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l. Background

1. The Adaptation Fund Board (AFB), at its 17" meeting, requested the secretariat
to prepare a briefing note, for presentation at the next meeting of the EFC, on relevant
ongoing mechanisms being discussed in various fora, assessments of how the Fund
might benefit from selected mechanisms, and inputs from all interested stakeholders that
have been collected through a public call for comment.

2. Following this request the secretariat has issued a call for public inputs which
extended until 30 April 2012.

3. 6 submissions have been received by the secretariat and they are listed in the
following table below. All these submissions are included in this document without any
change and in the same format they were submitted. The list does not follow any
particular order.

No. Representative Organization
1 | Ms Suman Apparusu (own behalf)
2 | Ms. Irene Suarez The Nature Conservancy
3 | Mr. Koji Fukuda Institute for Global Environmental Strategies (IGES)
4 | Dipl.-Ing. Sonja Perspectives GmbH
Butzengeiger-Geyer
5 | Mr. Roland Mader The Higher Ground Foundation
6 | Ms. Suleika Reiners World Future Council
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In response to the call for public inputs, please find below a couple of very high level ideas on potential
fund raising strategies.

1) Stock Exchange Turnover % Contribution : About 20 world wide stock exchanges trade in stock
volume in the range $ 60,000 USD billion.

Say if a 0.25% of this turnover can be accessed , the AF may well reach its target for the year.

2) Commodities Exchange Turnover % Contribution : ~ 65 world wide commodities exchanges
operate in the world. A similar % (as indicated at 1 above ) if accessed from these exchanges,
the fund raising target could be met.

3) Mandatory Employer and Employee Green Climate Contributions : A simplified , standardized
personal and corporate emissions calculation tool needs to be devised for the purpose.Based on
this, both employees and employers may then calculate a emission charge ( say at a flat rate in
the range $ 2-5 USD/t-CO2-e). This calculated charge can then be contributed to the individual
governments as part of their statutory/tax mandates. Individual governments may then
contribute a % of this pooled amount to the Adaptation Fund.

Ms Suman Apparusu
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The Nature Conservancy

Generating new and additional financial flows for adaptation to climate change
Submission® of The Nature Conservancy to the Adaptation Fund Board and its Secretariat
April 30, 2012

Introduction:

In one of the moderated studies of costs of adaptation to climate change, the UNFCCC has estimated annual global
costs of adapting to climate change to be US$49-1710 billion per annum by 2030. The gap between funds currently
allocated to adaptation and the identified current and future needs presents a challenge. As an organization
involved in climate change adaptation, and other development related issues, The Nature Conservancy (TNC)
shares concerns with others regarding the challenge faced to generate and ensure effective access to financial
resources to develop adaptation action. The Nature Conservancy welcomes the call for submissions’ made by the
Adaptation Fund Board to compile adaptation funding options, and we believe the compiled responses can
become a wealth of information useful for many users. TNC sees this as an opportunity to share information on
two specific financial mechanisms that bring together private and public funding sources in innovative ways to
generate funding for adaptation.

This submission is based on The Nature Conservancy’s on-the-ground experience on both conservation and climate
change. For consideration of the Adaptation Fund Board and its Secretariat, TNC submits for consideration two
financial mechanisms: 1) Debt for Adaptation Swaps and 2) Water Funds. There are of course a wide variety of
existing and potential mechanisms to generate funding for adaptation activities, and TNC is working with others in
the development of some of these, including:

- risk insurance schemes with private sector for vulnerability reduction

-innovative financial mechanism to support forest stewardship management in indigenous and peasant

territories such as CONSERBO

-other payment for ecosystem services that contribute to vulnerability reduction
For purposes of this submission, however, TNC has focused on Debt for Adaptation Swaps and Water Funds
because these mechanisms have considerable potential to generate new and additional financial resources and
nevertheless have received relatively little attention in the climate adaptation discussions to date.
Each of these mechanisms lies in a different stage of development. TNC's perspective offered in this submission is
a result of our many years of experience with these two mechanisms:

1. TNC is in the process of brokering numerous debt for adaptation swaps with roles that include
fundraising, swap design, and introducing this concept to potential private sector investors. There are four
debt for adaptation swaps under development with one prospect expected to be closed in the second half
of 2012

2. Since 2000, TNC has played a role, with partners, in 11 water fund initiatives in countries such as Mexico,
USA, and Brazil. These include water funds that benefit major cities such as Bogota and Quito, as well as
funds protecting hydropower and flood control investments in more rural landscapes such as Chiapas.
TNC is now exploring establishing one or more water funds in Africa.

This submission describes these two mechanisms by covering three sections: general aspects (including how
adaptation strategies are addressed within these); operational aspects of each mechanism and the feasibility of
each mechanism (including potential roles for the Adaptation Fund and/or its Implementing Entities).

! For further details on this submission, please contact Irene Suarez, Senior Policy Advisor of the International Climate Policy Team of The
Nature Conservancy based in Costa Rica at isuarez@tnc.org
? http://adaptation-fund.org/media/call-public-inputs-options-fundraising-strategy-and-campaign
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1. Debt for adaptation swaps

A debt swap, also known as debt conversions, is a financial mechanism by which debt owed by a debtor (e.g. a
developing country government), can be renegotiated with the creditor (e.g. developed country government or
private/commercial note holder) to fund development processes. In general terms, debt swaps have been done
using either bilateral or commercial debt. This financial mechanism, directs and/or leverages public and private
grant funding as well as private capital (loans) towards the development of actions and programs which are
defined by a country driven process (ensuring that funds will be allocated to development needs in the developing
country).

As developing countries advance poverty alleviation and sustainable development goals, reassignment of funds
originally allocated to pay external debt to the funding of climate change adaptation actions can contribute to
achieving its development goals by helping to increase resiliency of development efforts to existing and, future
climate change impacts. The United Nations Framework on Climate Change recognizes the specific needs and
special circumstances of developing countries, especially those that are particularly vulnerable to the adverse
effects of climate change. These particularly vulnerable developing countries are often those mostly highly
indebted. This high vulnerability to climate change makes them more prone to requiring further debt assistance
after suffering further impacts of climate change.

a. General aspects of debt for adaptation swaps:
The debt swap mechanism contributes not only to reducing external debt, but by creating capitalized
endowments it creates funding streams into perpetuity for adaptation to climate change priorities defined by
developing country needs (under a framework defined by parties involved in the swap).
The provision of financial resources to address climate change is called to be predictable, sustainable and
additional®, characteristics of the funds within debt for adaptation swaps.
This financial mechanism could facilitate laying the foundation of climate resilient development because of
diverse reasons including how :
a) Funds provided in perpetuity enables the design of adaptation programs within broader horizons of time,
and, can facilitate mainstreaming adaptation into development planning processes.
b) These funds allow financing of adaptation programs, opposed to business as usual funding of “stand-
alone” adaptation projects.
c) In most cases, Ministries of Finance or Central Banks are involved (due to the nature of the transaction)
which could facilitate design of cross sectoral adaptation programs.
Funds can be set out in perpetuity facilitating stable funding for both in upfront and recurrent adaptation
costs and needs.
a) Some climate change adaptation activities that could be funded with upfront/initial disbursements could
include:
(1) Vulnerability assessments of key economic sectors and areas such as coastal marine zones
(2) Establishing/improving systemic observation and climate monitoring systems
(3) Strengthen local capacities to design, implement and monitor adaptation measures through “train the
trainers” activities
(4) Design and implementation of adaptation strategies (including those based on natural solutions such
as reef and mangrove revival) specific to key regions
(5) Establishment/strengthening early warning systems
b) The periodic disbursements could include funding for ongoing adaptation activities such as:
(1) Design of local climate change adaptation plans led by local governments and communities
(2) Periodic capacity building at different levels of government, ministries and civil society
(3) Monitoring and evaluation of local/sectoral adaptation plans and strategies
(4) Maintenance of systemic climate observation
(5) Maintenance of vulnerability reduction projects such as using natural areas management techniques
to protect key natural infrastructure.

® Decision 1. CP13 of UNFCCC calls for, “Improved access to adequate, predictable and sustainable financial resources and financial and
technical support, and the provision of new and additional resources, including official and concessional funding for developing countries.”
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V. There are three types of potential debt for adaptation swaps, and the operational aspects and parties involved
vary slightly for each:

1. Bilateral swaps: the creditor government agrees to cancel (“forgive”) debt, in exchange for the debtor
government’s agreement to spend an amount (usually with some portion in local currency) on adaptation
to climate change activities that is equivalent to a fraction of the face value of the debt.

2. Commercial swaps: willingness of commercial note holder(s) to sell debtor country debt at discount to a
third party (inherent to this is the ability of third party to raise funds from donors and/or investors to buy
the discounted debt), with an agreement by the debtor country to create new note — often partially
payable in local currency - to fund adaptation to climate change activities, in return for the third party
canceling the original debt.

3. Bilateral swap funded by a third party: similar to a commercial swap, but involves a third party buying bi-
lateral debt at a discount (inherent to this is the ability of the third party to raise the funds from donors
and/or investors to buy the discounted debt), with an agreement by the debtor country to create new
note — often partially payable in local currency - to fund adaptation to climate change activities, in return
for the third party canceling the original debt.

b. Operational aspects of the debt for adaptation swaps

Debt swaps usually can be managed by relatively small-scale institutional arrangements (public private
partnerships, in the form of a “Trust”, with majority non-government boards) that include an oversight committee
which disburses funds. Oversight committees are comprised of the parties to the financial mechanism itself and
other stakeholders agreed to by those parties (e.g. members of civil society, governments), and allocate the funds
in an agreed-upon framework. The ability and funding (usually endowment funds) to develop capacity of local
stakeholders to identify needs, package projects, manage resources, and actually implement projects can help
overcome the challenge of absorptive capacity that some developing countries face in the use of climate funds.
Figure 1 illustrates a sample swap as a general scheme to explain operational aspects of a debt for adaptation
swap.

There are a number of advantages of debt swaps, including 1) donors can leverage their funds to fund more
activities then giving direct grants (see below section of financial feasibility); and 2) for debtor countries, it is a
mechanism for them to reduce foreign currency debt and replace with local currency (or combination local and
foreign currency) debt to fund worthy projects in the country.
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Figure 1. Sample debt for adaptation swap. Source: TNC
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Funds to CCAT to purchase debt:
e  Private and Bilateral Grant Funds: US$30 million
e  Private Loans: USS30 million (Venture Philanthropists, Social Impact Investors, Development Banks, etc.)
e Total: US$S60 million

Debt Purchased by CCAT:
e USS$133.3 million (at 45 cents on the dollar)

Debt repayment by Debtor Country (after debt relief):
e USS$188.5 million (Principle and Interest over 17 years)

Debt relief to Debtor Country:
e Immediate Forgiveness: US$40 million (via bonds returned to Debtor Country), approx. 2.5% of GDP
e Debt relief over next 17 years: US$40.8 million (via interest savings), approx. 2.5% of GDP
e Total: US$80.8 million (30% of deal cash flow)

CCAT Cash Flow Activities:
e  Funding for on-the-ground activities: US$70.6 million (26% of deal cash flow)
e  Capitalize endowment: USS81 million (30% of deal cash flow)

e Endowment ending value (2029): US$124.8 million (at 7% per annum post expenses)
e Repayment of Loans (at 4%, 10 years): US$37 million (14% of deal cash flow)
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c. Feasibility of debt for adaptation swaps to be implemented

— Although debt swaps are innovative mechanisms for adaptation purposes, this financial mechanism has been
used for other development purposes including education, conservation amongst others for many years.

