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Preface

Climate finance at the crossroads between
market mechanisms and public funding
vehicles

What is climate finance? Climate finance is the term given to the financial
resources mobilized to mitigate climate change and allow developing countries
to adapt to climate change impacts (Schalatek and Bird 2010). The Copenhagen
conference in 2009 tried to conceal its failure to agree on a new climate policy
regime by promises of large flows of funds from industrialized to developing
countries. By 2012, USS30 billion were to be mobilized as ‘fast track finance’
for mitigation and adaptation activities in the South. So far, it is unclear what
criteria are used for allocation of these funds, and what the efficiency of their use
is. Finance has become a goal in itself, instead of the real goals of mitigation or
adaptation. Allocation decisions are opaque and there is no transparency regard-
ing funding volumes available and their use. This makes it likely that scandals
taint climate finance as funds could be diverted from their planned use.

In the longer term, given the massive financial volumes required for mitiga-
tion to achieve the target of limiting global warming to 2°C, compared to pre-
industrial levels, as well as adapting to the inevitable climate change impacts
(UN 2010), innovative mechanisms for scaling up climate finance need to be
developed and assessed. In this context a crucial question is whether market
mechanisms or public subsidies are the better way to finance greenhouse gas
reductions and adaptation to climate change in developing countries. Negotia-
tors, consultants and the public interested in development and climate policy are
eager to get an integrated perspective on how climate finance could be effective,
and how it can avoid repeating the mistakes of development finance.

There is now 15 years of experience with market mechanisms and public
funds under the Kyoto Protocol and UN Framework Convention on Climate
Change (UNFCCC). Thus it is time to take stock, discuss the challenges of
climate finance in the context of the post-2012 negotiations and assess how
climate finance for developing countries could develop in the long term.

Despite the crucial role of climate finance in the development of the post-
2012 climate policy regime, there is no other book bringing together researchers’
and practitioners’ perspectives on climate finance in developing countries. The
only formal publication by Kingsbury ef al. (2009) is a series of 36 short essays
on climate finance. Parker et al. (2009) describe the finance proposals in the
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post-2012 negotiations without an in-depth analysis of their merits. Beyond these
two publications, there is only a vast array of grey literature.

This book brings together a number of experts from research and business, who
have worked on international climate policy for many years. It benefits from the
close contacts of the international climate policy consultancy, Perspectives, with
the international research world, particularly the University of Zurich. This guar-
antees a ‘hands on’ approach while safeguarding academic quality. Three sections
address lessons learned, immediate challenges and long-term concepts.

The section on lessons learned provides case studies on four climate finance
vehicles: market mechanisms, development assistance, unilateral financing by
developing country governments and public funds.

The Clean Development Mechanism (CDM), the largest market mechanism
under the Kyoto Protocol, is the topic of Chapter 1, by Axel Michaelowa and
Jorund Buen. Against all expectations, the CDM, which allows emissions miti-
gation projects in developing countries to generate emissions credits, has been a
resounding numerical success. Within five years, over 5,000 projects have been
mobilized in almost 80 countries. Michaelowa and Buen discuss the reasons for
this gold rush, and which technologies and countries benefited the most. The
CDM gold rush was, inter alia, due to the fact that emissions credits are granted
by an international institution without interference of the host-country govern-
ment (Michaelowa e al. 2008). Companies in developing countries, especially
the advanced ones, discovered that Certified Emission Reductions (CERs) are a
valuable export commodity, leading to a race to unilaterally develop CDM
projects. This had not been foreseen by anyone and is the key of CDM success.
While the CDM project cycle is cumbersome, it has led to full fungibility of
credits and their general acceptance as compliance tools. Nevertheless, in some
fields the CDM underperformed and needs reform to enable upscaling.

In Chapter 2, Katharina and Axel Michaelowa assess whether aid flows for
adaptation have been influenced by the development of international climate
policy. In contrast to mitigation flows, where no relevant link between key mile-
stones of the climate policy regime and mitigation aid flows could be found,
adaptation aid has been increasing significantly over time in line with the devel-
opment of international climate policy. Political-economic variables of donor
countries that play a significant role in the context of mitigation are scarcely rel-
evant in the adaptation context.

