale enterprises and producers, due to: lack of
knowledge and capacity on the financial institutions’ side; high real and perceived risks; high transaction costs (OECD, 2021{103));
erratic and infrequent income (CGAP, 2016(1041); geographically remote or informally structured, and highly variable business models
(Havemann, Negra and Werneck, 2020;10s)).

Differences in cultural values and social acceptance are also important barriers (e.g. traditional values, local norms, different
epistemic/ontological views of forests and nature (Vidal et al., 2022(106)) (Schulte et al., 2022(107))). Historical practices, including long-
standing tradition may pose strong barriers to adoption of climate measures in land-based activities (e.g. shifting cultivation, swidden
or slash-and-burn practices for clearing lands, or smoking of wood pest management (Acero, 2020;108])). However, adoption of new
practices may proceed quickly if the technologies can demonstrate the improvement of crop yields, costs reduction, or improvement
of livelihoods (Nabuurs et al., 2022;7)). In addition, producers’ decisions can consider competition and be affected by the actions
and decisions of their neighbors (Ginbo, Di Corato and Hoffmann, 2021;sg]). Long-standing consumption and dietary traditions within
most cultures may also present strong barriers for efforts to change diets and reduce food waste.

Source: Author’s literature review.

SCALING UP THE MOBILISATION OF PRIVATE FINANCE FOR CLIMATE ACTION IN DEVELOPING COUNTRIES © OECD 2023



| 65

Opportunities for greater private finance mobilisation in agriculture and forestry

Investment in sustainable agriculture and forestry-related activities in developing countries is often
perceived to be risky and therefore beyond the investment mandate of most private investors (Apampa
et al., 2021y95). Nevertheless, blended finance can support the development and expansion of commercial
financing solutions in the sector, including by improving financial inclusion, stimulating new markets and
value chains, and assisting to establish proof of concept and demonstration effects regarding sustainable
agriculture and forestry approaches (OECD, 2021103;; Apampa et al., 2021957). While available evidence
on the effectiveness of and results achieved by private finance mobilisation is currently limited, a number
of leveraging mechanisms and blended finance instruments have proven to be successful in addressing
these risks and unlocking commercial investment.

Reorienting lending: Loans constituted the greatest share of international public climate finance flows
towards agriculture and forestry (56% across both sectors). Similarly, debt instruments (simple co-
financing, credit lines, direct investments in companies/SPVs and syndicated loans) accounted for a
relatively larger share (80%) on average of private finance mobilised to these sectors. This demonstrates
the importance of lending instruments in both directly financing and mobilising private finance towards
climate-related projects in the agriculture and forestry sectors.

While credit lines account for a sizeable proportion of private climate finance mobilised towards the
agriculture sector (16% on average over 2016-21), there is still scope to promote their use within the
forestry sector, where there is no reported use. Credit lines can be used to enable farmers and producers
to access capital for purchasing equipment, initiating seasonal campaigns, managing risks or investing in
technology such as improved irrigation systems or sustainable forestry practices. For example, the
GIRSAR programme in Argentina is a USD 187.5 million credit financing programme (USD 150 million
from the IBRD, and USD 37.5 million from both public and private sectors) that supports improvements in
climate-related and market risk management in the rural agro-industrial system, including actions to
mitigate and reduce the vulnerability to climate change, respond to emergencies and transfer agri-climatic
risks, while promoting private investments (for example smart climate technologies for sugar cane
production and water use efficiency, satellite forage systems to mitigate risks and promote adaptative
livestock management) (GIRSAR, n.d.i09)). Similarly, the Bunge, Banco Santander and The Nature
Conservancy partnership to launch a USD 50 million credit financing line supports deforestation-free
soybean expansion in degraded areas in Brazil’s Cerrado (The Nature Conservancy, 2020;110;; Reuters,
2018111)).

The issuance of impact bonds can also contribute to financing upfront investment, or act as the outcome
funder to subsidise private investment into an instrument, while subordinated loans can also be effective
in de-risking and crowding-in private debt finance. For example, the Eco.business Fund provides a mix of
senior and subordinated debt to its financial institution partners, enabling them to increase their loan
portfolio to sustainable businesses, such as shade-grown coffee producers, sustainable fisheries, certified
producers, and other investments in line with the fund’s mission. The subordinated loans, in particular,
provide the banks a form of regulatory capital that further enables them to grow their loan book in a
sustainable way while adhering to their capital requirements (Eco.business Fund, n.d.;112). In addition,
Aceli Africa is a financing facility that covers the first losses across the lender’s portfolio of loans while also
facilitating technical assistance (Aceli Africa, n.d.;113;; SAFIN and Convergence, 2021977); and Agronomika
provides loans to smallholder cocoa farmers in the Philippines, receiving a long-term loan from the Dutch
development bank (FMO), which is supported by a first-loss guarantee of IDH (FMO, n.d.;114;). Given the
potential impact of such instruments, and their applicability to agriculture and forestry sectors, the data
outlined in Figure 3.9 suggests there is significant scope to gear lending instruments towards private
finance mobilisation, including through greater use of credit lines, impact bonds, and subordinated debt.
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De-risking and strengthening investments through grants: Grants constituted the second largest
share of international public climate finance towards agriculture and forestry (42% across both sectors).
However, the data does not provide insights into how much of this targeted private finance mobilisation.
Nevertheless, there is significant scope to use grant finance to support private investment, including by
providing capacity development for producers and labourers, structuring local institutions, and developing
business models. For example, the IDB and the Forest Investment Programme have provided a small
grant to cover the costs associated with legal structuring and knowledge, co-ordination, and partnerships
for scaling investments to support the sustainable development of silvopastoral systems and value chains
in Brazil (IDB, 2017115)). DESNZ (UK’s Department for Energy Security and Net Zero), together with FMO,
have established a programme on Mobilising Finance for Forests (MFF) to combat deforestation and other
environmentally unsustainable land use practices in tropical forest regions, aiming to allocate up to £150m
mainly as development grants (FCDO, 202311¢;; FMO, 2022[117)), helping to enhance the viability of
marginally commercial investee projects and improving the investment pipeline for sustainable land use
funds. In addition, MFF will provide capital as technical assistance (including feasibility studies) to support
the commercial scale-up of projects and convene key stakeholders to share knowledge and experiences.

Technical assistance can also be provided as grants to strengthen the design of projects, to help de-risk
investments and facilitate finance among land managers, supply chain providers, or intermediaries. In
addition, and as seen in the following examples and in others mentioned throughout this section, technical
assistance and capacity development support are often provided as a complement to financial support.
For example, the African Risk Capacity (ARC) provides grant funded technical assistance in addition to
index-based weather insurance pools, risk transfer and early climate response systems (African Risk
Capacity, n.d.;11g)). The Caribbean Catastrophe Risk Insurance Facility, a multi-country risk pool, offers a
technical assistance programme to provide grant support to develop projects for improving the
effectiveness of disaster risk management, while also providing climate-related parametric insurance
products and short-term liquidity when a policy for climate hazards is triggered (CCRIF, n.d.119)).