—  Debt swaps have been negotiated and concluded in a relatively short period of time for other development
purposes. There are precedents of debt swaps that have been negotiated in a framework of six months, in
which TNC was a party as it was a debt for nature swap between the USA and Costa Rica. Currently there is an
ongoing debt for adaptation swap negotiation expected to be terminated by half of 2012, and other swaps
which negotiations and conditions are in the process of being considered.

In terms of financial feasibility, as the sample (based on case from a small island developing state) debt for
adaptation swap in figure 1 demonstrates, the leverage (be it grant and/or loan funds) and activities funded are
both fairly significant. In this case , the US$60 million in loan and grant funds used to purchase the commercial
debt at a significant discount (45 US cents on the US dollar), results in almost US$233 million in activities
(equivalent to 14.5% of GDP) over 17 years, including:

— USS81 million in debt relief for the debtor country (equivalent to 5% of GDP, in this case)

— USS$71 million to fund adaptation to climate change activities (equivalent to 4.5% of GDP)

— USS$81 million to capitalize an endowment (equivalent to 5% of GDP), that has an ending value of US$125
million (assuming 7% per annum post investment management expenses), with the endowment paying
out up to USS6 million in the first year after the cash flow ends from the note, thereby creating a funding
stream to support adaptation to climate change into perpetuity.

Another way to look at this, every dollar invested and/or granted to this swap, results in almost four dollars of
activity, roughly split between debt relief, funding climate adaptation activities on the ground, and capitalizing an
endowment (which results in a funding stream into perpetuity).
Furthermore, half of the funding in this example comes from private investors, who would be repaid at 4% over 10
years (in comparison, US Treasury Notes currently pay 2.5% over 10 years) for their investment. As far as we are
aware, this would be one of the first examples of private capital being invested in adaptation to climate change
projects.
For this financial mechanism, the Conservancy’s overall goal is to raise at least US$S500 million (evenly split
between grant and loan funds) towards concluding at least USS1 billion of debt for adaptation swaps in the coming
years, which would result in the following:
— USS500 million in immediate debt relief
— USS$550 million to fund climate adaptation activities
— USS$550 million to capitalize endowments for the countries to fund climate adaptation activities into
perpetuity (after cash flow from the new notes ends), which will translates into $27.5 million/year (5%
payout) of dedicated funding thereafter

— Initial thoughts of possible roles of the Adaptation Fund in debt for adaptation swaps could include:

— Adaptation Fund could allocate funding to debt for adaptation swaps leveraging its own financial
resources AF can be involved in this mechanism by contributing grants to the Trust (which is a
national mechanism and country driven) preferably through the involvement national implementing

— Adaptation fund can mobilize adaptation funds and actions. For instance, any given developing
country who has or is negotiating a debt for adaptation swap could present project to adaptation
fund which could endorse the idea but due to lack of resources the AF cannot approve funding for
this initiative. Hence the AF can act as a mobilizer of funds by connecting this project that it has
endorse with ongoing or existing debt for adaptation swaps.
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2. Water funds
a.General aspects of water funds as a financial mechanism*:
Water Funds are an innovative way of paying and compensating for the services that nature provides to humans
(TNC, 2012). They attract capital contributions from large water users such as water supply companies,
hydropower plants, irrigation districts, corporations with significant water needs and agricultural associations,
among others, in an organized and transparent manner. In work to date, the funds are used to protect natural
resources that regulate the hydrologic cycle, thereby ensuring year-round water flow, reducing flooding, erosion
and sedimentation, and improving water cleanliness, thereby reducing treatment costs.
The capital raised is typically invested in the financial market through trust funds to create the needed long term
financing to maintain ecosystem services. Interests from the funds are used to leverage public and private funds to
improve conservation practices in watersheds. For example, funds have been or are proposed to be used to create
or strengthen management of public protected areas, to pay for conservation easements, to restore vegetation in
steep or eroded watersheds, to provide financial and technical support needed to promote more sustainable
agriculture and livestock systems (which also often improve productivity), and to develop community adaptation
initiatives.
Water funds are an ideal tool to develop climate change adaptation strategies because they are long-term
investment mechanisms. With the relevant knowledge of current hazards and probabilities of future climate
change impacts water fund board could develop adaptation strategies and mitigate impacts such as increased
sedimentation, reduction of water baseflow, increased floods, etc. However, not all existing or planned water
funds address adaptation to climate change. As much hydrologic management is based on past history of water
flows that may no longer be predictive of current conditions, a climate lens can help ensure that the strategies
implemented deliver the desired outcomes. For water funds to address adaptation to climate change these should
be designed to specifically address existing or anticipated climate impacts on the relevant watershed.

As a concrete example of how water funds address climate change, at the Water Fund for Life and Sustainability,

TNC carried out a joint study with the International Center for Tropical Agriculture (CIAT) and the Natural Capital

Project to analyze possible future impacts of climate change in the supply of environmental services in a set of

watersheds in the Cauca Valley of Colombia. These results are used to prioritize areas and strategies that will help

the fund adapt to potential future changes. These results help the fund prioritize intervention strategies to

enhance resiliency against climate change impacts. Emphasis is placed on strategies aimed at reducing sediment

production, such as reforestation, stream buffers, and conservation of natural ecosystems.

Most adaptation strategies developed with water funds are ecosystem based adaptation approaches (but the

adaptation strategies financed through water funds are not limited to these approaches exclusively). Ecosystem-

based adaptation is a concept that factors biological diversity and environmental services into a general adaptation

strategy that applies a range of actions in sustainable management, conservation and restoration to supply

ecosystem services that will help people adapt to climate change impacts (AHTEG, 2009)5. Some examples of these

strategies include:

— Conservation and restoration of riparian corridors to diminish impacts of floods

— Conservation or restoration of forests within a watershed to avoid an increase in sediments during heavier
rainfall periods and to help maintain dry-season baseflows, and

— Conservation and restoration of mangroves and coastal wetlands to diminish the impact of sea level rise

* For further information please see http://conserveonline.org/library/water-funds-conserving-green-infrastructure.-a/view.html
5 EBA definition in “Connecting Biodiversity and CLIMATE CHANGE MITIGATION AND ADAPTATION- Report of the Second Ad Hoc Technical
Expert Group on Biodiversity and Climate Change under the Convention on Biological Diversity (CBD)
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b. Operational aspects of water funds

Water funds vary from place to place depending on local opportunities and regulationsﬁ. Investors — primarily large
businesses and government agencies — see the funds as a smart way to minimize treatment costs and reduce the
chance of water shortages in the future. These funds collect investments from water users and direct the funding
toward conservation of key lands upstream that filter and regulate water supply through simple institutional
arrangements. In figure 2 a sample institutional arrangement is illustrated to facilitate understanding of the
structure to manage water funds.

Figure 2: Sample organizational structure and delivery mechanisms for water funds Source: Water fund manual,2012’
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Water funds can receive financial resources from tariffs, levies, water users, other local entities and multilateral
and bilateral agencies amongst others. These funds are managed by a board comprised of representatives from
the sources of funding, local governments, communities involved, technical representatives (i.e. NGOs, academia)
amongst others this depends on each water fund. Likewise, as can be appreciated in figure 3, the organization that
administers the fund varies according to each fund.

Among the technical studies that should be conducted to establish a water fund is the valuation of environmental
services and the inclusion of environmental costs in decision-making by the fund’s partners. As stated above, for
water funds to address climate change, an essential study will be that of anticipated climate impacts for the
relevant watersheds so that with these results, the adequate adaptation strategies are designed and approved by
the Board so resources are allocated to implement, monitor and evaluate these strategies. Funds are disbursed by
the Board to operational, conservation/adaptation activities and to the endowment fund, whose funds are also
invested.

6 These financial mechanisms in Brazil are slightly different from those of the water funds of the Northern Andes region. In general, the funds
use an annual distribution model where fees or other sources of funding are collected and distributed each year rather than going into a trust.
The payments are direct and are used to both conserve standing forest and to reforest critical areas.

7 Calvache, A., S. Benitez y A. Ramos. 2012. Fondos de Agua: Conservando la Infraestructura Verde. Guia de Disefio, Creacion y Operacion.
Alianza Latinoamericana de Fondos de Agua. The Nature Conservancy, Fundacion FEMSA y Banco Interamericano de Desarrollo. Bogota,
Colombia.
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Figure 3. Examples of water fund’s delivery mechanisms. Source: Water fund manual, 2012 ®
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c. Feasibility of water funds to be implemented
-As can be seen in Figure 4, there are more than 32 Water Funds in Latin America in different development stages
of the mechanism, including 11 created and are operational and 21 are in design or under negotiation (the first
water fund in Latin America was established in 2000 in Quito, Ecuador). TNC’s goal is that with partners there will
be 32 Water Funds in operation by 2015.

-Water funds have proven to be feasible financial mechanisms. These funds represent an attractive option for its
partners in terms of environmental, social and economic benefits. Therefore, it is important to determine what
those benefits are, based on biophysical information, and to include clear indicators of the socioeconomic aspects
that should translate into benefits for the partners as well as for the ecosystems in general. This involves iden-
tifying the business opportunities that will make a positive difference in the watershed and, who should pay, and
how much should be paid for those environmental services.

- To facilitate understanding of feasibility of this mechanism and for reference, it is important to highlight that
Water Funds are currently under development in other continents. TNC is beginning a process to develop water
funds, with partners, which improve the lives of local communities in Africa. The Conservancy’s Africa Program
began scoping and refining potential water fund projects in Kenya (potentially in Upper Tana River), Zambia and
Tanzania. A comparison of the challenges of replicating Latin American water fund experience in Africa, includes
both opportunities such as interest and challenges including less demand, information, higher transaction costs
and in some cases fewer buyers. The potential and need for water funds is evident in each of these three
countries and upon review of the initial scoping and feasibility studies, priorities have been selected to move
forward. The next steps that are being implemented is to bring Latin America’s Water Fund expertise to Africa
through technical cooperation and explore additional partnership opportunities, with multiple other agencies
such as water focused companies.
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Initial thoughts of possible role of Adaptation Fund with Water Funds in general could include:

— Adaptation Fund allocates adaptation funding to existing water funds (preferably towards endowment funds)
leveraging its own financial resources by using the water fund structures (institutional framework established
will be able to receive and process the funding) to channel funds for adaptation activities which would provide
benefits to specific geographies. As the Water Funds are already established and in majority of places they count
on local institutional support, reduce those expected transactions costs as well as matching with funds received
from other sources (local, international and also from public and private sectors).

— Adaptation Fund could invest collaboratively its resources to create new water funds through the leadership of
the national implementing entity with financial participation of other stakeholder previously confirmed.

— Implementing entities of Adaptation Fund could explore collaborative efforts with water fund Boards
including: local fundraising activities, creating local funding proposals and mobilizing local adaptation efforts
led national institutions, private sector or community efforts.

Conclusions

The Adaptation Fund plays an important role in catalyzing adaptation action. The Fund has also played a key role in
facilitating climate change institutional arrangements in developing countries. Gathering different views on how to
create new and additional funding sources for adaptation is another essential contribution the Adaptation Fund
puts forth.

With this submission TNC contributes with two concrete financial mechanisms, the debt for adaptation swaps and
water funds, both which have received relatively little attention thus far in adaptation discussions.

TNC would be interested to work together with the Adaptation Fund Board to further advance development of
these mechanisms and/or to support and work with Implementing Entities to further put in practice these ideas.
These two financial mechanisms bring private and public sectors together to work on climate change adaptation in
the hope that collaboratively we meet the challenge of financing and catalyzing vulnerability reduction across the
globe.
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Annex 1. Water funds in America according to stage of development. Source: TNC, 2012
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Views and Inputs on Options for a Fundraising Strategy and Campaign
for the Adaptation Fund
By the Institute for Global Environmental Strategies (IGES)

In response to the Call for Public Inputs: Options for a Fundraising Strategy and Campaign,
announced by the secretariat of the Adaptation Fund Board dated 30" March 2012, the
IGES Climate Change Group is hereby submitting its views. The submission is composed of
two parts. The first part calls for using a longer term perspective to frame the fundraising
issue, the second part as an annex describes our initial assessment of the proposed
fundraising options suggested in the document AFB/EFC.8/6.

