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Delivering climate finance: principles and practioefunding the Fund
Mattia Romani and Nicholas Stelfn

1. Introduction and Context

The world must go through an energy-industrialgfarmation in the next few
decades if it is to manage responsibly the immeiske of climate change. It
must reduce the absolute level of global emissadrggeenhouse gases (GHGS)
by a factor of 2% or more in 40 years and emissp@naunit of output by a
factor of 7 to 8 under reasonable growth assumstithrat is what is needed to
give a 50-50 chance of holding to a 2 deg C in@@aglobal temperatures
relative to the 19 century. That will require substantial investmienboth
developed and developing countries and major tdogical advance. Failure
to cut emissions on this kind of scale would resufferious risks of
temperature increases of 3,4,5 deg C and higheséltemperatures would
likely transform the relationship between humang @ne planet: we have not
seen 3 deg C for 3 million years and 5 deg C fomdlon years — homo
sapiens has been around for approximately 200,686y

The rich countries are not only wealthier and estpiipped technologically
than developing countries but they also emittedirmdo’ 5% of cumulative
global GHG emissions since the mid™&@ntury. The anthropogenic climate
change which is occurring now and will occur over hext 20 years, which is
largely the result of these past emissions of cmintries, will also require
substantial investment in adaptation.

For these reasons an equitable climate changeragntenust involve
substantial support by the rich countries for thiégaition and adaptation
investment which is necessary in poorer countfies. conclusions of the
UNFCCC COPs held in Durban in December 2011, ar@ghamcun in 2010,
point in this direction: action on reducing emissavill need to be taken
globally, but poorer countries need to be assuhedugh financial support, of
equal access to sustainable development.

The arithmetic is clear. The current total globalissions are nearing 50Gt
CO2 equivalent (CO2e) p.a., with approximately 20@Re p.a. in the rich
world and the remaining 30 Gt CO2e in the develgpworld! Taking into
account the pledges in the Cancun agreement, iy @& emissions would
be in the 48-52Gt CO2e range, with rich countriesd2Gt CO2e, and
developing countries at 32-33Gt CQ2k the rich countries accelerated their
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2 For a detailed account of these estimates see UNEPEmissions Gap RepoiMovember 2010.



actions to reduce emissions they could potentgelydown to 10Gt CO2e by
2030. If poor countries managed to limit emissiocréases per capita to
modest levels, they may hold their overall per anmmissions to
approximately 40Gt CO2e by 2030. This would me#nta global flow of
emissions of approximately 50Gt CO2e p.a. by 2@@fentists tell us that to
have a 50-50 chance of holding temperature bef@gtbal emissions would
need to be below 35Gt CO2e by 2030.

This brutal arithmetic has two consequences. Qmewbrld needs to raise its
game from the Cancun pledges starting now. Sedbadjch countries simply
cannot deliver enough by emission reductions aloroeeate the space that the
poor countries understandably argue is their ggven basic notions of equity
and past history of emissions. That surely tellthas support to the developing
countries in finance and technology at this vitabe of their fight against
poverty is both critical and just. Such supportudtide major and should be at
the heart of a plan to deliver on the Cancun oljedf ‘equal access to
sustainable development’. The concept of sustaenaéelopment should
surely include theZ target given the dangers the science indicates$han
adoption of the target at the UNFCCC in Cancusuitly does not mean equal
access to an environmental train wreck.

Development, mitigation and adaptation are closgbrtwined, e.g. adaptation
is essentially development in a more hostile clenand all three should be at
the heart of developing countries', and indeedallgimlicies to manage
climate change. Without effective management ohate change efforts to
overcome poverty will be derailed.

At the same time, development ambitions such asiblennium Development
Goals (MDGs) and developing countries' long-terpecives were established
before the grave dangers of climate change welgdaderstood by society.
The development effort is thus more challengingntvas anticipated when
those objectives were set. In these circumstamiggmportant that provision
of climate finance should be over and above thg-standing commitments to
development finance. That is the notion of "addiiity".

These arguments drove the logic behind the inatusidghe Copenhagen
Accord of December 2009 (UNFCCC, COP15) of the igion of a flow of
$100 billion p.a. from developed countries to depélg countries for climate
finance. There are arguments for much larger sges ljelow) but this would
represent a significant start. The funds in theohkdavere to be designated part
public and part private, as much of the investnrethe transformation process
will come from the private sector. The equity caketched above provides a
strong argument for funds being grants and pubiige private flows require
repayment and come with other obligations. Howewghout this phrase
“public and private” there would have been no Cdyaaen Accord and no
Cancun Agreement (COP16 of UNFCCC) in December 28i@Ggreement
which essentially brought the Copenhagen Accomltie UNFCCC.