Uncertainty, as illustrated in Table 3.3, also presents challenges for the development of climate-related
financial instruments, particularly in the case of parametric insurance, which can help build resilience
against climate impacts in agriculture and forestry. Barriers, including data availability and quality for
accurate historical weather data, the complexity of reliable forecasting models, limitations in the
reinsurance market, and the need for long-term financial commitment due to climate impacts, can hinder
the availability of parametric insurance instruments. In this context, grants can play a role in supporting
their development by funding efforts to improve data collection and analysis, raising awareness among
potential buyers such as famers and local communities, and providing capacity development for insurers
and reinsurers. These efforts could promote the growth of climate-related parametric insurance and
strengthen financial resilience against climate impacts.

Scaling equity investments: Equity constituted a very small share of international public finance towards
agriculture and forestry (1% on average for both sectors). At the same time, equity-like instruments —
represented in direct investment in companies and special purpose vehicles — may have accounted for a
proportionally larger share of private finance mobilised (36%, though this figure also includes debt
instruments). Wider evidence suggests equity is under-utilised in the sector (SAFIN, 201996). Direct
investment in projects through equity can be used to finance the more expensive portion of the capital
stack, whilst providing a strong signal to investors on international support for projects, thereby helping to
attract private finance. There are a number of promising examples of the use of equity: AFD and EIB
committed up to USD 300 million including junior equity (subordinated equity) to the Land Degradation
Neutrality Fund, managed by Mirova (Natixis) with support from the Governments of France, Luxembourg,
Norway, and the Rockefeller Foundation, to restore degraded lands in developing countries and promote
sustainable farming and forestry (Mirova, 2022;120;; SAFIN, 201996}; One Planet Summit, n.d.j121)). British
International Investment (BII, formerly CDC), the UK’s development finance institution, provided USD 8
million of equity financing while AgDevCo contributed USD 3.5 million as debt and preference shares to
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help the agribusiness Jacoma in its farming operations in Malawi (Bll, 2017[122]). The Climate Resilience
and Adaptation Finance and Technology Transfer Facility (CRAFT) is structured as a private equity fund
to offer climate resilience solutions (for example catastrophe risk modelling) in priority sectors including
agriculture, supported by the Nordic Development Fund’s contribution of EUR 8.5 million concessional
equity (NDF, n.d.[123)).

Expanding the use of guarantees: Guarantees accounted for a relatively low share of private climate
finance mobilised for agriculture and forestry (8% and 5% respectively, on average over 2016-21), in line
with wider OECD findings that suggest that there are currently limited development finance providers
extending guarantees for mobilising private finance overall (OECD, 2023;1241). Nevertheless, guarantees
are important blended finance instruments (Garbacz, Vilalta and Moller, 2021125)) that can be used to
protect investors or lenders from possible risks associated with investing in sustainable land-based
production (see Table 3.3) in turn stimulating commercial lending in the agriculture and forestry sectors.

In particular, guarantees can play a significant role in: addressing the high upfront costs associated with
technology adoption and innovation for improving productivity, sustainability and competitiveness in
agriculture and forestry; covering policy and regulatory risks, including changes in land tenure, taxation,
environmental regulation and trade policies; overcoming the barrier of long payback periods due to the
nature of these sectors and encouraging patient capital commitments; and acting as risk mitigation tools,
including for climate and production-related risks, by providing financial security against potential losses.
For example, the &Green fund receives contributions from different stakeholders, including grants from
DESNZ’s MFF programme channelled through FMO, and in turn provides long-term credits or guarantees
for projects related to inclusive agriculture and forest protection in landscapes (FCDO, 2023;11¢}; &Green
Fund, n.d.;1261); and the Nigeria Incentive-Based Risk Sharing System for Agricultural Lending provides a
credit risk guarantee to protect agribusiness loans against losses with a limit of a pre-agreed rate (NIRSAL,
n.d.p127).

In addition, the Agri3 Fund — with support from UNEP, Rabobank, FMO and Dutch Ministry of Foreign
Affairs, and the Sustainable Trade Initiative (IDH) — mainly provides guarantees, and subordinated loans
in exceptional cases, to promote sustainable agricultural production and land-use, and protect forests,
while aiming to mobilise USD 1 billion by de-risking transactions (Agri3 Fund, n.d.[12¢)). Further, Agri3 Fund
has established a technical assistance facility to increase investment opportunities and facilitate the
provision of the financial instruments. The EU’s European Fund for Sustainable Development Plus
(EFSD+) provide guarantees, followed by grants blended with bank loans, as well as technical assistance
to support the conceptualisation of projects including to promote the conservation, restoration and
sustainable management of natural resources to strengthen climate and biodiversity actions across
different dimensions — also encompassing agriculture and forestry (European Commission, n.d.[129)).

There is therefore opportunity to increase the use of guarantees and to further explore why their use
remains limited. In addition, development finance providers can strengthen the institutional capacity to
provide guarantees (providing technical assistance such as financial and risk-management expertise,
harmonising processes, and ensuring further co-ordination among different blended finance stakeholders),
while ensuring that guarantees are deployed only for uses where commercial financing is not available
(Garbacz, Vilalta and Moller, 2021125)).

Establishing scale: establishing financial mechanisms that can bridge the gap between financing
requirements and investment appetites, could serve as a solution to address small-scale financing needs
in agriculture and forestry (i.e. typically ranging from USD 50 to USD 10 000), while catering to the
preferences of commercially-oriented investors (for example those seeking opportunities of USD 15 million
to USD 50 million at minimum) (SAFIN and Convergence, 2021977) (Millan, Limketkai and Guarnaschelli,
201999)). This could be achieved through the creation of investment platforms that aggregate and package
smallholder financing needs into larger, investment-grade assets. By bundling smaller deals, these
platforms provide investment opportunities with the desired size and liquidity features sought by investors.
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Additionally, the development of securitisation mechanisms can enhance the appeal of these investment-
grade assets by transforming bundled smallholder financing deals into tradable securities. In this context,
collaboration between development co-operation providers, financial institutions, private philanthropy and
other stakeholders, is essential to design and implement appropriate financial structures, establish
risk-sharing mechanisms, and provide capacity development to farmers, producers and investors. For
example, Gaia Agro Sec, Felsberg Advogados, Agrosecurity, and WWF-Brazil have established a
partnership to provide guarantees for securitisation of deliveries backed by owners’ assets, requiring
compliance with environmental terms including deforestation-free production through Green Agribusiness
Receivables Certificates (CRAs) (GlZ, 2022}1305; Forbes, 2021131;; WWF, 20171132)).

Wider considerations for private finance mobilisation towards agriculture and forestry

As with other sectors, mobilising private finance towards agriculture and forestry requires establishing
conducive enabling environments, including through effective economy-wide and sector- and region-spefic
climate change adaptation and mitigation strategies, as well as providing other positive incentives and
alleviating the wider constraints to private investment (see section 3.1). These wider steps are essential
for maximising the mobilisation potential of international public climate finance, as well as domestic
spending and other fiscal incentives.

