OBSERVER
%% RESEARCH
FOUNDATION

= e

N

L A SN /'/7 \/»:

© 2022 Observer Research Foundation. All rights reserved. No part of this publication may
be reproduced, copied, archived, retained or transmitted through print, speech or electronic
media without prior written approval from ORF.



Exploring the Inequities

of Climate Finance

Mannat Jaspal and
Terri B. Chapman

Abstract

Over the last few decades, a global climate finance architecture
has emerged to channel domestic and international funds
towards climate change mitigation and adaptation efforts.
However, mobilising climate capital at scale has been a challenge,
particularly in the Global South, since the current financial
system is inept at including climate change metrics in its capital
allocation and disbursement processes, and applying a climate
justice prism in its investment decision-making. This brief aims
to analyse and assess the global climate financial flows across a
disaggregated set of parameters to lay bare the contextual realities
of financial inequities that expose a climate financial system
intrinsically skewed against a fair and inclusive energy transition
in developing nations.
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he impacts of climate change are already being felt in all regions,
but disproportionately so in lower-income countries. This is while
a small handful of high-income countries are largely responsible
for causing climate change.

Meeting emission-cutting targets and adapting to the already
vast impacts of climate change have high costs. Investments in energy transitions
alone are expected to cost an additional US$830 billion a year if the 1.5-degree
Celsius target is to be met.! But how are those costs to be borne out? Over the
last three decades, an international climate finance architecture has emerged to
channel domestic and international funds towards mitigation and adaptation
efforts. A successful climate finance system will have to not only mobilise vast
quantities of capital at scale, but also lay emphasis on the direction of capital
flows, the conditions under which they are moved, and the conditionalities
attached, which are of critical importance in creating a just financial system for
addressing climate change. Who does this architecture serve most, who is left
behind, and how is it shaping inequality between countries? This paper looks
specifically at international climate financial flows from the prism of climate
justice and scrutinises how particular features perpetuate and exacerbate
inequalities between countries.
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small number of countries are responsible for the vast majority

of greenhouse gas (GHG) emissions today, with advanced

economies emitting appreciably more CO2 per person than

lower and middle-income countries. There are considerable

differences in historical contributions to emissions, with advanced
economies exploiting the majority of the atmospheric commons. Moreover,
while climate impacts are felt across continents, they disproportionately affect
lower-income countries and the least advantaged populations within them.
Developing countries have recognised these inequities and have sought greater
climate justice for decades.” While the Paris Agreement recognises differentiated
responsibilities and respective capabilities between countries, major gaps in
how this applies to finance remain.’

Current Emissions Per-Capita

Human activities, namely GHG emissions, cause climate change. There are
vast differences between countries regarding how much they are emitting. The
seven highest emitters account for around 60 percent of total emissions.* China
emits nearly a third of total GHG emissions (26.1 percent), followed by the US
(13.4 percent), the European Union (EU; 7.6 percent), India (6.5 percent),
Russia (5.6 percent), Japan (2.6), and Brazil (2.1 percent).”

However, looking at total emission by country conceals the importance of
country size. For example, India is one of the largest absolute emitters, but
when considered on a per-capita basis, India ranks 104™.° Hundreds of millions
of people in India still lack electricity, making it difficult to compare growth in
emissions to high-income countries. Qatar, New Caledonia, Mongolia, Trinidad
and Tobago, and Brunei are the top emitters on a per-capita basis.” The average
person in Qatar emits 37.02 metric tons of emissions each year, 30 times more
than someone in Sri Lanka, Guatemala, or Paraguay. The 50 least emitting
countries per person emit less than one metric ton of CO2 per capita, and all
are low and lower-middle-income countries.?
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Cumulative Emissions

The impact of GHG emissions is cumulative, meaning all historic emissions
determine the extent of climate impacts today, not just the current level of
emissions.? For this reason, the historical contributions of emissions by country
are essential for attributing responsibility for climate change to countries. About
86 percent of the climate ‘budget’ or the atmospheric commons has already
been used up.'” The US is the highest historical emitter, accounting for around
20 percent of cumulative emissions,'" followed closely by the EU (17.3), China
(12.1), and Russia (6.2)." Another study offers estimates that far exceed earlier
assessments, attributing responsibility for climate change impact as follows: the
US (40 percent), the EU (29 percent), the rest of Europe (13 percent), other
Global North countries (10 percent), and the entire Global South (8 percent)."?