The process that brought the outcomes of CopenhaggtiCancun started in
December 2007 at COP13 in Bali. The impending esooarisis was not
generally foreseen at this time. In December 260€0penhagen, many
thought that coordinated action would overcomeett@omic problems fairly
rapidly. However, we now recognise that our ecomosygstems are undergoing
a profound and lengthy crisis, involving major n@aronomic structural
imbalances (large surpluses and deficits in thermational macroeconomic
system), major debt and deficits in some countaressevere strains in the
Eurozone; the prospects for growth are fragile. maeroeconomic imbalances
mean that over the last 10-15 years immense cdjaives have been going in
the wrong direction—from developing and emergingkats to the advanced
industrial countries—rather than taking advantaigepportunities for sound
investment, low-carbon and climate-resilient inwestt, which would promote
sustainable economic growth and poverty reducticihe developing world.
Prior to the crisis there was a growing consensaisfar more effective ways
of deploying the world’s savings were required egithe enormous needs for
investments to promote development and to respmiitetchallenge of climate
change. Financing investment in developing cousitaad indeed the efforts to
generate substantial finance for low-carbon teadgiek in the context of the
COP process, should thus be seen not only as fpantequitable agreement,
but also as part of a move to a more sound ancieitiglobal allocation of
investment, which could also contribute to a maable long-run
macroeconomic framework.

An important outcome of the COP process was trebbshment of the Green
Climate Fund, Part of the Durban Platform for ErdehAction, the purpose of
which is to provide a delivery vehicle for mitigani and adaptation finance.
But where will the resources to fund the Fund cérom?

The High-Level Advisory Group on Climate FinancegR), established by the
UN Secretary General after Copenhagen, worked @210 to produce a set
of proposals on sources for this funding. The A€pore was published in
October 2010 and proposed a funding package basadollection of sources.
It has been followed by a number of documents apdrts over the past year.
A few of these papers have explored in more dstanie of the potential
sources of finance suggested in the AGF reportjigiry some important
guantification and assessing practicatitiYlost have fallen short, though, of
placing at the heart of their analysis the strogigo$ sound economic principles
that is at the core of the AGF report. In our vighe AGF report offers the
most coherent, well-founded and developed packageavailable for

3 see http://www.un.org/wem/content/site/climatechangegsfinanceadvisorygroup

4 see for instance World Bank (2011). Mobilizing Glite Finance. Washington DC
(http://climatechange.worldbank.org/content/mohilggiclimate-finance in particular Annex 3 by the OECD,
on fossil fuel subsidies) and Houser, Trevor armbdaSelfe (2011). Delivering on US Climate Finance
Commitments, Working Paper 11-19, Peterson Instfarténternational Economics, Washington DC
(http://www.iie.com/publications/interstitial.cfm?RegchID=1992




"funding the Fund" and accordingly in this paperseeout their logic and
provide an assessment one year on from publication.

The funds raised following the principles of the R@port would not
necessarily flow entirely through the Green Climiated. Decisions on how to
channel new funds would presumably be taken bynpialeproviders and
recipients of funds.

What is needed is a reliable and principle-baseuleuof sources of finance,
involving both public and private instruments tbah be scaled up according
to the adaptation and mitigation financing needdexMeloping countries, in the
context of their development plans and programied.they should provide
incentives for production and consumption arourgtiorld consistent with
the overall move to the low-carbon economy. Littés been done since the
AGF report was issued in terms of securing sucid $ilancial foundation to
the Green Fund. Because it takes time to builcttheial elements of taxation
based on economic principles, in particular intretato the GHG externalities,
we need to start now. We should recognize thdteririterim there will need to
be initial financial flows based on existing sowsce

The Durban Platform re-establishes the importamegemtifying such sources
of finance and sets clearly the challenge of bngdbwards this finance over
the coming years. We must fund the Fund.

2. Existing trends in financial flows

Recent research indicates that current flows afate finance are significant
and are likely to continue increasing strongly aver next decade. A recent
report by the Climate Policy Initiative (CPI) sugtethat flows to developing
countries supporting low-carbon development adtisiare currently close to
$100 billion per annurh Out of the estimated $97 billion approximately $55
billion is private sector investment, while apprositely $21 billion is public
grants, and the rest is mostly bilateral and nai#tal institutions’ lending
instruments. Carbon markets are a very small stfatee total, less than $2
billion. Private funding is in the form of directjaity and debt into capital
investment, partially generated as a result otékerage of bilateral and
multilateral banks. The importance of the necessansformation is
increasingly recognised and the process of changeder way, albeit far too
slowly to achieve a reasonable chance of holdireg2alegree increase,
without substantial acceleration.

A majority of the world's growth in the next decasldikely to be in the
developing countries and thus a change in the aatuthat investment towards
low-carbon is critically important. Developed coue$ must move rapidly too

S Based on a review of existing climate finance datlable. While sources differ in their timing tdanostly
relate to 2009 and 2010.



— they have a responsibility to provide examples tardevelop and share
technology, given their high current and past eiminssper capita, their wealth
and their access to technology.

Investment in low-carbon infrastructure aroundwzeld has increased
substantially over the last decade and, aftera dlmwvn at the climax of the
global financial crisis in 2009, they have contidue rise strongly. According
to a recent report by UNEP/Bloomberg New Energyhkae, the investment in
renewable energy in developing countries increase@yverage, by more than
50% a year between 2004 and 2010, and 10% a yeatlwlast 3 years
despite the crisi§lf similar rates of increase were to continue abernext 10
years, and taking the estimates by CPI as a go&ladverall private sector
investment to developing countries in low-carbomdaptation activities
would far exceed the $200 billion figure estimabgthe AGF.