Policies and financial incentives could be used to encourage the implementation of wider climate-related
initiatives, with the involvement of the private sector. For example, this could include the development of
climate-smart agriculture (CSA) (FAO, 20131331), high integrity forest and land use credits in the voluntary
carbon market, carbon offset schemes, and payments for ecosystem services mechanisms complemented
through high forest low deforestation (HFLD) and biodiversity outcomes/credits. Moreover, as noted in the
United Nations Environment Assembly (UNEA) Resolution 5, nature-based solutions across the agriculture
and forestry sectors have the potential to address both climate and environmental challenges, while
simultaneously providing well-being and biodiversity benefits. In this context, biodiversity benefits are a
prerequisite for nature-based solutions, requiring the implementation of environmental and social
safeguards, which must be designed on a context-specific basis to achieve multiple benefits effectively
(UNEP, 2022s1).

At the same time, reforming market-distorting and environmentally harmful support in the agricultural and
forestry sectors is key to addressing mis-alignment with the land-use, biodiversity, climate and food nexus,
and can provide opportunities to avoid unsustainable production practices and further exacerbating climate
change (OECD, 2020y134). Support measures should then be repurposed to support positive incentives for
climate-resilient and sustainable development activities, that also benefit biodiversity. These reforms can
also be complemented with investments in social, development, and job creation programs (World Bank
Group, 2020;s3)). Reinforcing land ownership also has potential to mobilise private finance. Yet no single
strategy provides a silver bullet; rather a combination of different policies and financial instruments should
be developed to ensure the viability of an intervention (Falconer et al., 20157s)).

Given the nature of agriculture and forestry activities, such measures will be highly context-specific, and
need to be designed and implemented accordingly. This requires careful consideration of recipient
(including farmers, producers, land-owners, wider communities, and business) needs, and promoting
integrated land-use and food system strategies (for example efficient and resilient systems, conservation
and restoration of biodiversity, food security and healthy diets) while ensuring sustainable trade and supply
chains (FABLE, 2019p35)). In addition, it is crucial to carefully address the issue of temporal mismatch
between financial provisions and specific seasonal production demands, particularly during the start of
production campaigns, which can determine whether to initiate a cycle or not. Additionally, adequate
support must be provided for longer turnaround crops and plantations, especially within the forestry sector,
by offering loans with extended tenures. In this endeavour, the Agri3 Fund partners with Brazilian banks
by providing guarantees to extend loans being offered to the forestry sector. By assuming the risk
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associated with these extensions, the Fund ensures that loans are granted with the necessary tenor, while
simultaneously facilitating the adoption of sustainable management practices within the sector.

To address the scarcity and fragmentation of data on private sector finance regarding land-use activities
(Falconer et al., 2015s), it is crucial to implement solutions that establish systematic measurement
frameworks. Standardisation of climate-related solutions and consistent data disclosure from both public
and private sectors, including through the OECD DAC creditor reporting system, can be useful to fill
existing data gaps (UNFCCC, 2022136); CPI, 2022/941). Closing knowledge and information limitations can
foster transparency and accountability, as well as better informed decision-making in agriculture and
forestry, ultimately contributing to more effective climate action and sustainable land management.

Finally, the relatively low volumes of private finance towards agriculture and forestry underscores the need
to further engage with a wide range of stakeholders, including the private sector, private philanthropy, and
civil society, to support partner countries in establishing the enabling conditions required to increase private
investments, as well as to improve the capacity of development finance institutions to expand the use of
private finance leveraging mechanisms. In turn, increasing and strengthening partnerships and
collaboration among stakeholders may unblock barriers to mobilising private finance within these sectors.
In this regard, for example, the Partnerships for Forests programme supports the development of
partnerships between private and public actors that depend on forests for their livelihoods including
between governments, smallholders and private companies), enabling the catalysation of investments in
forests and sustainable land use (P4F, n.d.j137).

3.3. Multilateral development bank (MDB) business models and implications for
private climate finance mobilisation

MDBs play a central role in the international climate finance architecture. As shown in Chapter 2, they are
a key channel of public climate finance, provide the largest volumes of international public climate finance,
and mobilise the largest amounts of private climate finance amongst development providers, with a strong
focus on middle-income countries and commercially viable sectors such as renewable energy.

Shareholders, recipient countries, and the private sector have long called for MDBs to enhance the use of
their considerable resources and balance sheets to maximise development impact. In 2023, G20 leaders
urged MDBs to step up the implementation of the recommendations of the G20 Independent Review of
MDBs’ Capital Adequacy Frameworks within their own governance frameworks (see Box 3.2 below for an
overview of these recommendations) (G20, 2022;13s;; G20, 2023[139)).° At the fourth G20 Finance Ministers
and Central Bank Governors Meeting in 2023, members encouraged MDBs to “enhance private capital
mobilisation through supporting enabling conditions, innovative risk-sharing instruments and new
partnerships to maximise their development impact” (G20, 2023139)). In 2023, G7 leaders encouraged
“MDBs and DFls to accelerate their efforts to increase their capacity to leverage private finance, including
through implementing MDB reforms” (G7, 20232¢]). Building on this increased momentum to rethink the
role of MDBs within the wider international financing architecture, in 2023 the Indian G20 Presidency
commissioned an Independent Expert Group (IEG) to provide a roadmap for strengthening the MDB
ecosystem. The Review recommends that MDBs place the mobilisation and catalysation of private capital
at the core of their sustainable development strategies and set ambitious mobilisation targets reflecting
specific institutional contexts (G20 Independent Experts Group, 20231407).

Beyond efforts at existing multilateral fora, a number of national leaders have sought to escalate the
prominence of this agenda. Ahead of COP27 in 2022, the Prime Minister of Barbados called for a major
reform of the international financial architecture in her Bridgetown Initiative, which has further helped
accelerate momentum on the issue (Ministry of Foreign Affairs and Foreign Trade of Barbados, 2022141)).
At the Summit on a New Global Financing Pact that France hosted in 2023, participating countries called
on MDBs to develop relevant and harmonised metrics for private capital mobilisation and set quantified
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targets that reflect their ambition, while also establishing incentives for staff to mobilise international and
local private capital (Summit for a New Global Financing Pact, 2023142)).

Some MDBs have long leveraged their own balance sheets to raise funds from the capital markets. Despite
growing calls for MDBs to leverage public finance more effectively to mobilise private capital, however,
aggregate private climate finance mobilisation remains relatively low, when compared to the amounts of
private capital globally available. According to a survey conducted by the Overseas Development Institute
(ODI) across partner countries’ governments and MDBs’ officials'®, aimost 80% respondents reported that
MDBs are perceived as being effective at providing long-term, predictable and flexible financing, but only
42% of respondents positively rated MDBs’ ability to catalyse private finance (Prizzon, Josten and
Gyuzalyan, 2022143)).