Need for Considering Financial Sustainability from a Longer Term Perspective

The options suggested in the document AFB/EFC.8/6 have potential to be future financial
sources for Adaptation Fund operations. However, realizing such options at a global scale
within the required timeframe (by the end of 2013) seems very challenging (as indicated in
the Annex 1), given the time required for establishing a global framework and gaining
consensus among stakeholders on the new proposed arrangements/schemes. In this regard,
the most realistic approach to achieving the 2013 target of securing additional US$100
million is to rely on public resources utilizing conventional channels, possibly supplemented

by individual donations.

More importantly, we believe that the discussion on options to ensure financial sustainability
of the Adaptation Fund should be framed in terms of the big picture: the overall financial
landscape under the climate regime as well as over a longer time span beyond 2013. While
it remains a challenge for the Adaptation Fund to explore reliable additional fundraising
options aside from the conventional SoP of CERs, it is advisable that the Fund considers
constructing a stronger argument for why potential funders should provide finance or invest

in the Adaptation Fund given the competitive environment surrounding adaptation finance.

Such arguments must clearly demonstrate the comparative advantages and structural
uniqueness of the Fund design and operations. Its contribution to meet the adaptation needs
and concerns of recipient countries, realize developmental co-benefits, and enhance county
ownership and participation of target entities/communities on the ground also should be
clearly demonstrated. Above all, the Adaptation Fund should step up its effort to

communicate its unique features to potential funders.



Annex. Brief Assessment of Fundraising Options proposed in AFB/EFC.8/6

In order to supplement financial resources for the Adaptation Fund until 2013, four options
were proposed in the document AFB/EFC.8/6: (1) individual donations, (2) issuance of
Adaptation Certificates, (3) Adaptation Fund Bonds, and (4) promissory notes. While options
(1) and (2) intend to draw resources from private sources, options (3) and (4) aim at utilizing

public financial systems to mobilize grants from developed donor countries.

Three additional options were also suggested for further analysis and exploration: (5) debt
for adaptation swaps, (6) disaster risk insurance, and (7) investment guarantees for
adaptation. Option (5) envisages cancelling debts developing countries owe to developed
countries in exchange for implementation of adaptation projects to be approved by the
Adaptation Fund Board; while options (6) and (7) intend to leverage private finance for the
Adaptation Fund through private-public partnerships (PPP).

The following table summarizes our initial assessment of strengths and potential challenges

of each of the proposed options.

Initial Assessment of the Proposed Fund-Raising Options (AFB/ERC.8/6):

Advantages and Challenges

Options Advantages Challenges

Individual v Quick acquisition of | v Lower predictability for securing finance as a
donations finance donation is at the discretion of the country in
(UN v Easy payment system question

Foundation) and direct money flow | v Difficulty in securing a large volume of

into the account of the donation
Adaptation Fund by | v Presence of lead time before the Adaptation

utiizing the  existing Fund is widely recognized as the destination
payment facility and for donation

registry of the UN | v Difficulty in securing committed individuals
Foundation who donate specifically to the Adaptation

Fund among other competing destinations
and thematic issues

Issuance of v Quick  acquisition  of | v Possible competition with existing certificates
Adaptation finance in other thematic areas (biodiversity, forest
Certificates v/ Enhancing transparency conservation). Need for the Adaptation Fund

on CSR through to demonstrate clear comparative advantages

transaction of certificates
in exchange for CSR
activities




Adaptation v Able to tap financial | v' Relatively high risks that donors will follow
Fund Bonds resources from the bond through on pledged funding due to reduction
market in development assistance resources and
v Be able to secure a aid-fatigue.
provision of a certain v’ Higher risks and lower incentives for private
amount of pledge in companies if the scheme sets low interest
advance rates
v Obtain a certain amount | v Takes time for establishing bond architecture
of money from the (i.e. scheme building, consensus among
market as upfront finance market stakeholders, selection of financial
institution)
Promissory v Increased feasibility and | v Dependent on fulfilment of pledged amount in
notes predictability that the future by donors
anticipated financial | v" Due to its phased approach, it may take some
resources will be time to reach target volumes unless
acquired due to gradual supplemented by other sources
payment scheme
Debt for v  Granting extra public | v Time-consuming process to reach agreement
adaptation expenditure in domestic between debtor and creditor
swaps currency for recipient | v Requires expertise and relevant information
governments in (i.e. financial transaction, regulatory systems)
exchange for debt | v Requires sound monitoring and evaluation

repayment in
currency terms

foreign

framework for implementation of adaptation
measures and impact generation by debtors

Disaster risk

v' Potential to leverage risk

v Difficulty in obtaining additional finance from

insurance insurance investment for the existing insurance initiatives due to the
recipient countries economic scale and coverage of the
insurance as well as the premium paid by
the insured
Investment v Potential to tap private | v May require changes in project/programme
guarantees for finance design to attract commercial-based
adaptation resources

Individual Donations and the Issuance of Adaptation Certificates

While the options for individual donations and the issuance of Adaptation Certificates have

the advantages of gathering financial resources in a shorter time period which might be able

to respond to immediate financial needs of the Fund, questions remain on the volume of

finance since the option relies on charitable environmental and aid organisations. The

Adaptation Fund might face difficulties in mobilizing funds from such resources unless these

organizations see value in selecting the Adaptation Fund among many other charitable

organizations. At the same time, it should be noted that the potential volume of resources is




difficult to predict with any certainty as they are dependent on funder preferences and CSR
strategies.

Adaptation Fund Bonds and Promissory Notes

The strength of the Bond option lies in its potential of tapping market-based finance which is
much larger in volume than public resources. Promissory notes also increase the
predictability of directing financial flows toward the Adaptation Fund. However, these options
face many challenges, including uncertainty over fulfilment of pledge amount by donors
regardless of economic circumstances. For the Bond option, adequate design of the bond
scheme includes, for example, i) setting interest rates to maintain incentives for investors, ii)
analysis of market risk information, iii) selection of a financial institution as an underwriter,
and iv) dissemination of the new financial instrument to market players. Designing such a
scheme in the short timeframe (by the end of 2013) remains as an additional challenge.
Mobilizing resources at scale, particularly for the initial stage, is also a challenge for the

Promissory Notes option.

Debt for Adaptation Swap

This financial arrangement requires an agreement between the indebted country
governments (recipients) and the creditor country governments (donors). While the swap
option certainly could free up fiscal resources for the indebted governments, and the
Adaptation Fund Board and NGOs could play facilitating roles for the operationalization of
such scheme, it may take time to reach such an agreement. In addition, since an indebted
country commits to reallocate a specific amount of resources from existing external debt
obligations to an adaptation project, the indebted country government needs to build a
consensus around prioritizing adaptation projects over other development projects. Building
such a consensus usually requires significant coordination within the government. Additional
costs are also expected to establish, maintain and monitor the mechanism for this financial

arrangement, as well as monitor its effective and efficient implementation.

Disaster Risk Insurance

The proposed introduction of a specialized funding window for disaster risk insurance by
building on existing and on-going initiatives can potentially facilitate PPPs. However, in case
of using the existing risk insurance initiatives, the difficulties stem from how to obtain extra
finance from private (insurance) companies. The economic scale and coverage of the
insurance and the premium paid by the insured is small in developing countries. In reality,

without public financial support, the insurers cannot cover the high risks embedded in social



and economic structures in developing countries. Therefore, it might be difficult to obtain

extra finance from the existing or on-going insurance mechanism.

Investment Guarantees for Adaptation

While the investment guarantees also have the potential of tapping private finance, this
requires changes in project/programme design to attract commercial-based resources.
There is less of a likelihood that the provision of investment guarantees to the
projects/programmes approved by the Adaptation Fund Board would contribute to create
new investment markets due to the small size and limited commercial viability of individual
projects/programmes. Care should also be paid to whether approved adaptation projects

under the Adaptation Fund can be financed by commercial loans.

The fundraising options suggested in the document AFB/EFC.8/6 present various strengths,
but also challenges in terms of institutional design and implementation. Experiences in
present conventional official development assistance (ODA) and other support schemes
suggest that it takes a considerable amount of time before each of the proposed options
would be fully operational. In this regard, it is advisable that the Board considers these
options from a longer term perspective beyond 2013. In closing, we hope that our call for a
broader perspective and assessment of options facilitates the discussion of fundraising

opportunities and ultimately improves the operationalization of the Adaptation Fund.

Institute for Global Environmental Strategies (IGES)
Climate Change Group
Date Submitted: 27" April, 2012
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B Approaches and criteria for allocating adaptation funds vary significantly among current
sources - UN-backed funds and bilateral cooperation - and to some extent lack
transparency and consistency. Such funding risks being spent in a haphazard way that
repeats many of the mistakes made in development assistance over the past decades.

B An Adaptation Market Mechanism (AMM) could contribute to efficient allocation of
adaptation funds, promote adaptation activities by private and public actors through
additional financial incentives, and raise additional and reliable adaptation money. This
would help to avoid future public criticism of the effectiveness and efficiency of spending
adaptation funding.

B The proposed AMM would specify mandatory adaptation targets, on international, regional
or domestic level. Participants who achieve their targets either by generating adaptation
units or by buying them in the market would incentivize private, commercial and
institutional actors to develop adaptation projects that create verified adaptation units.

B A universally accepted and verifiable trading unit applicable to all types of adaptation
activities would help to maximize the cost reduction potential for the AMM. We suggest
applying net present value (NPV) for property saved; Disability Adjusted Life Years Saved
(DALYS) for health benefits; and potentially a separate unit to consider the environmental
benefits of an adaptation activity.
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Driving Meaningful Adaptation
Action through an Adaptation
Market Mechanism

Background: market mechanisms in
the context of adaptation

Despite two decades of climate policy, global
greenhouse gas emissions are creeping up-
wards. The 2008 financial crisis failed to curb
this increase, and even rapid successes in
greenhouse gas mitigation will not prevent
significant anthropogenic climate change.
Recent analyses of pledges made under the
Copenhagen Accord show that they are un-
likely to keep global temperature increase
below 2°C. And whether these pledges will be
kept depends on the political salience of the
climate change problem, which has decreased
considerably in recent years. Moreover, the
Fukushima nuclear accident has called into
question an emissions mitigation technology
deemed important by many analysts.

Therefore, adaptation to climate change be-
comes increasingly important, especially as
many developing countries in the tropical
latitudes are likely to be hard hit by even
relatively low levels of climate change. Poor
countries already suffer from an ‘adaptation
deficit’ to current climate variability. For the
year 2030, the UNFCCC has estimated annual
global adaptation costs at USD 49 to 171 bil-
lion. The estimate of USD 27 to 66 billion of
this accruing in developing countries con-
trasts with World Bank' estimates of USD 70-
100 billion.? Other researchers support this,
arguing that the UNFCCC figures exclude the
impacts on mining and manufacturing,
energy, retailing, tourism, and neglect of
various vector-borne diseases.

In that context, developing countries have
consistently asked industrialized countries to
provide financial resources for adaptation. In
the Copenhagen Accord, industrialized coun-

' World Bank, 2010: Economics of Adaptation to Climate
Change. World Bank, Washington, DC.

