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ABOUT THE GCF

The Green Climate Fund (GCF) is
the largest dedicated multilateral
climate fund. It was set up in 2013
by the 194 countries who are
parties to the United Nations
Framework Convention on Cli-
mate Change (UNFCCCQ). It aims
to deliver equal amounts of fund-
ing to limit or reduce greenhouse
gas emissions in developing coun-
tries and to help vulnerable socie-
ties adapt to unavoidable climate
change impacts.

The GCF's initial resource mobili-
sation in 2014 received pledges
worth US$ 10.3 billion. As part of
the ongoing replenishment of the
GCF, 31 countries and two re-
gions pledged to provide an addi-
tional US$ 9.99 billion for the next
four years (status: May 2020).

The GCF Secretariat is based in
Songdo, South Korea. The fund is
governed by a board of 24 mem-
bers with equal representation
from developing countries and
developed countries. See: http:/
www.greenclimate.fund

GCF MONITOR

The GCF monitor reviews the
progress of the GCF's efforts to
respond to the challenge of cli-
mate change. Each edition anal-
yses and briefly describes a unique
topic selected because of its high
importance at the recent Board
meeting or other relevant event.
The GCF Monitor is produced by
the FS-UNEP Collaboration Centre
of the Frankfurt School of Finance
and Management.

This GCF Monitor is based on
extensive ongoing research (Stoll
et al., in review).
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Increasing private sector engagement in
adaptation

The Updated Strategic Plan of the GCF aims to maintain a balance between
adaptation and mitigation financing and to increase the amount of money
channelled through the Private Sector Facility. In response to several Board
Members’ concerns at the 28" Board Meeting of the GCF (B.28), the Secre-
tariat noted that experiences so far demonstrate that there are trade-offs,
among others between aiming for more private sector- and more adaptation
projects. So far, almost all of the GCF's private sector projects are mitigation
projects. This GCF Monitor assesses the broader options to engage the pri-
vate sector in adaptation. It demonstrates that the GCF engages the private
sector much more in adaptation than its current indicators demonstrate.

Key messages

e [t is a strategic priority of the GCF to significantly increase portfolio level
mobilisation from the private sector. To measure progress here, the GCF
tracks the amount of private sector co-finance and the number of pro-
jects by private sector entities. On adaptation, the GCF scores very low on
both criteria.

e The GCF should look beyond these criteria in order to enhance private

sector engagement in adaptation. Accredited Entities, National Designat-
ed Authorities, Executive Entities and other relevant partners in develop-
ing countries have various roles in adaptation. Engaging the private sec-
tor throughout the project chain will foster the development and visibility
of bankable adaptation models. In turn, this can lead to more projects by
private sector entities and more private sector co-financing.
More private sector engagement in adaptation can be achieved by ad-
dressing market imperfections For example, asymmetric/incomplete infor-
mation can be identified in Country Programmes and addressed though
project adjacent advisory services or information partnerships. Imperfect
financial markets can be addressed through mechanisms like revolving
community funds or financial product diversification though partnerships
with local financial institutions. Positive externalities can be addressed in
project design, for example by including grants, or tariffs or tolls/fees to
raise funds from the externalities in order to improve the risk-return pro-
file of a project.



Introduction

Mobilising private finance is essential to achieve
the goals of the Paris Agreement and to achieve
the paradigm shift that is at the core of the GCF
mandate and vision. The ‘Independent evaluation
of the adaptation portfolio and approach of the
Green Climate Fund’ was published shortly be-
fore B.28. It concludes that among the climate
funds, the GCF has the strongest private sector
focus and the best ability to scale projects
through its large fund size, risk appetite and flexi-
ble suite of financial instruments. However, it also
concludes that the GCF has not fully utilized this
opportunity to date. It mentions that only 20 per
cent of the Accredited Entities (AEs) are private
sector entities (Binet et al., 2021). Of the 173
projects in the GCF portfolio, 34 are from private
sector entities, only two of which on adaptation.

The second indicator that the GCF uses for its
private sector engagement is the mobilisation of
private co-finance. In an earlier GCF Monitor, we
demonstrated that by early 2020, only 11 per
cent of the GCF's overall co-finance was mobi-
lised in adaptation projects, as compared to 48
per cent in mitigation projects and 41 per cent in
cross-cutting projects. Furthermore, less than 1
per cent of all private co-finance addressed adap-
tation (Grining et al., 2020).
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According to the IEU evaluation, stakeholders
mention a variety of reasons for the low private
sector engagement in adaptation, such as fewer
investable opportunities and predictable return
flows than for mitigation projects, reactive busi-
ness models, a lack of predictability and the up-
front costs (Binet et al., 2021). Mobilising private
investments in adaptation is known to be chal-
lenging. Scientific literature has discussed finan-
cial-, institutional-, information— and other barri-
ers. Pauw et al. (2021) note that a focus on these
barriers has major limitations: they are descriptive
rather than explanatory, sometimes mix cause
and effect, and tend to focus on eliminating ob-
stacles, rather than adapting efficiently. They sug-
gest to focus on three market imperfections in-
stead that create distortions in the risk/return
profiles of investments and that can result in un-
der-investment in adaptation: positive externali-
ties; incomplete/asymmetric information; and
imperfect financial markets (as explained on the
next page).