MDBs can attract resources from capital markets and private investors at different levels, depending on
the specific financing need, through a combination of different types of blended finance instruments and
leveraging mechanisms'' (see Figure 3.10 below). At the capital structure or balance sheet level, MDBs
can leverage their (member government) shareholder equity and raise financing from private investors by
issuing bonds in capital markets, or through hybrid capital. The resulting balance sheet allows MDBs to
then make investments or issue guarantees and potentially mobilise private finance further downstream,
either at portfolio or at individual transaction level. At the portfolio level, MDBs can bundle multiple
investments or transactions (for example through a fund or facility) and mobilise commercial investment
from private investors into a portfolio of assets. At individual transaction level, MDBs can bring in private
capital into individual investments. Raising finance from private investors at the capital structure or balance
sheet level is not part of the reporting on private finance mobilised (neither the reporting to the OECD, nor
MDBs/DFIs own joint reporting), whereas mobilisation at portfolio or transaction level is. Moreover,
portfolio- and transaction-level approaches are not mutually exclusive, and several leveraging mechanisms
can be used at both levels. Overall, in terms of magnitude of the mobilisation potential of these different
approaches, balance sheet mobilisation portfolio-level instruments tend to mobilise larger volumes of
capital as they are able to attract institutional investors and match their risk-return and liquidity
requirements. However, while potential mobilisation volume at the level of single transactions might be
more limited, including due to higher transaction costs, they may offer significant climate and development
impacts, for example where projects serve vulnerable or underserved geographies and communities.

The following sections further analyse challenges and opportunities for MDBs to mobilise private climate
finance at different levels. Differences in MDB mandates, geographic foci, shareholdings and capital
structures, client types, size, and institution-specific business models and incentives partly explain their
varying degrees of success in engaging with the private sector and mobilising private resources. This
section explores some of these features in greater detail, and their implications for private climate finance
mobilisation by MDBs.

SCALING UP THE MOBILISATION OF PRIVATE FINANCE FOR CLIMATE ACTION IN DEVELOPING COUNTRIES © OECD 2023



| 71

Figure 3.10. Examples of mechanisms used by MDBs to attract private finance
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3.3.1. MDB capital structures and funding models

MDBs’ funding models rely on contributions from their shareholder governments as well as, to different
extents, their ability to raise finance from international capital markets at competitive rates. This allows
them to lend at favourable, including concessional, financial terms to their borrowers. MDBs typically have
strong, often triple-A, credit ratings. This key feature of MDBs allows them to safely access capital markets
even during times of crises, allowing them to fulfil a critical role in providing counter-cyclical financing. This
places a high premium on MDB credit ratings. In turn, the pressure to maintain triple-A ratings can lead to
conservative lending and capital adequacy approaches, restricing MDBs’ overall capacity to make
effective use of their balance sheets and limiting their risk tolerance (Boosting MDBs'’ investing capacity,
2022;1447; OECD, 20221145)).

MDBs are able to maintain strong credit ratings as a result of two main features: (i) their preferential creditor
treatment (PCT), i.e. the de facto practice of conferring MDBs priority for repayment of debt in the event of
a (sovereign) borrower experiencing financial stress; and (ii) strong capitalisation (paid-in and callable
capital from shareholder governments'?). A recent preliminary assessment of PCT found that MDBs have
a probability of default from borrower countries roughly three times lower than commercial lenders from
the same borrowers (0.37%, compared to 1.13% for bank loans and 1.37% for sovereign bonds) (Boosting
MDBs’ investing capacity, 2022[144)). Loss given default was roughly ten times lower (about 5%, compared
to 50%—-51.8% for commercial creditors). Limited availability and access to MDB credit risk data might lead
to underestimation of these benefits by credit rating agencies, in turn unduly limiting MDBS’ risk exposures.

However, MDBs' PCT is informal and does not have binding statutory or contractual status, making it
generally difficult to quantify in MDB capital adequacy frameworks or credit rating agency methodologies.
Similarly, valuing callable capital is difficult, because no MDB ever had a call on capital so far."® In addition,
MDBs are subject to statutory lending limits, such as nominal leverage ratios that constrain the overall loan
portfolio volume to a multiple of capital (including callable), to in most cases 1:1, though several MDBs are
in the processes of revising these limits (G20, 202319]). Moreover, capital adequacy challenges vary across
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MDBs, as do the implications for risk appetite. For example, PCT mainly applies to MDBs’ sovereign
operations. According to Standard and Poor’s (S&P) methodology for assessing MDB credit ratings, MDBs
with high private sector exposures cannot benefit from PCT, though S&P still applies a risk-weighted
adjustment in the financial risk assessment, recognising that in case of a private sector borrower’s financial
distress, the government might still be able to grant the concerned MDB preferential treatment (S&P,
20211461). Moreover, MDBs that lend mainly to the private sector have other distinctive features, such as
lower single-name concentration risk (as their client base is much larger) and absence of callable capital
(in the cases of IDB Invest and IFC).

Recognising that the capital adequacy constraints of the MDBs may hinder their ability to address the
persistent and increasing financing needs for sustainable development and climate action in developing
countries, in 2021 the G20 commissioned an independent review of MDBs’ capital adequacy frameworks
(CAF). The independent review provided an overview of current challenges, and recommended actions
that MDB management, shareholders, and credit rating agencies could take to better draw on MBD
resources to stretch their balance sheets and leverage greater volumes of finance from commercial
markets (see Box 3.2 below for an overview of the review’s recommendations). In 2023, the G20 endorsed
a Roadmap that takes stock of the status of implementation of CAF recommendations by each MDB and
provides guidance on how to accelerate implementation (G20, 20234g)).
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Box 3.2. Recommendations of the 2022 Independent Review of Multilateral Development Banks’
Capital Adequacy Frameworks (CAFs)

The Independent Review of MDBs’ CAFs commissioned by G20 finance ministers and central bank
governors put forward recommendations below for MDBs, shareholders and credit rating agencies, to
boost MDBs’ financial capacity while maintaining robust credit ratings and preferred creditor status:

1.

Redefine the approach to risk appetite for MDB capital adequacy frameworks

Define MDB risk appetites prioritising shareholder-specified limits rather than external criteria.

Ensure that MDB CAFs account adequately for preferred creditor treatment and the
concentrated nature of MDB portfolios.

Relocate specific numeric leveraging targets from MDB statutes to MDB CAFs.

Incorporate uplift from callable capital into MDB capital adequacy frameworks

Incorporate a prudent share of callable capital into MDBs’ own calculation of capital adequacy,
following the approach validated by all three credit rating agencies (CRAs).

Implement innovations to strengthen MDB capital adequacy and lending headroom

Endorse MDB consideration of non-voting capital classes to contribute to available capital.

Scale up the transfer of risks embedded in MDB loan portfolios to private sector
counterparties by accelerating the development of funded and unfunded instruments.