2 UNFCCC (2007) Investment and Financial Flows to
Address Climate Change. Climate Change Secretariat,
Bonn.

tries pledged USD 30 billion as ‘fast-start fin-
ance’ for mitigation and adaptation in devel-
oping countries, aimed at increasing funding
to USD 100 billion annually by 2020. However,
the modalities of financing remain vague and
all types of channels are included - bilateral,
multilateral, concessional, private and even
market mechanisms. So far, industrialized
countries have preferred bilateral financing
modes, which suffer from lack of transparen-
cy, to multilateral channels (for exceptions,
see Box 1). Non-Annex | countries may fear a
re-labelling of official development assistance,
or other types of political double-counting.

Box 1: Overview of multilateral funds
for adaptation

The few multilateral funds are dispersed
among several funds. Three multilateral
funds have each around USD 150-250
million of funding: the Adaptation Fund
financed by a levy on Clean Develop-
ment Mechanisms (CDM), the Least Dev-
eloped Countries Funds (LDCF) and the
Special Climate Change Fund (SCCEF).
While the Adaptation Fund might be-
come the largest of the three due to the
steady inflow of the CDM levy - if there
is an ambitious agreement on the inter-
national climate policy framework at the
UN level - it may need some time to
reach the Program for Climate Resilience
(PPCR), part of the Climate Investment
Funds which has raised more than 900
million USD, of which 300 are deposited.

With this unclear and heterogeneous financing
situation comes the risk of funding for adap-
tation being spent in a haphazard way that
repeats many past mistakes made in develop-
ment assistance, including politics-driven allo-
cation of funds and not needs-based allocat-
ion. New mechanisms are needed to avoid
future problems with public reviews on the
effectiveness and efficiency of spending the
adaptation funding -in particular, taxpayer
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doubts as to how their money is spent. Market
mechanisms can also facilitate the participat-
ion of private industry and other non-govern-
mental stakeholders - crucial for achieving the
investment levels needed. Finally, it is worth
noting that unit costs of adaptation projects
may differ by several orders of magnitude: a
recent paper on unit costs of hurricane dam-
age protection in Florida estimates the cost-
benefits ratio as ranging from 0 to 9.4.° Adap-
tation funding can be made more efficient by
choosing least-cost solutions, as through
market-based mechanisms for resource allo-
cation and even to raise funding.

Trading adaptation?

Markets have not yet been used to promote
adaptation, nor has the idea been examined in
detail,* although quota trading has been appli-
ed to reduction of resource use in the case of
water-rights. An exception is Schultz (2011),
who proposes a market mechanism for mobi-
lizing resources for vulnerability reduction
based on the polluter pays principle.®

The discussion below is based on experiences
with pollution abatement and greenhouse gas
mitigation. While pollution is a ‘bad’ and trad-
able units are called ‘licenses’, ‘allowances’ or
‘permits’, adaptation is a good - and this has
important consequences for instrument
design. We focus on quota systems, on the
design of an Adaptation Market Mechanism
(AMM) in particular.

The key feature of market mechanisms (or
market-based instruments) is that a price
signal is used to promote the production of a
certain service or good, or to reduce it. Market
mechanisms may take various forms. The
purest one is the trading of quotas in form of
obligations or permits. With obligations, each
quota embodies the obligation to produce one
unit of the public good. This needs definition
of participants and a public regulation that
requires surrendering quotas in a certain

> Economics of Climate Adaptation (2009): Shaping
Climate-resilient Development: A Frame-work for
Decision-making. Economics of Climate Adaptation
Working Group, p. 109.

* Without developing the idea further, it was introduced
by Callaway, J. (2004): Adaptation benefits and costs: are
they important in the global policy picture and how can
we estimate them?, Global Environmental Change 14, pp.
273-282.

5 Schultz, Karl Harvey (2011): Financing climate
adaptation with a credit mechanism: initial
considerations. Climate Policy Online, September 2011:
http://www.tandfonline.com/doi/abs/10.1080/14693062
.2011.605563, accessed 15 November 2011.

period. A participant who can produce the
public good at low cost may sell quotas to
another participant at market price.

Another form involves generating tradable
units through projects that produce the public
good. These units can be used to comply with
a public regulation. Instead of obligations to
produce a minimal quantity of the public
good, quotas can be used to limit pollution:
permits to produce a certain (maximum)
amount of environmental pollution may be
allocated to participants and the permits can
be traded. A well-known example here is the
EU Emissions Trading Schemes. Unlike miti-
gation of climate change, most forms of adap-
tation are not automatically a global public
good. Adaptation may occur along a con-
tinuum ranging from a pure private good
(protection of private property) to a global
public good (breeding of drought-resistant
cultivars). However, if adaptation is defined
broadly as protection of societies as a whole
against impacts of climate change, then it
generally can be seen as public good, like the
provision of public security.

Adaptation policies typically have one or seve-
ral of the following main objectives:

B Fund-raising/mobilization for adaptation
activities;

B |dentification of vulnerabilities and
incentivization of action to address
vulnerabilities;

W Efficient allocation of funds available for
projects aimed at avoiding climate-
change-related damages - deciding which
adaptation activities to support with
available funds;

B Promotion of sustainable adaptation by
various stakeholders - e.g. discouraging
settlement in flood-prone areas;

B Sharing financial risks - e.g. transfer of
risks through insurance-based
mechanisms.

The objective of an Adaptation Market
Mechanism (AMM) as suggested here is to
create a market that honours adaptation
activities of private and public actors by
providing financial incentives. It can be
designed to include not only the concept of
tradable permits but also that of project-
based offsets. A second, equally important
aim is to maximise cost-effectiveness of
adaptation measures: to direct funding to
those projects that bring greatest benefits.
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Figure 1: Overview: functioning of an adaptation market mechanism.

AMM in practice

A market mechanism requires a quantifiable
policy target regarding the generation of a
‘good’, and an array of possibilities to con-
tribute to this policy target whose costs per
unit differ considerably. To avoid local hot-
spots of impacts, there should be only limited
hegative externalities involved in producing
the good.

To promote adaptation, tradable units must
be created through governmental regulation®
specifying a quantity of adaptive benefits,
determined in prevented ‘climate change im-
pacts’”. Certain entities would then be re-
quired by the regulators to take responsibility
for mobilizing adaptation and to surrender
sufficient units. Various principles exist for
allocating these requirements to entities,
including ability to pay, size of the entity (in
revenue, inhabitants/employment numbers),
the polluter pays principle, or simply a poll
tax.

¢ Theoretically, a voluntary market approach could be an
alternative. However, as we doubt that such an approach
could mobilize sufficient funds in the current political and
economic situation, this paper focuses on a mandatory
approach.

7 A discussion of feasible units follows below.

The entities that must surrender the adaptat-
ion units then have the option of embarking
on adaptive activities themselves, or acquiring
units from other entities capable of imple-
menting adaptive activities at lower cost than
the market price for the units.

Activities that are conducted under an AMM
may cover many sectors, like agriculture, pro-
tection of private/public infrastructure against
climate-change-related damage, improving
cooling systems in building, improving medi-
cal care systems to save lives or avoid dis-
ability/sickness induced by climate-change-
related events. Figure 1T summarizes the basic
functioning of an AMM.

To ensure that the AMM delivers real impact
on adaptation, a robust monitoring, reporting
and verification (MRV) scheme is required,
together with solid baselines for estimating
the economic and social benefits of an
adaptation activity.

Defining the unit to be traded

A universally accepted and verifiable trading
unit is a precondition for any market mecha-
nism. For an AMM, the unit should be applic-
able to all types of adaptation activities, for
maximization of the cost-reduction potential.
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An adaptation project is successful if it deliv-
ers protection against negative impacts of
climate change. The protection might concern
private and public property as well as human
lives. A ‘perfect’ adaptation project would pre-
vent any negative impact on those.

Theoretically, the trading unit could be deno-
minated in net present value (NPV) of property
and human lives protected, plus the NPV of
environmental benefits like saved habitats and
ecosystems. The challenge is how to value
human life, human health and environmental
benefits. With regard to human life, Fankhaus-
er and Tol (1998)8 have argued that ‘values of
a statistical life’ embodying people’s attitude
to mortality risks should be used for that
valuation. These values depend heavily on
income, and are substantially lower for a poor
person than a rich one, varying by a factor of
15 between China and OECD countries. This
approach became controversial in the elabo-
ration of the 2™ Assessment Report of the
IPCC, when developing-country representa-
tives strongly attacked what was seen as

‘Northern arrogance’. Fearnside (1998)° then
proposed separating human lives and pro-
perty values - an approach that we follow to
avoid endless political debates on equity
issues. We suggest the following trading
units:

B Net present value (NPV) of property
saved, expressed in current currency
units10

B Disability-adjusted life years saved
(DALYs) DALYs calculate the number of
years of life lost due to premature
mortality and/or the number of years
lived with disability or disease. The basis
for comparison is standard life
expectancy, and different types of
disability / illness are accorded different
weights (WHO 2010a, b).

8 Fankhauser, S., Tol, R., Pearce, D. (1998): Extensions
and alternatives to climate change impact valuation: on
the critique of IPCC Working Group IllI's impact estimates,
Environment and Development Economics, 3, pp. 59-81.

° Fearnside, P. (1998): The value of human life in global
warming impacts, Mitigation and Adaptation Strategies
for Global Change, 3, pp. 83-85

' For a more detailed discussion see Stadelmann et al.
(2011/2012), Universal metrics to compare the
effectiveness of climate change adaptation projects,
forthcoming in Climatic Change. This paper also
discusses distributional effects of different NPV
approaches.

Additionally, account can be taken of en-
vironmental impacts that cannot be directly
measured in terms of monetary wealth."

The concept of DALYs has been thoroughly
tested by the World Health Organization,
which has elaborated a comprehensive system
and ready-to-use standard values for quanti-
fying the level of disability through a given
event.'? Box 2 provides a numerical example.
Since the criteria ‘property saved’ and ‘DALYS
saved’ implicitly cover the risk and exposure
of protected entities, there would be an in-
centive not only to minimize relative costs but
also to engage in most effective activities:
using those options for adaptation that have
greatest impact in economic and social terms.

Box 2: Example of DALY calculation
for a river embankment activity

A region in a river basin, populated by
0.5 million people, has historically not
been affected by floods. Climate change
is expected to change rainfall patterns
in the country and independent studies
project a strong increase in the frequen-
cy and force of flood events. As yet, no
embankments have been established to
protect human life and wealth.

Among the expected health damages
from a flooding event: 2,500 people will
die and 25,000 suffer severe diarrhoea
with an average duration of 6 weeks (or
0.115 years)." Life expectancy in the
region is 55 years, average actual age
28 years. For calculation of DALYS, we
use the ‘disability weights’ (DW)derived
by WHO for the health loss categories:
death = 1, diarrhoea = 0.11.

Total DALYs achieved by the embank-
ment thus reach the following value:
DALY = YLL + YLD

"' There are other ‘goods’ that do not exactly match the
above categories, such as cultural values. Given the
challenges of quantifying these values and wishing to
reduce the complexity of the suggested AMM, we do not
consider such goods in this paper.

'2 See e.g. WHO, 2010a: Disability weights, discounting
and age weighting of DALYs.
http://www.who.int/healthinfo/global_burden_disease/da
ly_disability_weight/en/index.html, accessed 16 October
2010; and WHO, 2010b: Global Burden of Disease.
http://www.who.int/healthinfo/global_burden_disease/en
/, accessed 16th October 2010.

3 These are highly simplified assumptions used for
illustrative purposes only. In practice, one would derive
probability-weighted damage functions.
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where:

YLL (years of life lost due to premature
mortality) = N (humber of deaths) * L
(standard life expectancy at age of death
(in years)).

YLL = 2,500 * (55-28) = 67,500 DALYs

YLD (Years lived with disability) = |
(hnumber of incident cases) * DW
(disability weight) * L (average duration
of disability (years)).