Together, historical and current emissions per capita provide a proxy
for the extent to which countries are responsible for climate change and its
impacts. The vast disparities between the advanced economies and developing
economies are stark. Over the last three decades, there has been an increasing
call for the Global North to be responsible for covering the costs of adaptation
in the Global South, which is disproportionately bearing the consequences of
climate change today.'*

Social Impacts of Climate Change

The need to adapt is already evident in much of the developing world where
communities are being hit by storms of increasing intensity, and where rainfall
shocks, flooding and heat are destroying critical infrastructure, devastating
crops, drying up water sources, impacting incomes, demolishing homes, and
impacting health. For example, Cyclone Idai led to the loss of more than
US$39 million in income and the destruction and damage to 240,000 homes
in Mozambique in March 2019."” Hurricane Maria damaged an estimated 90
percent of the housing stock in Dominica in September 2017.'° As a result of
such catastrophic events and other slower-onset climate-related changes, costs
are expected to be between US$70-100 billion annually,'” increasing to US$280-
500 billion over the next three decades.'

The 2015 Paris Agreement recognised the need to address losses and damages
caused by climate change. However, high-income countries have consistently
pushed back against the inclusion of language that will make them liable to
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compensate. Emissions must also be considered in the broader context of
industrial development. Countries in the Global North have grown their
economies and raised incomes without regard for the climate impacts of that
process. Today, developing countries are faced with the same need and desire
to grow their economies and improve living standards without the luxury of
burning carbon to do so.

The causes of climate-related impacts are driven by historical and present
emissions, mainly from a small group of high-income countries. As developing
countries aim to adapt to these impacts, financing becomes a critical question
and determinant. This section has outlined why a justice lens is needed for
considering international climate finance, including the fact that emissions
today are significantly higher in high-income countries; per-capita emissions are
vastly unequal, with advanced economies emitting much more CO2 per person
than lower and middle-income countries; a small handful of industrialised
countries are responsible for most historical emissions, leaving little room for
other countries to develop; and because the impacts of climate change are
being felt disproportionately in poorer countries than in the countries that
are causing climate change. Within this context, the following section looks at
the international climate financial flows and articulates specific features of the
system that create or deepen inequality between countries.

There are significant
differences in historical
contributions to emissions,
with advanced economies
exploiting the majority of the
atmospheric commons. And
although climate impacts are
felt across continents, they
disproportionately affect lower-
income countries and the least
advantaged populations
within them.
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limate finance flows from all sources reached US$632 billion

in 2019/2020." While annual climate finance has grown almost

74 percent since 2011, we are still perilously far from the mark

needed to limit global warming to below 1.5 degree Celsius,

with an estimated increase of 588 percent to US$4.35 trillion
annually by 2030 considered critical to meet the set global climate targets.?’ At
the same time, the volume of climate finance needs to significantly scale up
the conditionalities that drive and determine the quality of credit also needs
evaluation and reconfiguration to ensure greater justice.

Climate finance can be channelled from multiple sources, both public
(such as the government, state owned financial institutions, climate funds,
and multilateral, bilateral, and national development financial institutions)
and private (commercial financial institutions, corporations, wealth funds,
institutional investors, households, and individuals).?! The nature of each
source of capital in terms of scale and quality of credit is variable and holds
significant bearing on optimal capital allocation and marginal environmental
impact of investment dollars.

Therefore, it is important to analyse and assess climate financial flows across a
disaggregated set of parameters to lay bare the contextual realities of financial
inequities that expose a climate financial architecture that is intrinsically skewed
against a fair and inclusive energy transition in developing nations.

Disaggregating Climate Financial Flows

Skewed at Source: While the public sector provided 51 percent (US$321
billion) of annual climate finance in 2019, the private sector matched in efforts
at 49 percent. But what is interesting is that private finance funded most of
the climate projects in the economically advanced regions of Western Europe,
the US and Canada, and Other Oceania, while the rest sourced their climate
investments primarily from public sources.?” Since the scale up in climate
finance is expected to come from the private sector, altering investment patterns
and incentivising private sector to invest in emerging economies becomes even
more crucial. However, private capital, without negotiating the right terms in
the contractual agreements, may risk leaving the poorest sections of the low-
income countries shielded from access to opportunities for development.*
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In addition, relying heavily on public investments can lead to diversion of
development aid to climate finance, which may lead to vulnerable sections and
communities competing for limited resources and funding.

Geographical Disparity: The majority of climate finance mobilised remains in its
country of origin. Approximately 60 percent of the US$291 billion of outflow
in climate commitments from the Organisation for Economic Co-operation
and Development (OECD) in 2018 was reinvested in the OECD countries.?* In
2019 as well, three-quarters of the tracked climate investments raised was spent
within domestic territories. The lion’s share was directed towards East Asia
and Pacific, Western Europe, and North America, while only a quarter went to
Sub-Saharan Africa, South Asia, Other Oceania, Middle East and North Africa,
Latin America and Caribbean, and Central Asia and Eastern Europe.” On
average, only 20.5 percent of climate related development finance reported to
the OECD went to least developed countries in 2017-18, and merely 3 percent
to small island developing states.?® Clearly, both the scale of financial flows and
their direction in their current form are illustrative of international inequities
inherent in the climate finance system.