Encourage shareholder guarantees of sovereign repayments on loans.

Support collective shareholder commitments of temporary pools of callable capital to help
MDBs mount strong countercyclical responses in periods of global or regional crisis.

Call on MIGA and MDBs to collaborate on transferring portfolio risk from MDB balance sheets.

Explore ways of providing MDBs with access to central bank liquidity, including pooled
agreements under the supervisory umbrella of one central bank.

Improve CRA assessment of MDB financial strength

Strengthen communication of G20 members and other shareholders to inform CRAs’ views of
MDBs with respect to the importance of MDBs and shareholder support.

CRAs can take steps to strengthen their MDB evaluation methodologies.

CRAs and MDBs should work together to develop common standards for evaluating the risk
weights of ESG-related assets on MDB balance sheets.

Improve the enabling environment for capital adequacy governance

Consider measures to strengthen shareholders’ ability to undertake their responsibilities in
setting risk appetite and capital adequacy policies and overseeing implementation.
Prepare regular capital benchmarking reports on each MDB’ CAFs in a comparable format
employing harmonised definitions and support regular MDB reviews of capital resources.
Establish enhanced arrangements on capital adequacy and risk management to promote
ongoing MDB benchmarking, share best practices and facilitate discussions.

Endorse and support efforts to transform the Global Emerging Markets Risk Database (GEMs)
into a stand-alone entity with legal status and secured budget.

Note: As per its Terms of Reference, the Review is neutral on the question of MDBs capital increases.
Source: (Boosting MDBs' investing capacity, 2022[144)), An Independent Review of Multilateral Development Banks’ Capital Adequacy
Frameworks, https://www.dt.mef.gov.it/export/sites/sitodt/modules/documenti_it/news/news/CAF-Review-Report.pdf.
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Some MDBs have developed approaches to mobilise new forms of capital or enhance their capital
efficiency, with implications on their ability to scale up financing for climate investments. Some MDBs have
tested ways to bring in new types of investors into their capital structures, by creating new classes of
shares for non-sovereigns. For example, the Trade and Development Bank (TDB) has created new
dividend-paying, voting share classes (called ‘Class B shares’) targeted at institutional investors. However,
such types of new shareholding could have significant implications for MDB governance, as they could
dilute effective governance control of the MDBs by existing shareholders (Humphrey, 2021147;). Moreover,
new shareholders could weaken incentives for shareholder governments to contribute capital themselves.
A further consideration relates to uncertainty surrounding the ways in which credit rating agencies would
count such types of ‘hybrid capital’ (Boosting MDBs'’ investing capacity, 20221441). Some of these concerns
could be overcome by offering non-voting shares. For example, at COP27, TDB launched a new type of
non-voting share, called ‘Class C Green+ Shares’, designed to attract risk capital from investors to scale
up investments for climate action (TDB, 202214s)).

Beyond issuing vanilla bonds and hybrid capital, MDBs have been at the forefront of the development of
the green, social and sustainability (GSS) bond market, which allows them to raise financing to be used
for specific green, social and sustainability projects. The EIB issued the first ever green bond in 2007 and,
until 2012, MDBs had been the sole issuers of green bonds (OECD, 2023(124)." While MDBs generally
follow available green bond standards and criteria (for example ICMA Green Bond Principles or Climate
Bonds Initiative Standards and Certification) to guide their green bond issuances, different institutions
interpret and apply existing guidance in different ways, adapting their green bond frameworks to specific
internal and client needs or priorities.' There remains scope for harmonisation of green bond frameworks
across MDB issuers, which would facilitate comparability of financed projects and increase transparency
for investors and the public, especially on results and impact.

3.3.2. MDB approaches towards private sector operations and mobilisation of private
finance

Different MDBs have different organisational approaches with respect to private sector operations'®, with
three main models (ADB, 2018149;; ODI, 2018150;; OECD, n.d.[1511). First, private sector operations can be
conducted by the same entity, with no organisational separation of private- and public-sector operations.
This is especially the case for banks with a strong private sector focus (such as the European Bank for
Reconstruction and Development (EBRD) and the European Investment Bank (EIB)) and for smaller
banks. Second, MDBs can have a separate legal entity for private sector operations; this is the case for
Inter-American Development Bank (IDB), the Islamic Development Bank (IsDB) and the World Bank Group
(WBG), which have established, respectively, IDB Invest, the Islamic Corporation for the Development of
the Private Sector (ICD) and the International Finance Corporation (IFC), as independent private sector
arms. The WBG also established a separate entity to provide guarantees to promote foreign direct
investment to developing countries, the Multilateral Investment Guarantee Agency (MIGA). Third, some
MDBs have special units dealing with private sector operations within the main entity, such as the cases
of African Development Bank (AfDB) and Asian Development Bank (ADB), amongst others.

MDBs balance sheets are heavily dominated by public sector exposures, while private sector operations
constitute a relatively small share of their activity (see Figure 3.12, below), except for those MDBs that
have an explicit private sector focus, such as IFC and EBRD. Those MDBs that mainly lend to governments
or public entities tend to have loan portfolios that are highly concentrated in a small number of borrowers.
This is especially the case for regional development banks, where the number of beneficiary countries is
lower, compared to banks with an international exposure (Boosting MDBs’ investing capacity, 2022[144)
and thus have higher concentration risk. MDBs with high private sector exposures, on the other hand, rely
on a larger client base but are subject to a higher degree of commercial risk. This generally makes it easier
for them to originate diversified portfolios of assets compatible with the risk-return expectations of
institutional investors (Gregory, 2023}4s)).
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Figure 3.11. MDB private sector loans as a share of total purpose-related exposures, 2020-21
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Source: (S&P, 2022152)).

When looking at the delivery channels of MDBs’ climate finance outflows to developing countries, a similar
picture emerges (Figure 3.12 below). Over the 2018-20 period, approximately 77% of total MDBs’ climate
finance outflows'” were deployed to the public sector on average, and 18% to the private sector.'® The
main MDBs extending finance to the private sector were IFC (35%), EBRD (26%), EIB (14%), IDB Invest
and ADB (10% each).'® MDBs outflows deployed to the private sector targeted almost entirely mitigation
purposes (94% of the total), and those deployed to the public sector targeted mitigation and adaptation
almost equally (56% and 42%, respectively).?’
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Figure 3.12. MDBs’ climate finance outflows by delivery channel, 2018-21 (average)
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MDBs’ private sector operations (that is, providing financing and technical resources to support private
sector actors and private sector development) do not necessarily translate to mobilisation of additional
private finance. However, there is evidence that MDBs with a private sector focus tend to mobilise the
largest volumes of private finance for climate action (see Figure 2.4 in Chapter 2).