YLD Diarrhoea = 25,000 * 0.115 * 0.11
=316

Total DALYs of the project amount to
67,816. This amount of DALYS would
count as ‘Saved Health’ adaptation
units, and could be directly traded (see
below).

The total value of an adaption activity or
project (TVAdapt) would be determined as:

A Saved wealth (public infrastructure,
private property, income loss) +
Saved Health (avoided disease,
avoided disability, avoided deaths) +
Environmental Benefit (saved
endangered species and protection of
habitat)

As the units of these categories differ
significantly, they should be evaluated them
separately from each other. Hence, the AMM
should define targets for each of the cate-
gories.

Allocation of adaptation targets

Once the units of an AMM have been defined,
the next step is to specify mandatory adaptat-
ion targets. In principle, the AMM can be ap-
plied on an international, regional or domestic
scale. Obviously, targets and covered entities
will depend heavily on the geographical scale
chosen. An international scheme that requires
certain countries/country groups to deliver
certain volumes of adaptation units could be
implemented under the UNFCCC. Alternativ-
ely, a region or country could define adaptat-
ion targets e.g. for certain industries, sectors
or companies.

For instance, the UNFCCC could set an annual
target for protecting €50 billion of property
(‘saved wealth’, SW) and 500,000 DALYs

(‘saved health’, SH) per year'®. Subsequently,
these commitments would be allocated to a
predefined group of countries. As noted,
various technical allocation criteria could be
chosen, like actual or cumulated historical
emissions, level of economic development,
per capita income, or a poll tax. Other pos-
sible allocation principles such as ability to
pay and inverse of vulnerability appear less
compelling.

Countries can meet the defined target by
investing into adaptation activities that result
in Saved Wealth and/or DALYS, or by buying
tradable units from other countries with an
AMM target, or by buying project-based AMM
units (‘offsets’). One option for countries with
an AMM target is to pass on their responsibili-
ties to sub-national entities such as compa-
nies. For example, if the EU has an AMM tar-
get, it may decide to pass on part of it to com-
panies participating in the EU Emissions Trad-
ing Scheme (EU ETS), which would lead to ap-
proximately 11,000 emitting entities covered.

Politicians would have to determine the regio-
nal scope for adaptation project investment;
e.g. if it is to be a truly global mechanism
(allowing projects and funding from any coun-
try worldwide), or a regional one. For efficien-
cy, global scope would be preferable; that
would also make it possible to account for
flows to developing countries as part of the
financial pledges for mitigation and adap-
tation.”

Project cycle of AMM ‘offsets’

The AMM offset cycle would bear many simi-
larities to the Clean Development Mechanism
(CDM) project cycle. Before a project can qual-
ify for generating adaptation units, standard-
ized documentation would need to be vali-
dated by an auditor who would check the as-
sumptions and parameters underlying the
estimates of Saved Wealth, Saved Health and
Environmental Benefits. These parameters
should be calculated on the basis of politically
agreed climate models, to be updated peri-
odically.

A key parameter for calculating Saved Wealth
is the projection of the autonomous develop-

" For simplicity, we exclude environmental benefits from
the example.

s If the adaptation benefit for a certain region or country
is to be maximized, the scope should be limited to that
region/country. However, that would raise the costs per
adaptation unit, due to the lower number of projects.
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ment of the property value of the relevant
region over time. From this, and on the basis
of a frequency distribution of climate-change
induced events derived from the approved
climate model, one can calculate the property
that would be lost due to climate change if
there were no adaptation project. Regional
discount rates should be used to calculate the
net present value of Saved Wealth. Hence, this
process would be similar to the determination
of baselines in the context of CDM projects.

To preserve the credibility of the trading
scheme, the generation of adaptation units by
projects should be subject to strict periodical
verification by independent auditors. Audits
would be based on standardized monitoring
reports for outcome parameters of the pro-
ject, cross-checked by a regulatory Adaptation
Unit Panel (AUP). Like the CDM Executive
Board, the AUP would be empowered to
approve adaptation projects and to approve/
reject issuance of adaptation units. Given the
high variety of possible adaptation action,
AUP and auditors would need considerable
expertise. For each distinct adaptation project
type, monitoring methodologies must be
defined. In the context of the embankment
project example above, monitoring would
check whether the embankment has been
constructed as per the project design and
whether its maintenance status assures sta-
bility as per the design parameters. If, for
example, the verification should find a risk of
the embankment failing the maximum design
flood of 25%, the adaptation unit level would
be decreased by 25% compared to the esti-
mate in the validated project documentation.

Once the adaptation units have been issued,
they can be transferred. As with the mitigation
market, brokerage companies will emerge
once a sufficient number of entities are cov-
ered by the AMM. At the end of each vyear,
companies would have to surrender sufficient
adaptation units to cover their targets. Non-
compliance should be punished by strict
penalties.

Conclusions

The introduction of an Adaptation Market
Mechanism as discussed above can serve to

a) efficiently allocate available adaptation
funds,

b) promote sustainable adaptation by
private and public actors due to the
additional financial incentives,

c) raise additional and reliable adaptation
money.

Such a mechanism could bring new impetus
to the UNFCCC talks and might help to over-
come the current deadlock situation. Speci-
fically, it could serve to build a bridge be-
tween Annex | and Non-Annex | countries
discussing future commitments. Broadening
the scope from a mitigation-focused approach
to one that entails targets for both mitigation
and adaptation could, for example, lead to the
following compromise: Annex | countries ac-
cept stringent absolute commitments for miti-
gation and adaptation (implementation thro-
ugh the AMM), while advanced Non-Annex |
countries accept effective and adequate abso-
lute mitigation commitments. This would take
into account issues of historical responsibility
while also reflecting current and expected
future emission realities.

Finding a compromise along this line would
put adaptation activities on a more stable
footing as well as safeguarding private-sector
engagement in mitigation and adaptation.
With many private actors already drawing back
from carbon markets due to the lack of per-
spectives, relevant policy signals must be
provided quickly.

The AMM will face various challenges - not
least as regards the uncertainty of future
climate change. Here, it must be recognized
that adaptation and damage baselines are
uncertain. In our view, a credible AMM can be
set up even with this uncertainty - one just
needs to acknowledge that the exact benefit
of any activity cannot be accurately quantified.
Since this uncertainty applies to all activities,
it is still possible to undertake relative com-
parison of projects and select those with the
highest predicted benefit. Other challenges
might concern the project cycle, which might
easily become complex and create relatively
high transaction costs. Here it will be impor-
tant to draw on the lessons learnt from the
CDM when designing detailed rules for the
AMM. Likewise, easy to handle but effective
approaches must be elaborated for dealing
with adaptation additionality. And finally,
there will be the challenge of political debates
about the allocation of adaptation commit-
ments and the question of defining priority
regions.

An AMM would complement current ap-
proaches of financing and implanting adap-
tation action: it would not replace current bi-
lateral initiatives, but could channel the addit-
ional action required and pledged on the
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UNFCCC level. Such a tandem approach could
also ensure that some costly adaptation
projects deemed necessary for political or
social reasons could still be implemented.
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25 April 2012

Adaptation Fund Secretariat
Re: Call for Public Inputs - Response
Options for a Fundraising Campaign and Strategy

Dear Secretariat and Fund Board Members:

The Higher Ground Foundation is very pleased to submit the following proposal that offers an efficient,
accountable and sustainable approach to resource the Fund’s activities at sufficient scale to support
identified projects and encourage development of new climate adaptation projects. In summary, we
propose that the Adaptation Fund integrate results-based, vulnerability reduction targets employing
“vulnerability reduction credits” (VRCs™)" and market these to governments and the private sector.

Your paper, “Options for a Fundraising Strategy and Campaign” does a commendable job outlining many
useful options. In particular, and in light of the immense need for funding adaptation in the decades to
come, we agree that it is important to test proposed mechanisms now. We also believe it is important
to enlist both public and private sector support, and agree with the paper’s contention that an
“adaptation certificate” is a useful tool to serve as a basis for a potential market that has the potential to
leverage further finance.’

Public institutions can play a critical role in catalyzing private sector involvement in developing country
climate adaptation. Many public bodies, from the Dutch Government to the World Bank, set up facilities
in the early days of the carbon market that provided much-needed resources for a carbon market, and
governments continue to play an important role in capacity building and as purchasers of emission
reduction credits. Likewise, the Adaptation Fund could spur public and private demand for VRCs that
leverage finance in multiples of the value of VRCs. Below we outline a proposed approach.

The Higher Ground Foundation’s Proposal:

To improve upon your paper’s suggestion that the Adaptation Fund issue “adaptation certificates,” the
Higher Ground Foundation suggests that the Adaptation Fund employ VRCs™ and work with us on pilot
projects that will establish baselines and quantifiable vulnerability reductions. In contrast to your
proposal to issue certificates based on a monetary value of money spent on adaptation, we suggest
issuance of VRCs will serve as a more effective tool, as they are based on outputs (vulnerability
reduction), rather than inputs (money spent on project activities). VRCs are issued upon proof of
sustained vulnerability reduction, and thus there is an incentive for projects to be sustainable and results
oriented. They are also a valuable tool in prioritizing projects and monitoring and evaluating projects.

! VRCs™ are a trademark of The Higher Ground Foundation and references in here to VRCs shall mean references to VRCs™

2 The World Bank estimates that CDM CERs from 2002-2008 valued at approximately $25 billion leveraged $100 billion in mostly private finance.
See The World Bank, 2009, 10 Years of Experience in Carbon Finance, accessed at
http://siteresources.worldbank.org/INTCARBONFINANCE/Resources/Carbon_Fund_12-1-09_web.pdf

© 2012 Climate Mitigation Works. Climate Adaptation Works and The Higher Ground Foundation are brands of Climate Mitigation Works, a private
limited company registered in England and Wales at 18 Northchurch Terrace, London N1 4EG. Registration Number 04906591.



Further details of the VRC concept and how it could work in practice are found in a paper recently
published in journal Climate Policy® and on our website”.

The Higher Ground Foundation is kindly proposing that the Adaptation Fund works with us to create a
viable framework for such a market. The way forward would include:

¢ |dentifying projects proposed that would be good candidates for a pilot program,

® Engaging with governments and the private sector to educate them of the value of VRCs in
unlocking support for vulnerability reduction activities, to elicit demand for VRCs through
pledges to purchase a defined quantity of VRCs, and,

e Undertaking the necessary pilot assessments of baselines, creation of guidelines, and
establishment of a governance regime that would include a review process for projects to be
registered and for credits to be issued, third-party project-design validators and monitoring
report verifiers, and establishment of a registry and governance board.

The Higher Ground Foundation has prepared a detailed business plan that outlines the required activities
to launch such an initiative, and will be happy to share further details regarding how a vulnerability
reduction credit regime could be effectively established. We shall be happy to partner with the
Adaptation Fund to make this happen, and believe that with your leadership a significant share of the
targeted finance you seek could be raised.

Don’t hesitate contacting us to discuss further. We may be reached at +44 (0) 207 354 3595 or at
karl@climateadaptationworks.com. The Higher Ground team is at your disposal.

Sincerely,

THE HIGHER GROUND FOUNDATION

o e W QL

Karl Schultz Roland Mader
Executive Chairman Chief Executive Officer

Attachment: “Financing Climate Adaptation Measures Using a Credit Trading Mechanism: Initial considerations.”