This GCF Monitor analyses to what extent the
GCF's adaptation projects address these imper-
fections and how this helps to increase private
sector engagement in adaptation. ‘Increasing’ is
defined here by moving upwards on a five-level
scale of private sector engagement in adaptation,
thus going beyond the GCF indicators of projects
led by private sector AEs and private sector co-

Table 1. 5-level ordinal scale of private sector engagement. The right column includes all GCF adaptation projects approved to
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date.
Private Sector engage- Description Number
ment level : of projects
| No Private Sector En- Purely public project. 3
Il Private sector as imple- Private sector involvement only as a paid planning or implementing 28
menting partner | entity. No contribution/investment by private sactor or long-term
Il Mobilisation ot private ' Development ot programs/projects specitically tor private sector en- : 30
sector engagement ‘gagement. Ettorts primarily go trom the creation ot new programs/ :

 committees/units, over to statting, and capacity building (for example .

' through workshops, teasibility studies) with the clear goal to incentiv- |

ize private sector engagement.

IV Private sector as co- | Active private sector participation with own resources (financial and/ 10
tinancier/ Lor non-tinancial): business case/ bankability and contribution. Includes !
contributor | Public-private partnerships (PPPs) 3
V GCF Private Sector ?Strict private sector definition ot the GCF: All financial resources that )
project ! are provided for the implementation of a Funded Activity from enti-

: ties that are more than 50% owned and/or controlled by private

' shareholders.




This approach allows for a broader perspective on
potentially relevant private sector actors. Adapta-
tion literature defines the private sector as ranging
from large international and domestic corporations
to micro, small, and medium-sized enterprises
(MSMEs) and smallholder, thus including private
sector actors in both the financial sector and the
real economy. The sector constitutes a large share
of countries’ economies and societies. In Africa,
for example, the private sector provides almost 67
per cent of the continent’s investment, 75 per cent
of its economic output and 90 per cent of its for-
mal and informal employment (AfDB, 2011). It is
also in the self-interest of private actors to adapt
its own operations and assets to climate change
and to invest in new business opportunities to
achieve business sustainability (Pauw et al., 2021).

Looking at private sector engagement more gran-
ularly is important for two reasons. First, it can
help the GCF to better understand how to engage
the private sector in adaptation. Growing experi-
ence with private sector engagement will lead to a
better mutual understanding of public-private val-
ue creation. Over time, this might also stimulate
deeper cooperation. For example, a private sector
actor that ‘only’ serves as an executing entity now,
might learn more about risks and returns in the
field of adaptation, adjust its own business model
and potentially provide co-finance or apply for
accreditation in the future. Second, in a broader
perspective, for a society to adapt to climate
change, it is also required that the private sector
adapts because it forms an integral part of that
society. Any private sector engagement in adapta-
tion can contribute to that, not just finance or
other engagement in the context of the GCF. A
private sector actor might learn about adaptation
in the context of a GCF project and replicate or
scale up elsewhere, independent of the GCF.

1. Addressing market imperfections to in-
crease private sector engagement

As a multilateral fund, the GCF has limited op-
tions to directly address market imperfections
directly by modifying the market environment, for
example through policy and regulatory reform.
The GCF is better suited to address the conse-
guences of market imperfections, for example
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Box 1. Method used for the statistical analysis.

Methodology

To empirically examine the relationship between the level
of private sector engagement and the addressal of mar-
ket imperfections, a regression analysis was carried out.
For each of the 73 GCF adaptation projects (the
“sample”), the funding proposal was analysed with a
close look at the envisioned activities of the project. Each
project was then assessed by its level of private sector
engagement on the ordinal scale introduced in Table 1.
The sample was also assessed using a set of criteria that
looked at the three market imperfections, yielding a “1”
if a given market imperfection was addressed, and a “0”
otherwise. Together with country and project specific
indicators, the data were then analysed using an ordinal
regression due to the nature of the dependent variable
(level of private sector engagement). A high pseudo R-
squared (McFadden of 0.445) speaks for a very good fit
of the model and the variables used.

through compensation and concessional ap-

proaches.

e Positive externalities occur when private in-
vestments generate public goods: benefits to
society that do not necessarily generate addi-
tional cash flows. Therefore, financial returns
on the investment do not reflect the full value
of undertaking the activity. This can be ad-
dressed through project-specific instruments/
mechanisms that develop an additional source
of funding or risk mitigation. For example, pro-
jects use grants (e.g. FP113, Kenya), tariffs (e.g.
FP0O43, Morocco) or tolls/fees (e.g. FPO75, Tajik-
istan) to raise funds from the externalities in
order to improve the risk-return profile.