These numbers may mislead the reader into belighigigthe $100 billion
pledge is easy to achieve or, indeed, has alreaely achieved. This is not the
case. While the current flow of funds to low-carlzmtivities in the developing
world may be close to $100 billion, this does netam that the Copenhagen
pledge has been met. First, the pledge iafloitionalfunds, and thus arising
as a result of policy action by rich countries tomote flows; most of the
current flows of $100 billion pre-date the pled@eurrent flows are also not
incrementalin their nature, i.e. they represent the full taApnvestment, not
the additional cost of low-carbon infrastructurs-givis traditional
infrastructure. Finally they constitute overall gsdlows, i.e. including the full
amount of loans that carry obligations for repaytngmey are not in this sense
net contributions.

The figures mentioned above indicate, however,ttiexe already exist
significant flows of climate finance to developioguntries. There is a process
under way which can be and should be acceleratedshuld note that the
$100 billion pledge constitutes only a small pdnivbat the flows will have to
be over the next decades. These numbers unddrérsze and scale of the
opportunity. Action to protecting forests, whileteing the emission from
deforestation, is already underway in several aesand is proving to be an
opportunity to generate growth from the forestsbelves. Investors are
increasingly realizing that the future of econogiowth is in the low-carbon
economy and are investing accordingly. They hase acognized the strong
actions and policy that many developing countr@gegnments are taking to
lay the foundations for low-carbon growth in theaonomies.

There is much that developed countries can do gftrgublic action to help
accelerate these flows. Measures include in pdaticupport by multilateral

6 Global Trends In Renewable Energy Investment - Aigabf Trends and Issues in the Financing of Renkwab
Energy UNEP, 2011.

7 See for instance the work carried out by Brazil Bmtbbnesia in indentifying alternative economic\tio
opportunities in forests (s@evw.gggi.orgfor a summary of the analysis).



and bilateral institutions for policies in develogicountries which can foster
investment and financial measures that can helgesrad reduce risk. Indeed
the involvement of multilateral institutions in threvestment can itself reduce
risk and attract private capitals.

In this context, while relatively small, the pledgfe$100 billion in the
Copenhagen Accord is of great importance. It igiatuo support developing
countries in this transition, particularly by cregtmechanisms to leverage
private investment, including by managing and reuyicisk, and by investing
in the adaptation needs of a changing climatejquéatly in small states that
would otherwise struggle attracting investment.

3. Funding the Fund
3.1 The principles

Sound policy should be based on clear principlesa@ly they should: present
additional resources on the necessary scale, asddke account of both the
size of the base for taxation and political acdeipty; foster effective and
efficient incentives for the transition to a lowrsan economy; and involve
both private and public investment. These candgstated in this context into
the following:

I. Taxing the badSources should contribute to tackling the problieen taxing
for the damage from emissions and thus correchiagrarket failure
associated with the GHG externality and promotiffigiency.

ii. Additionality as new-ness or innovative finanthe Copenhagen Accord
indicates that the $100 billion p.a. should be ‘reewd additional’. Some clarity
on this concept is essential but it is not eadyetprecise. One cannot say with
any confidence what investment or development fltmdeveloping countries
would have been in 2020 if we had not thought albbotate change. For the
purposes of identifying the contributions to thé®@billion p.a. from each
source and potential ranges, the AGF adopted aeptual approach based on
new-nes®f sources, rather than attempting to work witigal, and inevitably
somewhat arbitrary, definition of ‘additionalityélative to a reference case.
This corresponds in large measure to the motivatiaghe Accord considering
new and innovative sources of finance which go hdythose which would
otherwise have been used.

iii. Incidence on rich countrie he measures considered to raise finance
should have no net incidence implications for depilg countries if they are

to constitute net flow from developed to developogintries. This has two
implications: first, sources of finance that haweidence on developed
countries only should be preferred (e.g. reventms tarbon taxes or cap-and-
trade auctions in the context of the commitmentdeniay developed countries
to reduce their emissions); second, if sourcegaihtte have a direct or
indirect incidence effect on developing countriegse should be compensated
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accordingly; for example, if a tax on internatioa&lation is introduced, flights
between developing countries should be either ekemgompensated, from a
perspective of flows going from developed to dep#lg countries. One would
hope however that developing countries would théraseput a price on or
regulate such emissions, since the damage fronsemssis independent of
their source.

iv. Promoting public and private source#/hile private sources will take the
lion's share in terms of financing the capital rezktbr the new energy and
industrial revolution, public funds will also begugred for many activities.
These include mitigation investments that are @hjito attract sufficient
private finance because of associated market &s)dor example those
involving R&D or the building of networks, risk-stiag instruments to
leverage private investments (e.g. debt guaranfiestsloss equity, etc) and
those adaptation investments unlikely to attrasigpe finance.

v. Scalability and robustnes$here is uncertainty about the necessary scale of
climate action. This implies that the bundle official sources chosen to fund
the Fund will need to be scalable and thus the batxation should be
substantial so that rates are not too high. Thelleushould be flexible, both to
put the Fund in a position to fund strong actiod smdeliver different
combinations of grants and loans depending on tkeomnvestment and its
finance that is required. Recent research on thle ¢ required adaptation
investment indicates that, on their own, they argdr than the full $100

billion specified in the Copenhagen Accdrd.

vi. Raising domestic revenues in developed countiiesrces of climate
finance considered here have the potential to sibstantial public finance,
some of which could be available to meet domestit fecessarily climate-
related) fiscal requirements. This is particulantyportant during the current
period of especially severe fiscal pressures inyntkeveloped countries, when
governments look at opportunities to increase regsithrough efficient
taxation. The magnitude of these opportunities dgpend on the
circumstances and choices of individual countrie$ @n the acceptability of
earmarking of the selected instruments, but bahNGF Report and
subsequent analysis estimate total government vegato be in the hundreds
of billions of dollars?