3See Schultz, K., 2012, “Financing climate adaptation with a credit mechanism: initial considerations”, Climate Policy 12 (2012) 187-197,
downloadable at http://www.tandfonline.com/doi/abs/10.1080/14693062.2011.605563.
* See the Higher Ground Foundation website at http://www.thehighergroundfoundation.org/
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Financing Climate Adaptation
Measures Using a Credit Trading
Mechanism: Initial Considerations

By Karl Schultz, Climate Adaptation Works

August 2011
Abstract

Climate  mitigation credits have mobilized
considerable resources for projects in developing
countries, but similar funding to adapt to climate
change has yet to emerge. The Cancun Agreements
targets up to US$50 billion per year in adaptation
funding, but commitments to date have been trivial
compared to what is needed. While there are some
studies and suggestions, it remains unclear where the
money will come from and how it will be disbursed.
Beyond this, many development experts believe that
the main hurdle in climate adaptation is effective
implementation. A framework, based on the polluter
pays principle, is presented here regarding the
mobilization of resources for adaptation in
developing countries using market mechanisms. It is
assumed that mitigation and adaptation are at least
partly fungible in terms of long-term global societal
costs and benefits and that quantifying climate
vulnerability reductions is at least sometimes
possible. The scheme’s benefits include: significant,
equitable, and flexible capital flows; and improved
and more efficient resource allocation and
verification procedures that incentivize sustained
project management. Challenges include overcoming
political resistance to historical responsibility-based
obligations and skepticism of market instruments,
and critically, quantifying climate impact costs and
verifying investments for vulnerability reduction
credits.

Keywords: adaptation finance, adaptation policy,
market mechanisms, Climate Investment Funds,
financial mechanisms, economic efficiency.

1 Introduction

The explosion in scale of international capital
investment in greenhouse gas (GHG) mitigation
measures began when the EU Emissions Trading
Scheme (EU ETS) incentivized companies with
emissions caps to identify low cost emission
reduction options. The result has been the
development of, and investment in, a variety of
projects to generate certified emission reductions
(CERs) under the Kyoto Protocol's Clean
Development Mechanism (CDM). Approximately
2,500 projects have been registered by the CDM,
which by 2012 will result in about 950 million tonnes
of carbon dioxide equivalent emissions reductions,
worth on the carbon market approximately €11

billion and leveraging much more than that in
investment (UNEP Risoe, 2010; Point Carbon, 2011).
With the International Energy Agency (IEA)
estimating that it will cost an additional US$10 trillion
in investment by 2030 to stabilize atmospheric
concentrations and avert catastrophic warming, the
private sector and indeed most governments accept
the essential role of carbon markets in financing
climate mitigation (IEA, 2009).

The cost of climate change impacts (CCI), and the
investment needed to adapt to climate change, are
similarly immense. Studies indicate investment costs
could be between $50 billion/year and over $300
billion/year with two-thirds of these costs accruing in
developing countries (Parry et. al,, 2009). However,
an analysis of existing climate funds finds that only
about $1.3 billion of international assistance has so
far been disbursed or approved for adaptation
measures (Climate Funds Update, 2011). While the
Copenhagen Accord targets $100 billion/year by
2020 to finance mitigation and adaptation, the known
‘new’ pledges total only $11.9 billion for the period
2010-2012 and the majority of known funding is for
mitigation (Climate Funds Update, 2011; Fast Start
Finance, 2011). There is already evidence that some
of the pledged funds are reallocations from existing
Overseas Development Assistance (ODA)
commitments (Adam, 2010).

A debate is raging regarding the sourcing and
disbursement mechanisms of the Copenhagen Accord
funds (Brown and Kaur, 2009). The Accord notes that
funding will come from a ‘wide variety of sources,
public and private, bilateral and multilateral,
including alternative sources of finance’ and
establishes the Copenhagen Green Climate Fund
through which a ‘significant portion of such funding
should flow’ (UNFCCC, 2009). A UN High-Level
Advisory Group on Climate Change Financing (UN,
2010) has proposed a variety of bold measures,
including: taxing carbon transactions, international
financial flows, redirecting fossil energy subsidies,
and direct government treasury funding. However
these suggestions have not yet led to funding
decisions and, historically, governmental fiscal
transfers for ODA have not met the governments’ own
commitments (Hamilton and Fay, 2009).

There are currently over 20 funds that manage
climate programs. While their mandates and funds
management vary and provide much needed support,
two general criticisms are that they have high
administrative costs and that their collective funding
is inadequate (Baca, 2010). Funds typically provide
resources (e.g. money, consultants) to national
ministries and local governments for specific projects
or building capacity. Research has shown that in
order to be effective, climate adaptation must focus
on local-level issues. Indeed, a major barrier in
developing countries is their lack of adaptive capacity
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due to backlogs in protective infrastructure and
services, and limitations in governments’ resources
and skills (Adger et. al., 2003). In addition, many local
governments are unwilling to work with the most
vulnerable groups (such as slum dwellers), who they
perceive to be part of the problem rather than as
valued constituents (Moser and Satterthwaite, 2008).
So while top-down financing and implementation has
a critical role, adaptation measures may work best
when the funders and project developers directly
identify, work, and forge agreements, with affected
communities.

Alternatives to top-down adaptation finance include:
employing indices of vulnerability, to serve as
benchmarks for insurance protection that farmers
could purchase against severe weather events
(Hellmuth et al., 2009); micro-finance facilities, which
could resource the small-scale adaptation
interventions of some of the most vulnerable
households (Agrawala and Carraro, 2010); and
government loan and equity guarantees, which could
stimulate private investment in adaptation (Brown
and Kaur, 2009).

Overall, although the funding on the table is necessary
and worthwhile, it looks insufficient for what is
needed. Indeed, while climate finance is a hot topic,
there are only a few interesting alternatives to top-
down funding and implementation. Consideration of
the top-down funding structures that have so far been
proposed, there is a risk that the resources that are
allocated will be inefficiently and unfairly disbursed
such that many communities will be left vulnerable to
climate change.

Given this rather bleak assessment of the existing top-
down options, what alternative mechanism could
both raise the needed funds and efficiently mobilize
these in a flexible, bottom-up and equitable way?

2 A Proposed Structure for Market-Based
Adaptation Financing

Before proposing a market-based scheme to finance
climate adaptation, it’s important to introduce the
four main assumptions that motivate the structure.
The first is that the wealthier countries have a
responsibility to support climate adaptation in
developing countries. The higher income countries’
development has been due, in part, to abundant use of
fossil fuels during industrialization. Major
industrialized nations are responsible for 74% of
cumulative emissions from 1850-2000, compared
with 10% from the largest-emitting developing
nations (CAIT, 2010). Now that the science is robust,
linking GHGs and climate change and while accepting
that all countries eventually will have to limit their
emissions, the ‘polluter pays principle’, as articulated
in international law as Principle 16 in the Rio
Declaration on Environment and Development,

- stand up to climate change

declares that “national authorities should endeavour
to promote the internalization of environmental costs
and the use of economic instruments, taking into
account the approach that the polluter should, in
principle, bear the cost of Pollution...” (UN, 1992). In
other words, industrialized countries have a
responsibility to pay for climate adaptation in the
developing world.

A second assumption of the proposed structure is that
decisions between financing mitigation or adaptation
in developing countries are at least somewhat
fungible and that to optimize results, they may often
be made by a well-regulated market. To accept that
only a certain level of warming is tolerable (e.g. 2°C),
emissions must unequivocally decline to reach
atmospheric GHG concentrations (e.g. 350 ppm)
consistent with this level. Beyond this point,
however, the theoretical global net social welfare
utility can be achieved through the use of either
adaptation or mitigation measures. Market players
will make the most economically rational decisions to
efficiently allocate scarce resources in addressing
climate change.

The challenges to creating a market-based scheme
include ensuring that it transparently, efficiently, and
flexibly provides quantifiable and verifiable
incentives, resulting in real and additional
greenhouse mitigation and climate vulnerability
reduction for poor communities. The third
assumption is that quantifying vulnerability reduction
is possible, at least in some key areas such as flood
defence, the provision of water for human
consumption and agriculture, and measures to
prevent landslides destroying human settlements and
transportation infrastructure. Over time,
quantifying vulnerability reduction will improve for a
wider variety of interventions.

The final assumption of the proposed structure is that
a trade-able credit mechanism can improve the
economic efficiency of climate adaptation (Baumol
and Oates, 1971). Market-based environmental
schemes, such as trade-able environmental permits,
have been shown to provide cost savings, over non-
market mechanisms, of between 50-90% (Tietenberg,
1985).  Other research considering the variety of
mechanisms (allowances, offset credits, etc.) have
considered the efficiency benefits, but that certain
conditions must apply to optimize these efficiency
gains (Stavins, 2003). Efficiency gains may not occur
if transaction costs are high, if there is insufficient
monitoring and enforcement, if there is the possibility
for market power, or if there are un-internalized
externalities (Tietenberg, 2002). While program
design may manage all of these concerns, and non-
market regimes may also fall prey to these issues,
credit mechanisms in the environmental area have
also faced criticism for a variety of political, social and
ethical reasons. For example, Bithrs (2010) argues
that such credit mechanisms are inherently unethical

© 2011 Climate Mitigation Works. Climate Adaptation Works and The Higher Ground Foundation are brands of Climate Mitigation Works, a private limited company registered in England and

Wales. Registration Number 04906591.



\ LW‘ The Higher Ground Foundation
1UL

because they neither stigmatize nor punish polluters
who harm both people and their environment.

It is assumed here that other policies will limit future
emissions, and that the principal risks to the
proposed scheme consist in poor program design. As
such, a review is warranted of the tools, players,
proposed framework and of how the framework
could be tested, followed by a discussion of design
challenges.

The tools of this framework include:

. Emission allowances for polluters: a cap and
trade scheme (C&T), and,

. Emission reduction credits and Vulnerability
Reduction Credits (VRCs): offsets applicable for
this compliance regime.

The players include:

. Industrialized nations with obligations based
on their cumulative emissions to reduce
emissions or reduce climate vulnerability in
developing nations,

. Developing nations who will approve and host
vulnerability reduction projects,

. Third-party project developers, investors,
technology providers who together may
provide the exogenous resources to reduce
vulnerabilities,

. Communities in developing countries where
vulnerability reduction activities are identified,
negotiated, and undertaken,

. Third-party validators of projects for
registration and verifiers of vulnerability
reduction for crediting,

. International body to register projects, issue
credits, manage an international credit
transaction log, determine CCI costs, and set
rules on baseline and monitoring methods.

The proposed framework applies the four
assumptions and mobilizes the preceding tools and
actors to form a demand and supply for VRCs as
follows:

Demand creation:

1. Calculate cumulative emissions for
industrialized countries.
2. Estimate and periodically revisit the future

100-year, cumulative costs of climate change
impacts (CCI) for developing countries.
Periodically redefine ‘developing countries’.

- stand up to climate change

3. Based on (1) and (2), calculate the CCI/t of CO:
equivalent emissions.

4, Wealthy countries need, in the next 100 years,
to pay back developing countries for all of their
cumulative emissions by further reducing their
own emissions, securing international emission
reduction credits or emission allowances, or
gaining VRCs from adaptation measures in
developing countries.

5. VRC credit issuances are calculated, based on
periodic assessments of the expected value of
the CCI, for the remainder of the 100-year
obligation. This incentivizes polluters seeking
credits to identify, fund, and manage the most
beneficial projects over time.

Supply creation:

1. Countries may finance these measures directly
through government treasuries or delegate
their obligations to a third party, such as an
emitting facility.

2. Developing countries must review and approve
all projects, and may create policies on the
allocation of VRC funds. Countries may allow
third parties (e.g. municipalities, private
companies) to sell VRCs directly from the
projects they own.

3. An international body runs mitigation and VRC
credit registries, accredits third party
validation and  vulnerability = reduction
verification  auditors, approves project
registrations, and issues credits.

4, Adaptation measures are registered, based on
reasonable baseline estimates (at project,
program, or sector levels), and credits are
issued based on activities resulting in
additional reductions in vulnerability to
climate change.