Chapter 3, by Jorund Buen and Paula Castro, discusses two important cases
of unilateral financing of renewable-energy programmes by developing countries
— the Brazilian ethanol programme and the Chinese wind energy expansion.
Both programmes required multi-billion dollar subsidies and had a strategic
component to build-up local industry. Buen and Castro stress that both supply
and demand had to be supported over a long period, and a multi-layered
approach involving R&D, strategic niche market introduction and diffusion into
a domestic and international mass market was required. Both programmes had
lengthy periods of near failure that could only be overcome through government
persistence. Also, protectionism of the nascent industry was crucial in the initial
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phases. Buen and Castro found it surprisingly difficult to quantify the exact
financial subsidy volume of each programme, which indicates that the rules for
monitoring and verification for Nationally Appropriate Mitigation Action
(NAMA) finance need to be very clear.

Izabela Ratajczak-Juszko’s Chapter 4 assesses the role of the Adaptation Fund
as a model for future, upscaled adaptation funding in the post-2012 UNFCCC era.
The Fund, which is financed through a levy on CDM transactions, is actually an
‘intergovernmental grant system’ to finance concrete adaptation projects and pro-
grammes in developing countries. It has introduced a number of new concepts for
international finance, such as a ‘direct access modality” empowering governments
of developing countries to implement proposals identified by them as national pri-
orities. However, this direct access option is only utilized to a limited extent as
countries fear to lose out in the race for project approval.

The section on immediate challenges addresses fast-track financing, new
market mechanisms proposed for mitigation under the post-2012 regime and
how developing countries can combine different sources of finance for national
mitigation policies.

Martin Stadelmann, Jessica Brown and Lena Hornlein assess experiences
made with fast-start finance in Chapter 5. They assess whether the collective
USS$30 billion pledge for the period 2010-2012 is really being met and whether
there is a balance between funds for mitigation and adaptation. Moreover, they
analyse which funding goes through which international channels — bilateral and
multilateral. While the total sum pledged seems to reach the promised level, the
situation gets much more unclear when one moves down the chain to actual dis-
bursements. On average, adaptation receives a lower share than mitigation. Data
are often not comparable and lags of spending are considerable. Transparency of
flows has improved over the last 18 months, but could be further increased,
while effectiveness of spending remains virtually unknown.

Chapter 6 discusses the proposals for new market mechanisms for mitigation
going beyond the project level, focusing on the incentives that are provided to
those who actually can engage in mitigation. Sonja Butzengeiger, Bjérn Drans-
feld, Martin Cames, Axel Michaelowa and Sean Healy scrutinize whether the
shift in responsibility from emitters or investors to host-country government
would limit or even eliminate emitters’ incentives to seek cost-effective mitiga-
tion options and, if so, by which means such an outcome could be avoided or
limited. Given the challenges that may be caused by the different responsibility
structure under a new mechanism based on a ‘no-lose target’, strong governance
skills of the host-country government in implementing climate policy are
required. However, a number of potential policy instruments exists that could
reduce free riding and would provide the necessary mitigation incentives with
different degrees of direct or indirect linking with the global carbon market.
Emissions above the target level could be penalized by a mandatory regulation
or an emissions tax, or subsidies such as feed-in tariffs could be used. Pilot
schemes would help to establish confidence in the new mechanisms and encour-
age their broader application.
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Chapter 7 by Daisuke Hayashi and Stefan Wehner describes the concept of
NAMAs in developing countries and proposes different ways of financing them.
NAMA s receiving emissions credits would concentrate on mitigation with moder-
ate costs and direct, short-term greenhouse gas (GHG) impacts. NAMASs supported
by subsidies from industrialized countries could either cover activities with low or
very high costs and relatively direct GHG impacts. Unilateral NAMAs financed
solely by the host country work best for negative- to very low-cost mitigation
actions and do not have to address the causality and timeframe of the reductions. A
concept of combination of these NAMA types is applied to a programme of green
mortgages in the Mexican housing sector, where the continuation of the current
penetration level would serve as a baseline for a unilateral NAMA. Increased pen-
etration and expansion of the energy-efficiency and renewable-energy technologies
covered could be a supported NAMA, building on a revolving fund structure. A
strengthening beyond that level could generate credits. CDM rules would have to
be changed from the current exclusion of mitigation policies in the baseline to
prevent disadvantages for the NAMA compared to CDM projects.