Debt Bias: Debt, as a financial instrument, continues to remain the preferred
and conventional means for the provision of climate finance. Almost 61 percent
(US$384 billion) of climate finance raised in 2019-20 was in the form of debt,
of which 75 percent was at the project-level market-rate and merely 12 percent
was at the low-cost project level from public institutions. Close to 31 percent was
raised by balance sheet financing majorly by commercial financial institutions.
The other end of the spectrum has equity investments at 33 percent of the
overall mix, and grants comprising of only 6 percent of the total flows.?” Given
that many developing countries are already under debt distress, exacerbated
by the pandemic, debt-laden investments are unsustainable alternatives that
often come with unfavourable conditionalities, (for instance, the need for
performance-focused results or sectoral limitations) and do not always align
with the needs of the developing countries or their most vulnerable populations.

Adaptation is Relatively Ignored: Mitigation finance comprised of approximately
90 percent of the total climate finance provided and mobilised by developed
countries, while adaptation finance stood at an abysmal 7.4 percent. A further
2.5 percent of commitments went to projects that served both purposes.?®
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Global warming mitigation efforts that bring universal benefits make the core
of climate negotiations and financing, as opposed to adaptation whose benefits
are more local. This has implications for the mode of climate financing, such
that mitigation efforts are driven by debt funding and almost all adaptation
finance gets sourced by public sources (14 percent of total public finance flows
in 2019-20).%° Given that low- and middle-income countries are most in need
of adaptation financing, lack of capital access at scale, particularly from private
sources, leaves them severely vulnerable to impending climate shocks.

Sectoral Preferences: In 2019, the energy and transport sectors accounted for
almost half of total climate finance provided and mobilised.*® Private investors
provided nearly 54 percent of all mitigation finance flows to the renewable
energy sector in 2019-20. Low carbon transport represented 31 percent of the
total mitigation finance in the same period.’! Given that energy and transport
projects have become commercially viable today, it is easier to draw a business
case for them to attract private-sector players, in comparison to say projects
on agriculture, forestry, or land-use. Since many developing economies rely
more heavily on the agricultural sector, investments and innovation in these
industries will strongly weigh on the outcome of cumulative emission reduction
at both the global and local level.

Unclear Status of the US$100-Billion Commitment

The COP16 Accord emphasised the imperative for developed countries to
commit meaningful climate action and finance to support the transition in
developing economies. The Green Climate Fund was set up with the goal of
jointly mobilising US$100 billion in new and additional funds per year by 2020,
in line with the idea of climate justice, and has since formed the bedrock of
international public finance and cooperation on climate action.” However,
as estimated by a 2018 Intergovernmental Panel on Climate Change report,
developing countries together will need approximately US$600 billion per year
between 2020 and 2050 by way of additional investment in the energy sector
alone to achieve the transition necessary.”® Therefore, the amount of US$100
billion is paltry and highly insufficient to bridge the transition financing deficit
in developing countries, and the commitment deliverable has been pushed® by
a few years, leaving poorer nations with more promises than guarantees.
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he current financial system is inept at including climate change

metrics in its capital allocation and disbursement processes and

does not apply a climate justice prism in making investment

decisions. The continued reliance on financial mechanisms

to pursue development objectives lays bare the limitations of
financial tools to accomplish climate parity and calls for a new paradigm that
will allow an efficient allocation of capital combined with an optimal pathway
for carbon reduction, particularly in the Global South. The private sector
has little incentive to invest from a lens of climate justice and hence, financial
mechanisms need to be reconfigured by active policymaking at an international
level. Public finance should be leveraged to catalyse and direct private flows
to low- and middle-income countries, where the marginal cost of reducing
emissions is much lower and the environmental impact can be maximised at
least cost.

Currently, the different organisations in the climate finance ecosystem all
work in silos with competing mandates, which makes delivery and tracking of
finance difficult. A Green Bank, instituted by a global body such as the United
Nations Framework Convention on Climate Change, offering services such
as co-lending, risk mitigation, and credit enhancements (like guarantees, first
loss capital, and green bonds)* can prove to be a comprehensive solution for
consolidating and routing both public and private capital towards mitigation
and adaptation projects, particularly in developing countries. It can also aid
in promoting standardisation of frameworks, transparency in disclosures, and
innovation of financial instruments and local institutions. Platforms such as the
G20—particularly with the troika formed by Indonesia, India, and Brazil—
must push forward the agenda of climate finance and jointly influence other
member-nations in defining and implementing inclusive policies to help level
the playing field by serving the interests of the Global South in the pursuit of an
equitable and just climate transition. The centrality of climate justice in climate
finance negotiations and transactions needs to be revisited and reinstated to
accelerate the pathway to carbon reduction and deliver the promises of creating
an equitable and sustainable world economic order. ®RF

This brief was first published as part of the Raisina Files 2022.
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