5. Calculations and issuance of the emission
reduction credits may follow existing (e.g.
CDM) or new approaches.

6. Issuance of VRCs follows verification by third
party, accredited auditors of the estimates of
the percentage effectiveness reduction in the
vulnerability costs. The number of VRCs issued
is based on this percentage and any changes in
the residual average costs/t of global CCIs for
the remainder of the 100-year obligation noted
in the demand creation process.

Table 1 (see at the end of this article) uses a
hypothetical case to illustrate the system in practice.
Refinements should be made to the demand and
supply methodologies based on further research.
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This approach to issuing VRCs provides incentives for
investors to sustain their projects as credits are only
awarded after a project has demonstrated it has, for a
defined period, reduced vulnerability to the impacts
forecast in the design document. However, the
project does not have to risk the possibility that
project-level impacts of climate change differ from
those expected in the project design document.
Rather, third party accredited auditors will review
monitoring reports on the ability of the investment to
protect against the forecasted changes for the past
period (e.g. year) that the project is seeking VRCs, not
the actual climatic conditions and impacts.

A proposed pilot project might be the best approach
for policymakers to gain empirical evidence and
know-how prior to scaling up. Volunteer emitters
from industrialized countries could be identified in
order to engage with an auditing/engineering
company, project developer, or investor to implement
a relatively simple project. Based on what works and
what does not, improvements to the scheme could
form the basis of an international framework.

3 Challenges and Issues in System Design

The two most challenging demand side issues are
first, getting developed countries to accept
responsibility for the damage their historical
emissions have caused to developing countries and
second, estimating the CCI cost in them. Establishing
an accepted global CCI cost estimate is both an
analytical challenge (owing to omissions, double
counting, scaling-up from limited empirical data,
separating out climate impacts from others, see
Argawala and Fankhauser, 2008) and a political
challenge. Many studies have focused on adaptation
costs rather than impact costs, or combined
adaptation with residual impacts. As such, the
proposed framework will benefit from improved
global climate impact cost assessments. Political
decisions need to be made. But to maximize CCI
integrity, estimates would perhaps be best
undertaken by the Intergovernmental Panel on
Climate Change (IPCC).

On the supply side, creating baseline and monitoring
methodologies for project level vulnerability
reduction is challenging and sometimes impossible.
Downscaled climate scenarios are essential, as are
sound empirical estimates of the vulnerabilities and
costs. Costs may be under counted as some are not
easily quantified. However, by encouraging and
implementing a pilot program a global regime of
baseline methodologies can be formulated, one that
may be improved based on project experience. The
CDM, for instance, has resulted in the periodic
revision of 203 baseline methodologies (UNFCCC,
2011). These methodologies will also provide a
wealth of data to aid in improving global CCI cost
estimates.

- stand up to climate change

If VRC issuance is too low to justify investment, or
there are project and country risks, the VRC trading
scheme may not finance certain critical adaptation
measures. While it does not matter where climate
mitigation takes place to reduce global warming, the
benefits of adaptation are mainly local. If there is a
risk that a VRC market may ignore certain areas,
countries, or project types, then both non-market
measures and careful management of the VRC market
are warranted. For instance, measures must be taken
to ensure that, neither vulnerable communities in the
least developed countries nor countries with corrupt
or inept governments are ignored and simply
because it is easier to work in middle-income
countries with good governance regimes. This
particular challenge is not unique to market-based
adaptation finance and applies, equally, to the use of
centralized funds. Thus, it is overcoming these
investment disparities may be better achieved
through the use of market approaches rather than the
top-down funding of governments.

Regulatory certainty is also important and
encourages private sector investment. The financing
regime should include a commitment that VRCs can
be issued for registered projects for the anticipated
project lifecycle.

Furthermore, VRCs should only be issued for those
projects that directly help the poor and materially
vulnerable in developing countries. It would be
improper for VRCs to be issued for investment in a
port facility that only benefits international shipping
conglomerates rather than in a storm drainage
system that reduces flooding in a poor urban
neighborhood. As such, the VRC market could have
positive or negative lists of project types, or provide
extra VRC issuances for projects meeting certain
project-type, per-capita income or other criteria, to
incentivize priorities or provide a more equitable
distribution of VRC generating investments.
Governments in developing countries need to be
incentivized to encourage direct engagement between
developers, investors and vulnerable communities.
Moreover the registration process must ensure
transparency.

In many cases, using conventional public-financing
mechanisms or targeted debt and equity guarantees
is the only way to fund certain projects or programs.
Clearly resources must be mobilized for non-market
interventions, in areas such as disaster preparedness,
public health initiatives, and civil service capacity
building.

One approach to incentivize pro-poor adaptation
activities is the quantification of vulnerability
reduction, based on average costs for a similar project
in an industrialized country. This would overcome
the risk that the poorest communities may be ignored
due to the lack of exposed economic assets. In
addition, it may also help to address the ‘development
deficit’, while maintaining the kind of cost efficiencies
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that a credit scheme offers (Biihrs, 2010). To the
extent that CCIs, but also adaptation costs per capita,
are lower in least developing countries, and
vulnerability reduction potential - per capita, if not
based on asset protection, is most significant in
poorer communities, this approach would create a
greater incentive to support projects for the poor in
the poorest countries, overcoming many of the
(potentially greater) investment risks and challenges.

Some of the palpable benefits of the scheme thus
include the potential for project-based VRCs to
overcome or avoid some institutional barriers (e.g.
the hostility of local government to supporting
adaptation investments in informal settlements) the
creation of incentives that provide direct benefit to
the community involved, and the very involvement if
the community itself. Companies (especially when
they have caps on their emissions in industrialized
countries), and third-party developers and investors
will be highly motivated to identify and engage with
communities where there is significant, and relatively
low cost, vulnerability reduction potential. A rigorous
VRC issuance regime will force them to maintain a
keen eye on their projects if they wish to reap benefit;
the result will be accountability and sustainability. As
the finance does not need to be funneled through any
particular organization, such as a local government
that is hostile to vulnerable communities, funds can
go where they are needed and, relatively speaking,
where they should be well spent.

There is a risk that a disproportionate share of the
investment is allocated for mitigation rather than
adaptation. This should be avoided as there is a
morally compelling need and obligation stemming
from the polluter pays principle to finance adaptation
in developing countries. @ The proposed credit
mechanism offers an opportunity to effectively meet
much of this need so system design should strive to
incentivize adaptation.

A potential ‘supply release mechanism’ could be
incorporated into the scheme to ensure that a
minimum level of finance is allocated to adaptation,
using conventional financing mechanisms (e.g. grants
to government programs). Such a mechanism could
be triggered for a given period, if the share of
mitigation reduction credits exceeded a certain level
such as 65% of all credits. At this point the capped
entity could be required to pay, at the estimated
adaptation cost/t, into a fund that could then allocate
resources towards adaptation measures using grants,
loans, or other means. Alternatively, as noted above,
market regulations could be imposed creating greater
issuance of VRCs per verified expected vulnerability
reduction value. This latter measure could be
undertaken in a flexible manner to target specific
countries or project types, or be adjusted for the
market as a whole.

- stand up to climate change

4 Conclusions

As with the case of climate mitigation, the use of
market mechanisms alone to reduce vulnerabilities to
climate change is insufficient. Even with the most
cleverly designed schemes, funds cannot be allocated
to protect all vulnerable communities or all natural
systems. However, this is a problem for all financing
alternatives. Requiring that polluters pay to reduce
vulnerabilities is probably the fairest or most
equitable approach. In addition, the proposed
scheme promises to be flexible and efficient. It is also
perhaps the best way to raise funds and does not risk
the so-called ‘donor fatigue’ that plagues overseas
development assistance.

To the author’s knowledge, this is the first published
paper on the design of a market-based vulnerability
reduction crediting mechanism and it therefore
constitutes a first step of an essential process of
multidisciplinary research and debate on the
economics, policy framework, and technical
alternatives for baseline and crediting methodologies.
Future key areas of work include: applying the
lessons of project-based mitigation credit schemes;
considering criteria for imposing cumulative
emissions obligations; better understanding the
extent to which supply and demand for adaptation
investment is stimulated through the international
framework and national policies; identifying the most
appropriate project types; creating appropriate
baselines and methodologies for measuring
vulnerability reduction values; improving
understanding of climate change impact costs and
risks; modeling and performing scenario analyses
against the alternative design options; and, coming up
with governance and implementation frameworks at
international, national, and community levels. A pilot
scheme could address all of these issues.
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[Mlustration:

A Market Mechanism to Finance Adaptation in Developing Countries

Wealthy Mations
cap their emissions
to meet climate
targets, and may
delegate caps to
industry.

The axtra target can be
met in any of four ways:

|

1. Reducing emissions at
domestic facilities

|

2. Trading allowances
from other capped
nations or facilities

|

3. Purchasing Credits from
Emission Reductions in

cxtra recuctions are Developing Countries

calculated basad on the
countries’ historical
emissicns to pay to
reduce climate
vulnerabilities in
developing countries or
reduce impacts by
further lowering
emissions.

|

4. Purchasing Vulnerability
Reduction Credits (VRCs) from
Adaptation Projects in Developing
Countries
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Allowances, Emission
Reduction Credits, and
Vulnerability Reduction
Credits are Measured:

Tonne of CO2
equivalent emission
reduction, verified

Tonne of CO2
equivalent emission
reduction, verified

Tonne of CO2
equivalent emission
reduction, verified

Accradited auditor
estimate of reduced
climate vulnerability
from baseline level of
vulnerability. The VRC
is based on cumulative
histarical
emissions/total cost
estimate of global
adaptation, revisited
regularly

All projects — reducing
comestic emissions,
projects to reduce
emissions in developing
countries, and
vulnerability reductions
can be undertaken by
any party, identifying
any viable project if the
baseline and
emissions/vulnerability
reduction activity can
be satisfactorily be
establishad, quantified,
and verified.

Such a scheme may
result in more efficient,
innovative, and
dynamic climate action
that mobilizes
resourcas from the

polluters. Climate
Mitigation
Works



(m

Table 1:

The Higher Ground Foundation

- stand up to climate change

Table 1. Hypothetical Case of Vulnerability Reduction Credit (VRC) Project

Quantity

Calculation

Demand Drivers

Global cumulative emissions, 1850 — 2000

1 trillion t CO,e

Wealthy Countries

750 billion t COe

Developing Countries

250 billion t CO,e

UN official estimate of developing country climate
change impacts (CCl) costs

$200 billion/year

Average costs (that in practice would probably be broken down
into periods). By year two this declines by 1% to $198
billion/year

100 year CCI costs

$20 trillion

100 years x $200 billion/year

Developing Country costs/t CO, equivalent
caused by wealthy country emissions

$26.67/t CO,e

$20 trillion/750 billion t CO,e

Example of Wealthy Nation Liability and System: The “United European Principate” (UEP):

Cumulative emissions 1850 -2000

60 billion t CO5e

UEP may for each year:

. reduce emissions in developing countries,

. a combination of the above.

out how it will comply.

. secure allowances from other wealthy countries,

. reduce its emissions by these 60 billion t/100 years (=600 million t),

. secure VRCs reduce the expected value costs of climate vulnerability by 600 million t x $26.67/t = $16 billion, or,

UEP chooses to reduce allowances by 600 million/year by facilities covered under an existing emissions trading scheme and have industry figure

Example of Company Covered by UEP’s Compliance Scheme: CoalWindEnergy (CWE), an electric utility

CWE baseline emissions

1.1 million t COe

CWE allocations under existing emissions trading
scheme

1.0 million t COe

Further reduction under historical emissions
retribution regime

0.1 million t CO,e

CWE total allocations

0.9 million t CO,e

1.0 million t CO,e — 0.1 million t CO,e

Of which 0.1 million t CO,e must be met through existing ETS

Total emission “deficit” 200,000 t COze L X
allowances or mitigation credits
CWE actions for the year:
Reduce own emissions: 50,000 t COse Reduces coal burn by efficiency improvements and introduction

of biomass

Purchase of allowances and emission
credits

75,100 EUAs and
CERs

Purchase of VRCs:

74,900

From storm-drainage project in large city in a developing country
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The VRC Producing Project: Storm drains

Project is for an informal settlement in a large secondary city. The settlement already suffers flooding and contamination of ground- water
leading to health problems; both problems will increase with sea-level rise and more severe weather caused by climate change.