The third section covers climate finance issues that are just emerging — a market
mechanism for adaptation, innovative loans for NAMAs and a levy on a backstop
technology replacing fossil fuels in the electricity sector. Chapter 8, by Axel
Michaelowa, Michel Kohler and Sonja Butzengeiger, discusses whether market
mechanisms could become an instrument for adaptation financing. Compared to
the current first-come, first-serve distribution of adaptation funding, market mech-
anisms could increase efficiency. There is a wide range of adaptation technologies
with hugely differing costs. A credible adaptation market mechanism, however,
requires specification of universally accepted trading units. Such units could relate
to ‘saved wealth’ and ‘saved health’. Demand for such adaptation units should be
created by adaptation targets on the (industrialized) country level that then could
be allocated to entities, that could then either finance adaptation projects them-
selves or buy credits from adaptation service companies. Alternatively, tender
rounds for adaptation funding could be implemented. A pilot phase for adaptation
market mechanisms should test the different concepts.

A new financial instrument to harness private finance for large-scale mitiga-
tion investment linked to NAMAs is outlined by Katie Sullivan in Chapter 9.
The concept of ‘Green NAMA bonds’ would allow developing countries to issue
loans for financing of NAMAs. These loans would have a low interest rate but
would be entitled to carbon credits from the NAMA. If the NAMA does not
reach its target and thus does not generate credits, an addition to the interest
would be paid to the loan providers. General default on loans would be covered
by guarantees from international financial institutions. To prevent countries
getting into a debt spiral, they could only borrow up to a level depending on the
country’s emission performance.

Chapter 10, by Sonja Butzengeiger and Axel Michaelowa, discusses the
potential to levy finance from a super transformational technology (STT) that
could produce electricity at much lower cost than fossil fuel power plants. As the
introduction of such a technology could have severe impacts on industrial
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competitiveness, a power transformation levy could skim off the cost differential
between the incumbent power technology and the STT. The revenues from that
levy should be used to set-up power plants in developing countries with sup-
pressed electricity demand. Moreover, a large-scale Desert Greening Programme
could be used for diversification of economies that have so far benefited from
fossil fuel exports.

Chapter 11, by Axel Michaelowa, provides an overview of the question of
whether public funds or market mechanisms are a better way towards large-scale
climate finance. The multi-decadal experience with development finance has
shown that it is challenging to reach ambitious targets for public funding, espe-
cially if performance of the activities funded is lacklustre. Public funds also
usually require a long time for project implementation. Market mechanisms will
lead to higher performance and transparency, but are dependent on the political
willingness to set ambitious mitigation and adaptation targets. If this is not forth-
coming, prices and thus incentives for emission reduction or adaptation will be
low. This chapter also discusses whether the current ‘valley of tears’ of interna-
tional climate policy could eventually lead to a crash programme of solar radia-
tion management. To avoid this risky gamble, Michaelowa proposes a strong
role for market mechanisms while public finance supports non-quantifiable ‘soft’
activities and capacity building. A levy on the market mechanisms could provide
this public funding. But this path requires a willingness to seriously engage in
climate policy through ambitious targets, which is currently lacking.

I hope that having read this book, the reader will have a clear view of the dif-
ferent options for climate finance in developing countries and understand the
challenges in incentivizing high performance for mitigation and adaptation
investments in the global South. Hopefully, we have contributed to an increase
of transparency in this very opaque policy field.
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