MDBs’ traditional business models are based heavily on fully funding and holding loans on their balance
sheets to maturity, which is capital intensive and runs counter to efforts to mobilise private finance
(Boosting MDBs’ investing capacity, 2022[144); CPI, 2023[154)). One issue that hinders MDB’s mobilisation
is the lack clear corporate strategies and incentives related to mobilisation (OECD/The World Bank/UN
Environment, 2018;155)). An independent evaluation of the EBRD’s mobilisation efforts highlighted the
following corporate challenges (EBRD, 202015g)):

« lack of a mobilisation strategy at the corporate level?' and limited consideration for mobilisation in
country- and sector-specific strategies;

e the main metrics used in corporate scorecards to incentivise staff do not capture mobilisation. The
prioritisation of measures of direct own-financing (mainly loan approvals) to maximise the use of
own capital acts as a disincentive to mobilisation efforts;

o the number of staff directly involved in mobilisation as a proportion of total Bank staff is low.

According to an independent evaluation of the World Bank Group’s approaches to private capital
mobilisation, even though the IFC has mobilisation-related targets that cascade to various units, definitional
issues hinder measurement of mobilisation results and reduce the effectiveness of aggregate results in
the Bank’s corporate scorecard (World Bank, 202034)). Moreover, the evaluation pointed out that the World
Bank Group has inadequate incentives to mobilise private finance, lacks financial structuring skills and has
limited collaboration between the structuring and operational teams.

In addition, evidence suggests that MDBs do not often work together to pool project pipelines, share due
diligence, or create investment products that crowd-in institutional investors at scale (Lee, 2017ps7;
Gregory, 2023us)). The Master Cooperation Agreement (MCA) is an example of cross-MDB collaboration.
The MCA is a streamlined lending framework that allows private firms in developing countries to obtain
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loans from multiple development finance institutions at once. IFC designed the MCA and acts as lead
arranger, by using its existing syndication platform, deal-structuring expertise and due diligence processes
and negotiating loan documents in cooperation with other DFIs and MDBs. Since its launch in 2008,
borrowers in developing countries received loans of more than USD 10 billion under this framework (IFC,
202311581). However, while the MCA includes several bilateral DFIs across many different countries as
signatories, the extent of MDB participation remains limited (IFC, 2023[159]). Further harmonisation of ESG
due diligence and impact assessment and reporting is another area where collaboration could reduce
transaction and information costs for both MDBs and private investors. A further example of good cross-
MDB collaboration include the harmonisation of ESG risk management practices through the adoption of
the Equator Principles.

Portfolio level

One approach to mobilise private finance at the portfolio level is the use of credit risk transfer mechanisms,
which include a subset of financial instruments that enable the transfer of assets (for example infrastructure
loans) or the associated credit risks from the financing provider (i.e. lender or originator) to a third party in
order to free up regulatory risk capital, mitigate credit risk to certain exposures (potentially freeing up room
for new lending), or provide additional liquidity to the financing provider.?? A wide range of mechanisms
are available for climate finance providers to share and transfer credit risks stemming from their respective
loan portfolios, including securitisation, co-lending and syndication approaches and portfolio guarantee
and risk-sharing facilities (OECD, 20211607). In particular, MDBs have mostly used direct investment in
companies and special purpose vehicles (which, in the latter form, can involve forms of securitisation),
guarantees and syndicated loans, which mobilised respectively 51%, 21% and 19% of private finance for
climate actions with MDBs’ interventions (on average over the 2016-20 period), as shown in Figure 2.4 in
Chapter 2. These leveraging mechanisms can be used both at portfolio and transaction/investment level
(the latter are explored in the following sub-section). Through risk transfer, MDBs can either share credit
risk stemming from their operations with commercial actors, thus freeing up risk capital for new lending or
investment in climate projects or taking on credit risks originated by commercial institutions and thus
allowing them to provide additional lending. It is important for MDBs to pool projects in geographically and
sectorally diversified portfolios, as climate projects, especially for adaptation, are typically too small in size
to attract institutional investment.

Securitisation is used as a risk transfer mechanism at the portfolio level; it is used share the credit risks
originated in MDBs’ own portfolios with commercial investors. The African Development Bank (AfDB)’s
Room2Run transaction was the first-ever portfolio risk transfer mechanism by an MDB, in the form of a
synthetic securitisation of its portfolio of private sector loans worth USD 1 billion, which allowed the bank
to free up financing for new infrastructure lending (AfDB, 2018161); AfDB, 2018162)). This transaction had
significant advantages as well as shortcomings. Benefits included the ability to attract different types of
investors in different tranches while allowing the AfDB as the originator to remain the lender of record and
keep control and relationships with the borrowers. Building on the success of the Room2Run, in 2022 the
AfDB, together with the UK FCDO and three insurance companies closed an innovative risk transfer
transaction, Room to Run Sovereign, based on a subset of the Bank’s portfolio of sovereign loans (AfDB,
2022;163)). Notwithstanding their advantages and potential, these types of mechanisms may also bear risks
and are not suitable for all MDBs. They are complex mechanisms to structure, have high transaction costs
(including for legal and technical expertise), are relatively small in size, and require a homogenous portfolio.
Risk transfer could affect MDB net income, depending on how freed-up capital is used for more lending,
and could have the unintended consequence of promoting origination of relatively less risky investments
which are better suited for risk transfer, but which may have a lower development impact. Moreover, it is
not clear how different risk transfer operations would be rated by credit agencies, as there have been few
such transactions so far, rated on a case-by-case basis through lengthy negotiations.
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Co-lending approaches and syndication platforms are useful mechanisms that MDBs use to attract
institutional investors’ capital. MDBs’ typical roles as lead arrangers in syndications and their due diligence
strengthen commercial investors’ confidence and allow for risk diversification. Pooled arrangements at
portfolio level can be effective in attracting commercial investment at scale by reducing the transaction
costs incurred in risk-sharing arrangements of individual investments. An effective example of a
syndication structure at portfolio level is IFC’s Managed Co-Lending Portfolio Program (MCPP), a pooled
syndication arrangement allowing different types of investors to invest alongside IFC in developing
countries, for example in clean energy infrastructure investments. With an eight-year long track record and
USD 10 billion of funds raised from 11 commercial investors, in 2021 IFC launched the MCPP One Planet,
a new USD 3 billion iteration that specifically target investments that are aligned with the Paris Agreement
(see Box 3.3 below for further details on MCPP) (World Bank, 2023[164)).
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Box 3.3. Syndication platforms to attract institutional investors’ capital into sustainable
development investments in EMDEs: the case of IFC’s Managed Co-Lending Portfolio Program
(MCPP)

The IFC’s Managed Co-Lending Portfolio Program (MCPP) is a syndication platform that creates
opportunities for commercial investors to invest alongside IFC in a diversified portfolio of loans that
mimics IFC’s own portfolio.

Investors agree on loan eligibility criteria and portfolio concentration limits through an upfront agreement
with IFC. Investors then pledge funding and, as IFC originates new transactions, financing from
investors is allocated alongside IFC’s own funds. IFC conducts project appraisal, approval,
commitment, and supervision, which provides significant transaction cost reductions for investors. The
MCPP has several different investment structures which cater to specific investors’ needs, regulatory
requirements and risk-return profiles, such as trust funds for public investors, B Loans for institutional
investors and credit insurance to distribute risk to private insurance companies on an unfunded basis.