Design document estimate of vulnerability reduction $1 billion over 50 | This is reviewed an formally validated by a UN accredited

costs caused by project: year project life | vulnerability reduction auditor

Year one: UN accredited verification of % vulnerability Verification showed that pOI’tIOhS. of drainage system nOt. L

R - . R 94% | properly constructed and results in some storm-water exiting into

protection from estimate in design document .

community
. . 1 year/50 year project life x 94% expected vulnerability

VCRs issued for year one: 74,900 VCRs reduction/$26.67 Climate Change Impact cost (CCl)

Year two % vulnerability protection: 104% The ab(?ve faults V\{ere flx?d and extra r?alntfznance resulted in
protection exceeding design document’s estimate
A surge of adaptation investments and improvements in impact

99 year future average Climate Change Impact costs $198 billion/year | modelling result in a 1% drop in estimated impact costs/year. 99

(CCI) estimate, calculated in year two: average | years because first year of 100 years retribution “paid” by
wealthy countries

Year two CCl/t: $26.4/t 99 years x $198 billion/year/(750 billion t CO,e — 1/100 years/750
billion t COe)

Year two VRC issuance: 79,572 | $2,000,000 x 104%/26.14/t

To consider project economics:

Allowance price =

Opportunity cost: 350

Credit price = $45

Life cycle cost of storm drainage project: $15/VRC

© 2011 Climate Mitigation Works. Climate Adaptation Works and The Higher Ground Foundation are brands of Climate Mitigation Works, a private limited company registered in England and
Wales. Registration Number 04906591.



Nr. 6
World Future Council



Breaking the Climate Finance Funding
Deadlock

Financing climate protection with the help of Special
Drawing Rights

A Proposal from the

World Future Council



“Whatever a society can do, it can finance.”

John Maynard Keynes

“Anyone can create money. The problem is getting it accepted.”

Hyman P. Minsky

Breaking the climate finance funding deadlock

Introduction

The UNFCCC negotiations in Cancun in December 2010 resulted in a decision to establish a Green
Climate Fund (GCF). Many are now looking to it as the solution to climate finance. But nothing has
yet been paid into this fund, threatening to turn it into an “empty shell” (UNSG Ban Ki Moon).
Indeed, there is “an ‘ever-widening chasm’ between what poorer countries need to adapt climate

change and what wealthy countries are delivering”. (FT. 17.11.11)

An effective policy to reduce climate change as far as still possible would require at least $ 100
billion a year, and it is not realistic to expect that this will come out of national budgets. Countries
currently facing huge budget deficits find it politically very difficult to spend money on long-term
climate related issues. An innovative solution is now needed to bridge the gap between the urgent
financial requirements of less industrialised countries and the current political inability of rich
countries to provide the required funding. The funding problem must therefore be solved at the
international level. The only international organization that can create these necessary additional

funds at once is the IMF.

The centerpiece of the WFC proposal is the innovative use of a financing tool that utilises the ability
of the IMF to create new money in the shape of its own reserve currency: Special Drawing Rights
(SDRs). Such new funding will not be inflationary if issued only against performance, i.e. to produce

new goods and services with (mostly) unused productive capacities and unemployed labour.

The use and control of this new money could be coordinated by the Global Environment Facility,
UNEP, UNDP or the new Green Climate Fund of the UNFCCC.



Why new money ?

At the COP 16 in Cancun $100 billion a year were pledged for climate finance. But where will this
money come from? There are many proposals, like a Financial Transaction Tax and revenues from
CO; emission trading and airline taxes. But all involve a redistribution of existing funds or expected
cash flows. Every Dollar thus obtained must be paid by somebody else. Resistance and lobbying
against such redistribution can be expected to be strong and the fulfilment of the pledge therefore

very doubtful.

The key challenge is not a lack of liquidity in the international monetary system but a lack of funds
for climate and energy projects that are immediately available. Therefore the World Future Council

proposes using an existing mechanism to solve this new problem.

Why the IMF? What are SDRs?

Many measures which the IMF has implemented in the past decades have been controversial and are
now seen as counter-productive. But the IMF was originally created to mitigate economic imbalances,
making the world economy not only more stable but also fairer. The possibility of an international
currency - “Bancor”, as designed by Keynes — was already discussed at the founding of the IMF in 1944 in
Bretton Woods. In 1969, with the introduction of Special Drawing Rights (SDRs) as an international
reserve currency (or, to use IMF terms, an international reserve asset) this concept was revived. SDRs
were reinvigorated in the 2009 financial crisis when the IMF was asked by its member governments to
create new SDRs to the value of 250 billion Dollars. The strengthened role of SDRs in the international
monetary system offers not only the possibility to finance climate change mitigation but also paves the

way to a more stable and just global financial system.

If governments can combat the financial crisis with newly created money, why can they not respond

to the challenges of climate change in the same way?

The proposed mechanism

The centrepiece of our proposal is the establishment of a financing tool that uses the ability of the
IMF to create new international reserve money in the shape of SDRs to meet the needs of climate
finance. The IMF member states can agree on the issuance of new SDRs to themselves

(proportionate to their quota shares).



However, in our proposal member states could commit themselves in advance to putting the
majority of these new SDRs at the disposal of an assigned new Climate Fund. A small portion (e.g.

10% - 20%) could be allocated to them to finance agreed national climate protection projects.

Flows from new SDRs for green projects in less industrialised countries

IMF Members

assign the IMF to
create new SDRs

IMF pass the new
SDRs to a Climate
Fund when required
to pay for new
climate projects

Change SDRs ...

assigned : National
Climate — Central
Fund ... in required Banks

national currency
Financing the RE
Transition in
required national
currency

Green Investors in less
industrialised countries

As SDRs are not currently a medium of payment, the assigned Climate Fund would change the
newly obtained SDRs into the required national currencies at the respective central banks, when

they are required to pay for agreed climate projects, e.g. renewable energy plants.



This exchange is based on existing agreements between the IMF and various member states as
SDRs are accepted as part of national currency reserves. At that moment, the creation of new
money in the currency of the IMF (SDRs) becomes a creation of new money in the equivalent
national currencies. There is no excess money that potentially could finance new asset bubbles or
other speculative activities. The rise in new money is equal to the rise in new production, and

therefore there would be no inflationary impact from the monetary side.

There would also be no added indebtedness, as the new money is created interest-free. In the real
economy an additional demand of $100 billion a year would not cause serious inflation, as global
GDP is around $60 trillion and the average current utilization of industrial capacities is

approximately only 80 percent (see ECB, Fed).!

Capacity Utilization in the Euro Area and the USA (in percent)
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(Source: Fed, Statistical Release G.17; ECB, Monthly Bulletins)

At the theoretical level it could also be shown that in a normal economic situation an additional
demand would lead to higher production rather than higher prices.

The basic principle of this proposal is that the new money should be paid only
against performance

The assigned Climate Fund should ensure that new economic value and new green jobs (new wages
and new revenues) are created in the less industrialised countries by using the additional funds it
receives by exchanging SDRs created and provided to it by the IMF only to pay directly for

renewable energy infrastructure projects.

"ldled capacity in the U.S. automobile industry is sufficient to produce all the wind turbines the world needs (for) a
crash program to develop 3,000 gigawatts (3 million megawatts) of wind generating capacity by 2020, enough to satisfy
40 percent of world electricity needs." (Lester Brown , "PLAN B 4.0 -- Mobilizing to Save Civilization", pgs. 116-17, W.W.
Norton & Co., New York 2009)



One possibility to achieve this imperative is the financing of feed-in-tariffs (FITs), because money is
only paid out if the energy is in fact produced. In this case the assigned Climate Fund pays out the
gap between the price for energy that consumers in poor countries can afford to pay and the price
that covers all costs (including a sufficient yield) of the private green investors.

The financial flows using FITs (Prices are only exemplary)

National and
international
green investors

assigned
Climate
Fund

pay gap of Invest 10/kWh
6/kWh in grids and RE
power plants
Energy Monitoring RE Prodt.lcers
Consumer 3 Office é generates
Can only 6/kWh 12/kWh RE Energy to
pay 6/kWh P pay 12/kWhto | P& costs of
RE producers 10/kWh

National treasury
earns tax

Who profits from the new SDRs and how?

Industrialised countries profit because the biggest part of the additional demand for renewable
energy investment goods will come to them because that is where most industrial capacities are
located. With this additional demand and production, new incomes, profits and taxes materialize.
Less industrialised countries profit from renewable energy installations where the necessary
infrastructure is build at no cost to them. The resulting income will increase domestic purchasing

power. New local production and service are stimulated as well as increasing the tax base.



SDR financing of new climate projects in less industrialised countries will lead to a resource transfer
from industrial countries. The advantage of the financing through new money is that the transfer of
(mainly) previously unutilized productive capital does not require increasing indebtedness or

lengthy prior redistribution disputes.

Also, commercial banks benefit because the necessary pre-financing of FIT-based projects opens
up a new field of business. The private sector benefits because the resulting increased demand for
new climate projects provides many new employment and production opportunities, and the IMF

benefits from its enhanced role in providing climate finance.

Most of all, we all benefit from reduced climate threats and the increased renewable energy (RE)

production which is otherwise lost. (See WFC study on the cost of unused RE potential.)

Conclusion

The advantage of the WFC proposal can be summarized as follows: Resources of at least $100
billion a year would be immediately available. No country would be required to pay for this from its
national budget or increased indebtedness. The new money would be equal to the rise in new
production, and therefore there would be no excess money in the monetary system. Given the
current under-utilization of global production capacities, no significant inflationary impulse is to be
anticipated from the new demand. Over the longer term, it is to be expected that the industrial
economies will respond to the increased demand for carbon-free investment goods with an
expansion of their corresponding capacities such that excessive demand will not result. Less
industrialised and industrialised countries will benefit from the new climate security investments

made possible by the new financing mechanism.



The World Future Council

The World Future Council brings the interests of future generations to the centre of policy making.
Its up to 50 eminent members from around the globe have already successfully promoted change.
The Council addresses challenges to our common future and provides decision makers with
effective policy solutions. In-depth research underpins advocacy work for international agreements,
regional policy frameworks and national lawmaking and thus produces practical and tangible
results. In close collaboration with civil society actors, parliamentarians, governments, business and
international organizations we identify future just policies around the globe. The results of this
research is then feed into our advocacy work, supporting decision makers in implementing those
policies.

The World Future Council is registered as a charitable foundation in Hamburg, Germany. Our work
is made possible by support from private and institutional donors. For more information see our

website: www.worldfuturecouncil.org

Contacts:

World Future Council

Head Office

Mexikoring 29

22297 Hamburg, Germany +49 (0) 40 3070914-0

UK Office, World Future Council
100 Pall Mall

London SW1Y 5NQ, UK

+44 (0) 20 7321 3812

Researcher Future Finance

Dr. Matthias Kroll

+49 (0) 40 3070914-25
matthias.kroll@worldfuturecouncil.org

Director Climate and Energy

Stefan Schurig

+49 (0) 40 3070914-27
stefan.schurig@worldfuturecouncil.org


http://www.worldfuturecouncil.org/

	main
	1
	Nr.1
	2
	Nr.2
	3
	Nr.3
	4
	Nr.4
	5
	Nr.5a
	Nr.5b
	6
	Nr.6