¢ Incomplete or asymmetric information oc-
curs when critical information is unavailable,
inaccessible, or distributed unevenly among
different actors. In adaptation, this occurs
when actors such as investors, farmers, or busi-
nesses are unaware of the risks and impacts
exacerbated by climate change, and the
measures available to adapt to these risks. Pro-
jects can integrate actions that increase
knowledge and understanding of risks, impacts
and adaptation options/opportunities. We iden-
tified activities that 1) target the private sector;
and 2) are continuous or otherwise intensive.
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Examples include the climate forecast services
(e.g. FPO02, Malawi), value chain and business
advisory (e.g. FPO11, Gambia; SAP003) and
comprehensive training leading to income di-
versification (e.g. FP072, Zambia).

Imperfect financial markets can limit adapta-
tion in many ways. For example, adaptation
investments may require long-term debt be-
cause climate risks often materialize on longer
time-horizons. However, the market generally
has short-term maturity preferences and devel-
oping countries in particular often lack a liquid,
long-term financial market. Projects can offer
services that improve or facilitate the access to
finance for private sector actors. For example,
cooperation with (micro-) finance institutions
can help to provide special loans, revolving fi-
nancing facilities or community trust schemes
(e.g. FPO69, Bangladesh).

An analysis of the GCF's 73 adaptation projects
indicates that private sector engagement is much
larger than previously thought. Two projects are
categorised as private sector projects by the GCF
and an additional ten mobilise private co-finance
or non-financial private contributions. Beyond
these two indicators, we demonstrate that an
additional 58 projects engage the private sector
in other ways (see Table 1). Furthermore, the
higher the private sector engagement level, the
more frequent the market imperfections are ad-
dressed (see Fig. 1).

Our empirical analysis also demonstrates that ad-
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dressing market imperfections has a positive and
significant effect on private-sector engagement in
the GCF's adaptation portfolio.

Our findings indicate that addressing positive
externalities increases private sector engage-
ment in the GCF's adaptation projects (99 per
cent confidence level). The marginal effects indi-
cate that addressing positive externalities increas-
es the likeliness of a GCF project scoring high
(level IV) on private sector engagement by more
than 12 per cent and, in turn, decreases the likeli-
ness of a project being in the lowest two levels of
private sector engagement by 4.4 and 23.0 per
cent respectively.

Asymmetric/incomplete information also in-
creases private sector engagement in adaptation
(99 per cent confidence level; even more pro-
nounced positive coefficient). This is the most
widely addressed market imperfection (see Fig.
1): more than two thirds of the project proposals
include activities such as advisory offerings, busi-
ness model improvements and information ser-
vices developed specifically for the private sector.

Finally, also at a confidence level of 99 per cent,
addressing imperfect financial markets, i.e.
improving access to finance, indicates a high po-
tential impact in mobilizing the private sector.
Addressing the issue of imperfect financial mar-
kets empirically increases the likelihood of high
private sector engagement (level IV) by 17.1 per
cent.

Fig 1. Number of GCF adaptation projects per private-sector engagement level (green line), based on scale of Table 1. The bars show

the share of these projects that address market imperfections.
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However, only 21 per cent of the GCF adaptation
projects exhibited mechanisms to address this mar-
ket imperfection.

These results demonstrate very clearly that it would
help the GCF to engage the private sector if more
funding proposals would address the three market
imperfections explained above. In turn, stronger
private sector engagement could increase the im-
pact of the GCF and ensure long-term impacts of
projects.

A focus on market imperfections should, however,
not be confused with arguing in favour of an
‘adaptation market’ or with laissez-faire economics.
In addition, there are many adaptation-related are-
as where market principles should not play a domi-
nant role. Governments also have purely distribu-
tional responsibilities, including reducing the vul-
nerability of the most marginalised. This will be the
challenge for the GCF: addressing market imper-
fections with the aim to improve the resilience of
the society, including its most vulnerable.

Recommendations

The GCF needs to increase private sector engage-
ment in adaptation. We suggest that the GCF looks
beyond the binary classification of private versus
public projects and the mobilisation of private co-
finance. Instead, the GCF should work with AEs,
NDAs, Executive Entities and other relevant part-
ners in developing countries to mobilize private
sector engagement in a broad sense.

Our portfolio analysis demonstrates that addressing
market imperfections helps to mobilise such broad-
er private sector engagement in adaptation. The
GCF is well suited to address the consequences of
market imperfections. asymmetric/incomplete infor-
mation is, for example, being addressed in some
projects through climate forecast services, value
chain and business advisory and training. It could
also be addressed identifying climate change im-
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pacts and adaptation options in Country Pro-
grammes.

Some projects already address Imperfect financial
markets by offering services that improve or facili-
tate the access to finance for private sector actors.
The GCF's Readiness activities can also be used to
address this market imperfection, for examples by
supporting micro-finance institutions to develop
products for mitigation and adaptation financing.

Finally, positive externalities can be addressed in
project design by integrating instruments/
mechanisms that develop an additional source of
finance or risk mitigation, such as grants, tariffs
and tolls/fees in order to improve the risk-return
profile of a project.

The broader perspective on the roles of the private
sector in adaptation that we propose here can en-
hance private sector engagement in adaptation
projects. This will increase the private sector’s expe-
rience with adaptation. Over time, this can lead to
increased private sector co-finance and private sec-
tor projects under the GCF.
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