Further, the package of instruments adopted shearky two types of
consistency. They should be mutually reinforcing ant contradictory.

8 See for instance Fankhauser, Sam (201M09. Costs of AdaptatioViley Interdisciplinary Reviews: climate
change, v.1. World Bank (201BACC Synthesis Reppiashington DC. UNDP (2008juman Development
Report: Fighting Climate Changé&lew York.

9 The World Bank estimates a revenue base of $286rbp.a. from carbon pricing, of 22 billion fondation on
international transport, and of 40-60 billion frahe removal of fossil fuel subsidies. For a moreitied
breakdown of total revenues see World Bank (201 DbiNzing Climate Finance. Washington DC
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Second they should be at an intensity which iga&tl consistent with the
Cancun ambitions and capable of being strengthaseanbitions strengthen.

The distinction betweemet’ and‘gross’ definition of flows is of great
importance in understanding the nature of supphbithvthe flows embody. A
private sector loan at market rates for low-carinmestment does not increase
the net resources available to a country. The satnee of a public-sector loan
at market rates. In contrast direct contributiomshsas aid (whether from
public or philanthropic sources) without repaymelligations which are over
and above existing commitments do in fact increaseverall net resources
available to that country. So do concessional lpahsch do carry a repayment
obligation, but implicitly have a ‘grant equivalémtilue depending on the
nature of their concessionary element. An incréasiee gross flow, i.e. the
total value of the loans and grants, is of inteassit is an indication of the
overall activity in this area which is being finaac And the innovation and
scale of new types of investment carry importafdrmation and learning
about future opportunities and the overall dirattod the economy.

Thus public/private and net/gross are relevaniraisbns and none should be
dismissed. But there should be special emphasmebimcreases. Perhaps
unsurprisingly, developing countries focus on teepublic combination of
sources when looking at climate finance flows. Tdesives from the fact that
there is a powerful equity argument for a high sh&rpublic funds in the $100
billion pledge. Many developing countries can aliyeborrow at reasonable
market rates but need additional resources todgeeprivate investment to the
scale required for the radical change involved avimg to a low-carbon
economy.

The political acceptability the origin and use o€ls financial flows, both from
the perspective of developing and developed cas)tdould involve a number
of issues of public confidence. It will influendeeir potential size, growth over
time, and uncertainty of revenues. We will disciiss later in the paper.

3.2 Sources

The AGF examined the attractiveness of ‘bundlegirancial sources, i.e.
combinations of sources, against the six criteoava. It sought bundles with
elements that are mutually supportive and condisten

There are several important advantages to takibgralle or package
approach’. A range of sources allows countriesithiéity in choosing domestic
sources according to countries’ preferences. Saapproach allows for the
spreading of the risks associated with individwalrses not delivering the
expected flows and hence makes overall flows meliahie. Different sources
can reinforce each other. For example risk-shansguments through
International Financial Institution (IFI) will be one effective in leveraging
investment if carbon pricing instruments are ircplastrengthening arguments
for their joint inclusion in any package or bundk®me sources will overlap
with each other, and there would be arguments threzt choice between
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them. The overall revenue potential of a bundletdfore, is not necessarily
the sum of its parts. It is in particular the dymnanelationship between the
sources, and the potential for mutual reinforcenmettte wider context of a
move towards a low-carbon economy, that matters. Adre portfolio approach
pursued by the AGF Report attempts to move thetdedrasources from
picking individual sources in isolation, “a menpapach” to reliable, self-
reinforcing bundles of sources that both beneditfrand contribute to laying
the foundations for the low-carbon economy.

The individual sources that can constitute the camepts of the bundles have
been described extensively both by the AGF repuadtia subsequent literature.
In summary, the sources examined were as follows:

1) Public finance

= Revenues from the international auctioning of einisallowances
(such as assigned amount units (AAU) under the &fRvbtocol):
this would involve retaining some allowances froaveloped
countries and then auctioning them to raise rev&nue

= Revenues from the auctioning of emission allowamte®mestic
emissions trading schemes: this would involve thetianing of
domestic credits (as in the European Union Emissialing
System phase IIl) and allocating some part of astet revenues;

= Revenues from offset levies: this would involvehkiblding a
share of offset revenues as a global source, asntlyrdone in the
Clean Development Mechanism (CDM);

= Revenues generated from taxes on internationaliawviand
shipping: this would either involve some levy onritiae
bunker/aviation jet fuels for international voyages separate
emissions trading scheme for these activities,levaon
passenger tickets of international flights; itnefficient and
distortionary to leave these externalities untaxed,;