In some cases, IFC can provide first-loss coverage on the portfolio by taking a junior tranche in order
to reduce investors’ risk exposure to an appropriate level. As a result, any loss stemming from the
underlying portfolio of loans is attributed to the first-loss tranche before the senior tranche. This allows
institutional investors to invest at investment-grade in senior tranches. Moreover, the first-loss tranche
can be credit-enhanced by a guarantee, for example that provided by the Swedish International
Development Cooperation Agency (Sida) to the MCPP infrastructure fund.

These types of syndication platforms bear several advantages for all partners involved: (i) borrowers
can receive larger volumes of investments at the same financing terms that IFC offers, often with longer
tenors than is available through purely commercial investment and with reduced complexity compared
to traditional syndications, as IFC is the sole interface for the borrower; (ii) investors can increase their
exposure or get first-time entry into a diversified portfolio of investments in EMDEs; (iii) IFC can mobilise
commercial investment at greater scale.

With an eight-year long track record of self-reported USD 11.5 billion of funds raised from 11 commercial
investors, in 2021 IFC launched the MCPP One Planet, a new USD 3 billion iteration that specifically
targets cross-sectoral investments that are aligned with the Paris Agreement. MCPP One Planet will
aim to aggregate capital from both public and private investors using a combination of trust funds and
B Loan funds. To-date, IFC has raised USD 2.5 billion for One Planet collectively from the Hong Kong
Monetary Authority, Allianz Global Investors and the State Administration of Foreign Exchange of the
People’s Bank of China. To assess and report on investments’ alignment with the Paris Agreement,
IFC uses the Anticipated Impact Measurement and Monitoring (AIMM) system, which is an ex-ante
impact assessment tool, as well as their own ESG standards. This allows investors to report on their
sustainable finance disclosure requirements, especially those at EU level.

Source: (IFC, 2022p165}; IFC, 20211166)), complemented by an interview with IFC officials.

Moreover, MDBs are increasingly acting as investors and managers of blended finance funds and facilities
in the form of collective investment vehicles (CIVs), in which different actors pool their resources to
subsequently own equity and invest in a diversified portfolio of securities (Dembele et al., 2022167)).
However, private finance mobilised by MDBs through shares in collective investment vehicles remain
relatively low, as shown in Figure 2.4 in Chapter 2. Some of the MDB-managed collective investment
vehicles targeting climate action are financed by earmarked contributions by individual bilateral
development actors. Examples include the Canada-IFC Blended Climate Finance Program, the IDB-
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managed Canadian Climate Fund for the Americas, as well as the Canadian Climate Fund for the Private
Sector in Asia.

In recent years, some MDBs have also created and designed new climate-focused funds which are then
bid out and managed by private funds or asset managers (Gregory, 2023s)). MDBs, as well as other
climate finance providers, can invest in equity tranches of such funds, taking first-loss positions or providing
credit enhancements, which would reduce risks and allow private investors to come in at senior, less risky
tranches. For example, in 2018, IFC and Amundi launched the Planet Emerging Green One Fund (EGO
fund) which reported to have raised USD 1.42 billion from institutional investors to invest in green bonds.
IFC selected Amundi to manage the structured fund, which is expected to deploy USD 2 billion into
emerging markets green bonds over its lifetime, as proceeds are reinvested over seven years (IFC,
2018y168)). IFC participated as the anchor investor with a USD 256 million commitment, EIB and EBRD
provided investments of USD 100 million and USD 68 million respectively (part of which was invested in
the junior tranche) and Proparco also invested in the mezzanine tranche, thus lowering the risk for
institutional investors to invest at senior tranches of the fund. The private investor base consists of capital
raised from pension funds, insurers, asset managers, international development banks, and other financial
institutions.

Another portfolio approach consists of the use of blended finance vehicles such as fund-of-funds. In 2017,
the EIB and the government of Luxembourg created the Luxembourg-EIB Climate Finance Platform
(LCFP), which makes equity investments in junior tranches of different layered funds, which then invest in
companies in emerging markets with climate change mitigation and adaptation projects (EIB, 2021169).
See Box 3.4 below for further details on the LCFP.

Box 3.4. The Luxembourg-EIB Climate Finance Platform (LCFP)

The LCFP is a single contributor trust fund funded by the Government of Luxembourg and the first fund
established under the EIB Partnerships Platform for Funds in September 2017. With the signature of
the Second Contribution Agreement between the EIB and the Luxembourgish Ministries in February
2021, the LCFP was extended until 2024 and its fund size increased by EUR 40 million, thus bringing
the total mandate to EUR 70 million. The LCFP makes equity investments in junior tranches of different
layered funds, which then invest in companies in emerging markets with climate change mitigation and
adaptation projects, thus aiming to increase the impact of climate financing by mobilising private sector
investment, thereby acting as a catalyst for additional financing.

According to publicly reported EIB data, the Platform approved six operations that provide fully
concessional finance amounting to EUR 40 million from the government of Luxembourg, with an
additional EIB target investment EUR 292 million, mobilising in total EUR 16.6 billion in project
investments. According to the EIB, the concessional resources reduced the risk of investments in senior
tranches of the fund for private investors to come in at portfolio level.

The various funds the LCFP invested in make investments in a wide range of developing countries
across Africa, Asia and Latin America, and in different sectors, such as renewable energy, energy
efficiency, urban mobility, agroforestry and forestry.

Source: Interviews with EIB staff.

The 2022 Independent Review of MDBs’ Capital Adequacy Frameworks lays out additional innovative
options that could be considered to either free up capital or mobilise more private finance for climate and
broader development objectives, such as portfolio guarantees by shareholders for sovereign loan portfolios
to free up risk capital for additional lending (for example for climate mitigation and adaptation), as well as
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greater use by MDBs of portfolio insurance via MIGA (to reduce political risk and concentration risk),
amongst others (Boosting MDBs’ investing capacity, 2022(144)). However, such approaches are relatively
less tested than those presented above. Moreover, in general, rating agencies’ methodologies to evaluate
such innovations are not uniform and still unclear, mainly because MDBs represent a small portion of rating
agencies’ activities and the innovations that have taken place so far have been few and MDB-specific.

Transaction level

MDBs can deploy the whole set of leveraging mechanisms discussed in Chapters 2 and 3 to mobilise
private finance for specific, individual investments or transactions in climate action. It is generally more
difficult to mobilise private capital at scale from individual bespoke investments, unless aggregated, and
MDBs’ traditional focus on disbursing loans for relatively large-scale projects and holding them until
maturity can come at the expense of prioritising mobilisation of private capital for small-scale ones.
However, mobilisation in individual transactions remains critically important, as it can provide for additional
resources for projects with significant climate and development benefits. Increased institutional
prioritisation and consideration for the mobilisation potential of the full range of financing instruments that
MDBs already have at their disposal is necessary to attract private capital.