= Revenues from a wires charge: this involves a saf@ige on
electricity generation, either on kWh producedikéd to carbon
emissions per kWh produced; some of these measwagdead to
double-taxation if applied together with carboratetl taxes;

= Revenues generated by removing fossil energy sielssial
developed countries: this comprises budget commitsnieeed by
the removal of fossil energy subsidies, part ofchlgan be
diverted towards climate finance. It should be ddtet
hydrocarbon subsidies in developing countries argtwhundreds
of billions of dollars p.a., wasting precious reues and distorting
incentives. But these are matters for developinmties to
decide;
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Revenues from fossil fuel extraction royaltiestices: these could
be allocated in part to international climate fioen

Revenues from carbon taxes: this is based on anta@arbon
emissions in developed countries raised on a peetoitted basis;

Revenues from a financial transaction tax: thisdsuon existing
proposals on a global financial transaction taxh{waifocus on
foreign exchange transactions). Concerns weredasesuch a tax
Is motivated by the externality arising from finalaenarket
volatility rather than the externality of greenhewggmses and is,
depending on the design, international in its hasis

Direct budget contributions: this involves revenpesvided
through national budgetary decisions;

2) Development bank instruments:

Resources generated via multilateral developmeamikasing
current balance sheet headroom;

Resources created via potential further replenisisrnend paid-in
capital contributions by countries to multilatedavelopment
banks (i.e., generating new cash resources foilatatal
development banks). These could support both highhgessional
IDA-type loans and non-concessional loans;

Potential contribution to a fund dedicated to cleaeelated
investment financed on the back of commitment aterg or new
Special Drawing Rights of the IMF;

3) Carbon market finance

This refers to transfers of resources related tohases of offsets
in developing countries. Carbon markets offer intguair
opportunities for directly financing new technolegiin developing
countries, and for leveraging private investmengsently, the
majority of resources are generated via privatgiestand
governments in developed countries purchasing girbjased
offsets from private entities in developing cousdrthrough the
CDM. Additional flows could be generated when anchrbon
markets are further developed and deepened. Tleatmitscale of
resources is dependent on the stringency of thessonis reduction
commitments of developed countries, and thus domoreamarket
prices, on carbon market design and on the avhilabf eligible
emissions reductions in developing countries.

4) Private capital flows

The relevant flows are those arriving from interoaal private
finance resulting from specific interventions byed®ped
countries. The interventions include the use & mgtigation or

12



revenue-enhancing instruments that compensatet@iiwaestors
for otherwise lower than risk-related required satéreturn (also
referred to as “crowding in”) as well as capacitykhng for
adaptation and implementation of climate policregeveloping
countries. Such flows cannot be committed ex amege they
depend on private choices; however, developed cppoticy
actions, as well as the multilateral and bilatdeatelopment banks,
can catalyse and foster additional private sedbovd.

The following table gives an estimation of the pi& gross revenue that
could be generated from the individual sourées.

Table 1: Assessment of revenue potential for irsteéonal climate of individual
sources

2020 estimates, Low carbon price ($15) Medium carbon price High carbon price
$ billion ($25) ($50)

Public finance sources

AAU/ETS auctions 2-8 8-38 (25-50)* 14-70

Offset levies 0-1 1-5 3-15
International 3-8 6-11 (7-11)* 11-25

transport: Maritime

and Aviation

Carbon tax (other than
auctions of assigned
amount units and
emissions trading
schemes)

Approximately 10 for every $1/t

Wires charge 5 for a charge of $0.0004/kWh or $1/t of CO2e

Removal of fossil 3-8 (4-12)*
subsidies

Redirection of fossil Approximately 10
royalties

Financial transaction 2-27

tax

Contributions from IFls

IFIs
For each 10 in capital replenishment, ~30-40 irsgidDB lending

Private finance sources

Carbon market offsets| 8-12 38-50 (20)* 150

10Based on AGF analysis and on WB Mobilizing Climatedrice paper. See Appendix 1 for the overview of
assumptions
13



Private finance Up to 200 billion, generated with a leverage facto2-4 on public
flows/carbon market offsets. (100-200*

* Estimates in parenthesis are from World Bank @0Mobilizing Climate Finance. Washington DC

Note: The figures in this table refer to the floavailable for international climate finance usin@G&
and World Bank assumptions. A substantial amourdw@nues, not accounted for in this table, would
be retained in national budgets. For example, tl-Aassumes that 90% of auction revenues and 50-
75% of travel would be retained domestically

What emerges clearly from the analysis of individuaurces is that none of
them, on their own, would be sufficient to provitie required flows to meet
the $100 billion commitment. This is yet anotheasen to prefer a portfolio or
package approach to funding the Fund. Bundleswfcss can be built based
on different governing principles by including tegsublic and private sources
based on their match to such principles, in padiciy giving special weight
to one or some of the six principles described ab&er example, a bundle can
be built around the principle of promoting ‘carbefficiency’, i.e. prioritizing
the use of sources that are directly related tbaraand apply a tax to the
“bad”, such as revenues from carbon taxes, fromi@unog and carbon
markets. Alternatively, bundles could be creatdbwang a principle of non-
dependence on carbon markets if, for instance, ar@ v ensure the reliability
of the flows in the absence or weakness of carbankets. Or bundles can be
based on strong international cooperation, if thigipal conditions allow it.
Such a bundle may include a larger share of revgeoerated through an
international transport tax, with a substantiak pafunds being channelled
through MDBs. Alternatively, one can envisage mdstic-focused bundle
that relies on domestic measures, such as revémmmesarbon taxes/wire
charges, or from auctioning permits. Some of thedyaams carried out in the
context of the AGF indicated that not all of thésmdles would have the same
potential in terms of raising revenues. In paracldundles based on carbon
pricing in a context where there was little appefir taxing emissions, or for
international coordination of carbon markets anghiginternational transport,
would fall short of meeting the $100 billion p.@nemitment.
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lllustration of potential combinations