Guarantees and credit risk insurance are increasingly used by all major MDBs to leverage private finance
(Garbacz, Vilalta and Moller, 2021125]). However, their use remains overall relatively limited (accounting
for approximately 21% of private finance mobilised by MDBs, as shown in Figure 2.4 in Chapter 2) and
they represent a small fraction of MDB’s commitments. One notable limitation regarding the use of
guarantees (by all development finance providers, not only MDBs) relates to the fact that under the current
reporting methods for private sector instruments agreed by the Development Assistance Committee
(DAC), guarantees are not ODA-eligible except to the extent that guarantees are called and payments are
made, in which case payments are measured on a cash flow basis (OECD, 2023170)).

In addition, technical assistance and capacity development plays a key role in mobilising private finance,
often accompanying and complementing other blended financial instruments in individual transactions.
Technical assistance remains crucial both at the capital provider level (including to build capacity of local
financial institutions and project developers) at the project level (including to build and strengthen project
pipelines) as well as to improve the wider enabling environment (including to increase local actors’
absorption capacity). For example, ADB is administering a technical facility (accompanying a blended
finance loan) that aims to enhance the knowledge of industry experts and housing developers to create
climate resilient affordable housing projects as well as to conduct market research and testing of innovative
technologies for green construction (OECD, 2022[171;). A further example is ADB’s provision of technical
assistance funded by the Clean Technology Fund and focused on the development of an electric vehicle
ecosystem, which generated a pipeline of potential close-to-commercial sustainable private sector
transport transactions and opportunities to crowd-in private capital (ADB, 2023[172)).
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Notes

' Domestic currency securities have dominated EMDE issuance in the last decade, suggesting a
deepening of local currency bond markets and an improvement in currency risk exposures in EMDEs.
While foreign currency denominated debt is often avoided due to the risk of potential currency mismatch
on sovereign balance sheets, issuing foreign-currency securities in international markets allows EMDE
sovereigns to borrow in longer maturities and face lower refinancing risk, and alleviate the pressure on
domestic investors particularly when funding needs surge suddenly.

2 As of 31 May 2023 (IMF, 2023(3;; IMF, 2023s)).
3 Excluding direct investment in corporate stocks.

4 The typology of investors shown in Figure 3.3 and in the related analysis reflects Convergence Blended
Finance’s categorisation: financial institutions mainly refer to commercial banks; institutional investors
include asset owners such as pension funds, insurance companies and sovereign wealth funds; asset
managers include those that invest institutional or retail capital on behalf of their clients; and businesses
refer to non-financial corporates.

5 Convergence is a global network for blended finance, comprised of membership from public, private, and
philanthropic investors, as well as sponsors of transactions and funds. The Convergence database
includes historical blended finance transactions. Whereas the OECD data on private finance mobilised
draws from the annual reporting exercise undertaken as part of the OECD DAC statistics, Convergence
collects information from other credible public sources (including press releases, case studies, news
articles), as well as through data-sharing agreements and validation exercises with its members. To be
included in Convergence’'s database, the transaction must use concessional capital (public or
philanthropic), whereas the OECD’s scope extends to all development finance, independent of the terms
of its deployment. As a result of these differences, Convergence and the OECD will often capture different
levels of blending, which makes the two databases complementary. Another important difference is that
Convergence captures the total deal size (including the development finance deployed), while the OECD
accounts only for the amount of private finance mobilised in each operation (OECD/UNCDF, 2020;175)).

6 The sectoral definitions provided in DAC climate finance statistics do not perfectly align with technical
definitions of sectors. These figures do not exhaustively include all clean energy activities funded by
international climate finance, for example support for energy efficiency. “Energy policy” includes direct
support for energy infrastructure projects, as well as technical assistance and capacity development.

” In addition to standard loans, mezzanine finance, bonds, and other debt instruments, direct investment
in companies and special purpose vehicles also includes equity investments.

8 In this context, forestry relates to the economic activity of forestry production.

% In the context of MDB operations, capital adequacy is a measure of an MDB’s ability to “meet its
obligations relative to its exposure to risk and the base for assessing its financial strength” (Boosting MDBs’
investing capacity, 2022(144)).
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10 This survey analysis is based on responses from 352 government officials and 135 officials from MDBs
in 73 countries, approximately half of the countries that can in principle borrow from MDBs (Prizzon, Josten
and Gyuzalyan, 2022[143)).

" For an overview of the wide range of existing blended finance instruments and mechanisms, please see
(OECD, 2018173)).

12 Paid-in capital is the portion of an MDB’s subscribed capital the shareholders have paid in any
convertible currencies and their national currency based on a predetermined percentage. Callable capital
is the portion of an MDB’s subscribed capital not paid in by shareholders, and subject to call by an MDB
only in the event that they are unable to meet their financial obligations. Callable capital is not considered
as equity or quasi equity in MDB articles of agreement or financial statements. None of the main MDBs
have ever had to draw on their callable capital (Boosting MDBs’ investing capacity, 2022(144)).

13 The methodology used to attribute climate finance from MDBs and specialised multilateral climate funds
to developed countries takes into account the differences between paid-in and callable capital when
estimating the proportion of outflows from a given MDB’s non-concessional activity that can be credibly
attributed to developed countries. Recognising that paid-in capital has substantially more value in terms of
providers’ effort than callable capital, a weight of 10% is applied to the callable-capital portion of the
calculation versus a weight of 90% for paid-in capital (OECD, 2019 17g)).

4 MDBs play several different roles in the GSS bond markets. Beyond their role of issuers, they can also
act as (i) anchor investors for GSS bonds issued by others; (ii) guarantors, enhancing the risk/return profile
of specific projects that the GSS bonds’ proceeds are used for, for example through the use of guarantees;
and (iii) enablers, for example by providing technical assistance for entities’ first entrance in GSS bonds or
by supporting regulators in developing national GSS bond frameworks.

15 Please see (OECD, 2023177 for a detailed overview of green, social and sustainability bond frameworks
of different MDBs.

16 These are sometimes referred to as ‘non-sovereign operations’.
" This refers to finance attributed to developed countries.

8 The rest was either deployed to other channels (NGOs, research institutes, PPPs and multilateral
organisations) or unspecified.

% It is recalled that these shares are significantly affected by the attribution mechanism to developed
countries.

20 The rest targeted both mitigation and adaptation.

21 This is not the case for the World Bank Group, which does have corporate targets for private capital
mobilisation (even though they differ across WBG institutions).

22 MDBs have three main entry points to transfer risk, namely as: (i) originators of loans (or risk sellers),
thus freeing up capital for new lending (for example, for additional climate projects); (ii) investors into credit
risks originated by other financial institutions (or risk buyers); and (iii) facilitators, for example to enable
structuring of risk transfer transactions (OECD, 20211607).
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