A: Carbon market public revenues
. B: International transport

$ Billions C: Carbon related revenues

D: IFls
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Source: authors calculations based on the AGF Report

The examples of bundles in figure 1 illustrate sqo&ntial combinations that
would suit different preferences and scenariosci@hy, not all of them would
generate the same amount of public and privatesflomof net and gross flows.

This type of analysis, looking at the combined altaristics of different
combinations, is of great importance in generatelgble and principled
financial foundations for climate finance on thalsaequired, including for
the GCF. Simple public finance principles — suclhasones used in the AGF
to examine the individual sources (revenue potemfficiency, incidence,

15



practicality, reliability, additionality, politicahcceptability) can serve as
sensible principles to examine different potertiahdles.

A bundle of sources built around the principle afton efficiency, making use
of the revenues generated through carbon markdtbytaxing emissions,
seems to be a particularly attractive option, patérly when associated with
some international cooperation. The middle pric28 per tonne of CQs
probably a lower bound on the 2020 price which ddag consistent with
delivering on the Cancun pledges.

Even assuming the majority of revenues being rethdomestically, the mix
of instruments in such a bundle could deli¥er

- approximately $30 billion p.a. in net public funftom the emissions
trading/taxing, depending on the level of ambitaomd commitment of
developed countries

- approximately $30 billion p.a. in net public funftom taxing international
transport and removing fossil fuel subsidies

- approximately $20 billion p.a. in gross flowstire form of loans from IFIs,
by investing an additional $5 billion p.a. to theapital

- approximately $250-300 billion a year in groswate flows generated by
using the leverage potential of public funds

Such a bundle would leave substantial funds ironatitreasuries (amounting
to $150-200 billion globally). It would build onéhself-reinforcing nature of
its different components and contribute to thediton to a more efficient and
sustainable low-carbon economy.

3.3 An assessment of potential sources and buadtesding to the proposed
principles

It is clear, assessing different bundles and sautbat those built on charges
for the emission-related externality, consisterthwvain efficiency perspective,
are preferable in principle, They are, though, éarglependent on the political
willingness of individual countries to have a carbboarket or some other
mechanism to tax the externality on the back agiremission reduction
commitments. Without such political commitment thes little left in terms of
individual sources that meet the principles laitliauhis paper. In the absence
of such commitment, attention would have to slifalternative or existing
sources if the financial commitment is to be naedw

There are some signals of such political commitnae@tmore and more
evident, both in developed and in developing coestThe EU, as made clear
by the negotiations in Durban, continues its commaitt to creating a strong

11 The estimates for this bundle are based on the R&fort analysis and on the subsequent analystseby t
World Bank on taxation of international transporti@amoval of fossil fuel subsidies.
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carbon market, and Australia has recently annouitaedl go down this route.
Korea and Brazil are both considering the introauncof a cap and trade
scheme, and several provinces in China are mowingplement markets as an
experimental step towards a national structure.sktength of these markets
will depend on the strength of commitment and efuhderlying economies —
the EU ETS price is lower during slow growth oregsion since the number of
permits is not speedily adjusted for falling ovedmand and supply in the
economy.

The risk mitigation and management roles of thelvement of the
international financial institutions reinforces tineentive effects based on
carbon-prices in motivating private and public istveent. Thus overall, we
have reinforcement and interval consisting of thelkiage and the elements
within it.

We should recognize also that political will is igat® any of the measures.
Such a will is more likely to exist the greater tkeognition of the climate
challenge, the greater the recognition of an irsttonal sense of community,
the greater the recognition of the attractions lmvacarbon path and the
greater the conviction resources will be spent hyise

The package we have set out is a package andmeha. the revenues at the
end of section 3.2 above are consistent with trdghaiprice in Table 1 of 825
per tonne of CO2e. That is probably a lower bowrdtérbon prices in 2020 if
the Cancun pledges are to be realised. In thisesersconsistent with the
overall Cancun package. There is an urgent neel tb@enerate action and to
help international agreement, to show clear comeritnto be on the path to
generate $100 billion a year by 2020. The work-progne on long-term
finance agreed in the Durban Platform cruciallyersvthe 2012-2020 period as
well as post-2020 sources. This means finding i@gsart ramping up sources
now, to reach the full committed amount by 2020thBavestment and
agreement require a tangible sign of good will @ochmitment to make things
happen on the ground. Many of the sources and bsmadlentified by the AGF
could be scaled up relatively quickly. In partiaulaublic sources which build
on existing domestic revenue-generating instrumenittd be ramped-up
earlier, depending on political commitment and loa éxtent to which
governments would dedicate resources collectedigiirthese mechanisms to
international finance. We should not underestintta¢epower of early action
and good examples in generating such politicainnghess and acceptability of
the proposed packages.

The AGF report identifiedcceptabilityas a fundamental principle of sourcing
climate finance. This concept should include, fiitwa perspectives of both
developed and developing countries, confidencetb®monies will be spent
wisely in terms of productivity and integrity. Fraims perspective it should
combine the willingness to provide resources arditiiingness to receive
them on the terms offered. Acceptability shoulebafelude confidence that
appropriate mechanisms would be in place so thsetldeveloping countries
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taking climate action have a prominent role in shgspending decisions. A
further aspect of acceptability, again from thespective of both developed

and developing countries, includes confidence dahatority for the resources
be for those who are poorest and most vulnerable.

Developing countries making their plans would beagjly helped by
predictability in the potential scale and naturdéurfding. The ability to make
an ex-ante assessment of flows (in particular digggradditionality and the
relationship between development aid and climatanice) is crucial for
examining reliability as countries plan their ségies around development,
adaptation and mitigation. The issue is partly ohpolitical acceptability for
developing countries, but also and in particulaeféitiency: without both
clarity and reliability on timing and magnitudefafancial flows it would be
very difficult for developing countries to lay theng-term foundations for
resilient low-carbon growth. Good financial plargis at the very core of
spending wisely and effectively, and thereforetszldo acceptability for
developed countries as well. The governments df eveloped and
developing countries are accountable for the effitspending of resources to
their tax-payers, citizens and voters.

4. Conclusions

Funding is crucial to a global agreement, and bajlagreement of some kind
is crucial for reducing the risks of climate changkeere is unlikely to be a
global agreement without a clear commitment on iiugrdT his is why it is
imperative not to kick the debate about sourceasance into the long grass.
The Durban Platform has created a framework wheostantial progress can
be made over the next 12 months in terms of raigiagiecessary revenues or
funding the Fund.

The debate must recognize the difficult global eahbf the next few years, in
terms of the diversion of attention of senior legd#ue to financial crises,
pressures to reduce their public spending, andeeaonomic imbalances. On
the latter, taking action on climate and using mutbhance to foster the
rechanneling of global investment to low-carbomastructure could be part of
the necessary transition to rechanneling worldrggs/to productive
investments that make our economies stronger.

The crisis risks making us short-sighted: climatBon should accelerate now.
Building revenue takes time in the best of circuanses and crises do not last
forever. We should take a 10 year view on the jgalitonditions and the
general economic environment. These considerasibasld affect our view of
when carbon financing sources would be available.

This is the basis of the context in which we neediéntify a technically
feasible and politically acceptable solution toduhe Green Climate Fund. In
our view, some clear principles should govern doughts in the search for the
right combination of sources:
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I. Sources should not only raise money, they shimdter the transition to the
low-carbon economy. It is therefore important ttety create the right
incentives to support resource allocation to lowboa technologies and
adaptation activities. Prioritizing instrumentstthaise revenues from charging
for the externality seems to be a good way of awhiethis.

ii. Sources need to be new and innovative. Thismsde be a good way of
interpreting additionality in this context.

lii. Incidence of the taxes used to mobilize fustisuld be limited to
developed countries. If there is an impact on dgyal countries, they should
be compensated accordingly.

iv. The role of the private sector is crucial te thansition. Public sources
should be combined with private not only to leveragzestment as much as
possible, but also to structure risk, influencaggland generate a business
environment which is conducive to private invest@wen the extensive
experience of the IFls in this sector, this givesnt a particularly important
role.

v. We live in an uncertain world and we recogntzat the balance across
countries and instruments will vary over time. Tisi®ne more good reason to
take a portfolio approach to sources and instruméitéxible bundles will
increase the reliability of the financial flows aratiuce their vulnerability to
circumstances. The world is uncertain also in teofrthe scale of needs over
time, both for low-carbon investment and for adapia Portfolios should be
designed with flexibility to scale up resourcearid when needed.

vi. Many of the sources of finance considered d@emg@l sources for the Green
Climate Fund could produce substantial sums fapnat treasuries. Based on
the calculations of the AGF and of the World Banklgsis for the G20, these
are estimated in several hundreds of millions fipcan introducing carbon
pricing and associated markets, and several teb#liohs p.a. from fossil fuel
subsidies reforms and international transportae@ationst2

These principles and observations lead quicklgémiifying a set of potential
individual instruments that can be combined to félewrible, scalable bundles
of public and private financial sources for climatgion:

- Public finance: $50-80 billion in net public rewees can be raised from a mix
of AAU/ETS auctions and offset levies ($25-50 biflip.a. depending on the
ambition), taxes on international transport (appr@tely $10 billion), removal
of fossil subsidies (approximately $10 billion)direction of fossil royalties
(approximately $10 billion). Other sources suclother carbon taxes, wires
charges, and a financial transactions tax coulnl @stribute. And, as

12 For a more detailed breakdown of total revenues/gerld Bank (2011). Mobilizing Climate Finance.
Washington DC
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mentioned above, this would be possible while netgi the majority of
revenues from these sources in domestic treasuries.

- IFIs contributions: $30-40 billion of leveragerbgs public lending for every
10 billion of public money invested in an IFI

- Private finance: $200-300 billion in gross prvéiows from carbon markets
and private investment, leveraged by public funds

Many of these individual sources are realistic hade the potential to meet the
commitment through flexible bundles. These numbeescalculated on the
basis of an assessment of developed countries’ dcomemt to reducing
emission by charging for them. They assume somagiless to tax
international transport and to channel those reggmo climate investment.
And they assume willingness to remove fossil fudssdies that distort
investment in our economies and use the resoureed for climate finance.
These are strong assumptions, which sometimesrestgking the long view to
seem credible. But admitting defeat in mobilizingge resources on the basis
of short-termism would be a mistake: whilst the hsegsms are being built for
a carbon based system other ways may need to bd tmer next few years to
start funding the fund, perhaps focusing on the obllFIs and general
government revenue.

Money is unlikely to flow to a new fund unless thés a clear sense that these
funds will be spent wisely. Examples are needeubaf such funds can be
effective in promoting low-carbon infrastructuredaveloping countries and in
making their economies resilient to inevitable @temchange. It is encouraging
that many such examples exist already and thastpbaherent green growth
plans are being carefully devised by many devetppountries.

Both the finances and the investment will take ttmemerge: they have to be
built in a coherent and measured way. The Durbatid?m has opened the
door to make some significant progress over thé h2xnonths. Thus we must
“get on with it now”, using the recovery from tlussis to lay the foundations
for the next decade of low-carbon growth and recsgthat during this vital
decade it will be necessary to generate flows feamting source of finance.
We cannot postpone the planning and taking of aatidil the current crisis is
over.
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Appendix 1

Overview of assumptions based on AGF analysis \fation based on a $25/t
carbon price)

International auctioning of emission allowances andtion of allowances in
domestic emission trading schemes (AAU/ETS auclions

m Total market size approximated by forecast develameintry emissions
of 15 Gt CO2e by 2020

m Assumption that 2-10% of total market size wouldabetioned and
earmarked for international climate finance

Carbon price in medium scenario of $25/t equatesdiket size of $375
billion, 2-10% auctioning provides a total of $8438ion in revenues

Offset levies

m Assumes levy of 2-10% on offset market transactions

m Offset market size assumed at 1.5-2 Gt CO2e inunedcenario, or
$37.5-50 billion at an estimated carbon price d&/$2

m Total levy amounts to 2-10% of $37.5-50 billion&ir-5 billion

International Transport

Maritime

m Assumes 0.9-1 Gt CO2e of emissions, priced at & $2i6e of carbon
(captured through auctions or levies) equivale®®.5-25 billion

m Subtracting developing country incidence estimaite80% and
estimating that of the remainder, 25-50% could sedufor international
climate finance, leads to total estimate of $44Boi

Aviation

m Assumes total passenger and freight emissions26 20800 Mt of
which 250 Mt are in scope (excluding intra EU fligland developing
country incidence)

m Total revenue pool at carbon price of $25/t on RE@quates to $6
billion

m Assuming 25-50% of these revenues can be earméoketimate
finance delivers estimate of $2-3 billion

Carbon related revenues (other than AAU/ETS aus}ion

Carbon Tax

m Calculates that $1 of tax on 11-13 Gt CO2e of enestated emissions
translates roughly into $10 billion of revenuessuases 100% used for
international climate finance
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Wires charge

m Calculated that power sector emissions priced 4tt&4 on CO2 on 4.7
Gt CO2e of power generated emissions in OECD cmsitesulting in
total of $5 billion of revenues; assumes 100% deedlimate finance

m Equivalent to wires charge of $0.0004/kWh on ~1Q,08Vh of power
generated in OECD countries in 2020

Removal of fossil subsidies

m Fossil fuel subsidies estimated at up to $8 billloAnnex 2 countries
within G20; assumes 100% used for climate finance

m Redirection of fossil royalties. Estimated at bifis to tens of billions of
US dollars based on survey of self-reported resapfive key oll
producing developed countries

Financial Transaction Tax

m Assumes $3000 billion of trading per day through @S times 255
trading days results in total trading volume of 5&Trillion

m Assumes tax rate of 0.001%-0.01% and reductiominnre of 3-6% for
0.001% tax, and 21-37 % for 0.01% tax rate whiahgtates into
revenues of $7-60 billion

m Assumes 8,5 % compensation for developing counttiglence based on
share of transactions and use of 25-50% of totamees for climate
change which translates into $2-27 billion

Contributions from IFIs

m Additional replenishment provided by developed d¢das only, no
incidence on developing countries.

m For gross lending, leverage factor of $3-4 per fylaid in to
capital/replenishment based on existing capitalkcstires

Carbon Markets offsets

m Assumes offset price of US$25/t on 1.5-2 Gt CO2effset flows. This
would require a high level of mitigation ambitiandeveloped countries,
with correspondingly tight caps;

m A net estimate of carbon market offset flows (medizarbon price)
would be in the range of US$8-US$14 billion perryel@pending on
transaction costs.

Private finance

m Generated with a leverage factor of 2-4 on pulbtievé/carbon market
offsets
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