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PREFACE

he investments needed to

combat climate change have

been described as a sacrifice

that current generations must
make for future generations, yet this
statement is far from the truth. In the
last 20 years, wind and solar energy have
become the cheapest source of energy
for many regions, and electric mobility is
advancing rapidly.

Climate action represents an
opportunity to restart economic growth
after the COVID-19 pandemic. The
decarbonization of our economies can
create 15 million net new jobs by 2030,
and every dollar invested in making
infrastructure and economies more
resilient can generate up to 4 dollars
in economic benefits. Sustainable
investments are also where cutting-edge
technologies and the jobs of the future are
to be found. Decoupling our economies
from traditional models of investment in
fossil fuels has become a requirement for
maintaining competitiveness and ensuring
the sustainability of public finances.

At the same time, there is the reality
of the physical impacts generated by

climate change. A warmer planet means
lower agricultural yields, greater potential
for damage to infrastructure, and an
increased risk of disease and death in
Latin America and the Caribbean. The
climate crisis is already affecting us
all. Losses from natural disasters in
recent years have devastated tourism,
agriculture, and many other productive
activities, yet this is only a taster of the
severe impacts that will come in the
decades ahead if we do not act to curb
climate change.

Although governments are taking steps
to alleviate the damage caused by the
pandemic, much remains to be done to
confront the climate crisis, and finance
ministries can and should play a much
greater role. Environment ministries
have clear mandates for climate action
and traditionally coordinate government
actions in this area. However, the
unprecedented level of transformation
that must occur in all economic sectors
demands the participation of all levels
of government, sector ministries, the
private sector, and other stakeholders.
In May 2021, in response to a mandate

11
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fromits governors, the Inter-American
Development Bank (IDB) presented a
conceptual framework illustrating the
need to mainstream climate change
in order to generate true sustainable
development. This vision calls for a
central role for finance ministries.
Indeed, given the responsibilities of these
ministries for managing and evaluating
public spending, budgeting, fiscal policy,
and mobilizing private and international
finance, they play a critical role in
addressing climate challenges. Their
ability to help strengthen interagency
coordination mechanisms is essential
for aligning government operations to
achieve sustainable growth.

Finance ministries play an important
role in managing public investment.
Through them, standards must be
raised so that all new infrastructure
meets resilience criteria and supports
the decoupling of development from
fossil fuels. The benefits of this will
be substantial. Instead of paying for
disruptions and damage every time a
disaster strikes, it is much cheaper to
design roads, power plants, distribution
lines, and water supply equipment taking
climate change impacts into account
from the outset. Other sustainability
issues are also best addressed at the
design stage, such as the impact on local
communities, conflicts, and operating
and dismantling costs.

For these reasons, climate change is
one of the fundamental pillars of our Vision
2025 strategy, which aims to guide the
region toward sustainable recovery.

Finance ministries supervise public
spending. BDocumenting the cost that
climate change imposes on public
treasuries is key to informing public
action. Today, many governments do not
know how much they spend after floods
and hurricanes, or how much they invest
in actions consistent with the goals of
the Paris Agreement. The use of green
budget classifications or tags would help
shed light on this issue. Measurement is
a precondition for good management.

Finance ministries lead or help
define the rules that regulate public
procurement, and altering these
standards has tremendous potential
to address climate change. There is no
shortage of potential applications, from
ensuring that all public buildings are
energy efficient and climate resilient to
prioritizing electrical vehicles for public
fleets and sourcing local, environmentally
friendly food for schools.

Finance ministries establish taxes and
subsidies. Price signals play a key role
in directing private sector investments
and operations. However, the region still
spends about 1T percent of GDP on fossil
fuel subsidies. Correcting prices requires
implementing environmental taxes and
reforming energy subsidies with a view
to managing social impacts and helping
energy-intensive businesses adapt.
Public finances benefit from saving
money while improving social outcomes
and price incentives.

Finance ministries define fiscal
strategy. Many countries in our region
depend on royalties from the production



or export of fossil fuels to finance public
spending. The global energy transition
will erode that income base, however,
and almost three trillion dollars of
government revenue could be lost
by 2035. Other countries depend on
domestic consumption taxes on gasoline
and diesel, which will also steadily
disappear due to electromobility. There
is time to act, but finance ministries must
start planning today.

Finance ministries help to mobilize pri-
vate resources. Governments cannot and
should not finance the entire transition
to a decarbonized and climate-resilient
economy, but they can catalyze private
investment by creating the necessary
incentive frameworks and implementing
regulatory reforms to help reduce barriers
to private investment. They can also help
to develop markets for new sources of
financing such as green bonds, to take
advantage of the growing interest in cap-
ital markets for financial products that
contribute to a more sustainable world.

Lastly, finance ministries also play a
central role in coordinating government
action and international cooperation.
Climate change is a complex issue for
all sectors of government and for the
private sector. Finance ministries,
along with the ministries of planning and
environment, must ensure that all sector
development plans are aligned with
climate goals. As privileged counterparts
of the multilateral development banks,
they can seek international assistance
to design and implement climate change
plans anchored in national development

PREFACE

priorities. These plans, developed with
line ministries and other stakeholders,
can serve to clarify the actions of finance
ministries.

“Fiscal Policy and Climate Change’
is the result of an unprecedented
collaboration between the Inter-American
Development Bank's Fiscal Management
and Climate Change Divisions. Together,
they have systematically reviewed the
ways that finance ministries can be part
of the solution to the climate crisis. This
innovative publication has mobilized the
knowledge of more than 18 IDB sector
specialists and a variety of experiences
from finance and environment ministries
in Latin America and the Caribbean that
reflect valuable lessons that can be
replicated and scaled up throughout
our region.

Faced with the COVID-19 crisis and
other challenges in the region, the IDB
must be able to offer the countries of
the region concrete, relevant measures.
Qur commitment is to help mainstream
climate change in order to safeguard the
development visions of our countries
across all sectors of their economies.
In response to a specific request from
our governors, the IDB is developing a
platform that will allow it to exchange
experiences and evaluate the most
relevant examples for our countries,
including those that appear in this
publication, those from other sectors,
and those that we have not yet identified
within this innovative agenda.

| am confident that this publication
will help to advance the dialogue on the

"
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role of finance ministries in offering opportunities for the prosperity of all
solutions to the climate crisis, enhancing  Latin Americans.
risk management, and generating new

BENIGNO LOPEZ BENITEZ
VICE PRESIDENT FOR SECTORS AND KNOWLEDGE
Inter-American Development Bank



INTRODUCTION

fforts to boost economic growth

after the havoc caused by the

COVID-19 pandemic offer the op-

portunity to invest in a better type
of development—one that can substantial-
ly increase adaptive capacity in the face
of the physical impacts of climate change
while also supporting the move toward
net zero carbon emissions. Fortunately,
there is overwhelming evidence at the
international level showing that proper
planning for the transition to the green
economy offers significant economic
and development opportunities that will
create more and better jobs. For exam-
ple, arecent study by the Inter-American
Development Bank (IDB)and the Interna-
tional Labor Organization highlights that
the Latin American and Caribbean region
could create 15 million net jobs by 2030
as part of a progressive transition to net
zero emissions (Saget, Vogt-Schilb, and
Luu, 2020).

To limit global warming to between
1.5°C and 2°C above pre-industrial
levels, emissions need to be reduced
substantially by 2030, with a goal of net
zero emissions by 2050 (Masson-Delmotte

et al., 2018). However, international efforts
to address climate change are still largely
insufficient, creating significant risks for
all economies and public finances.

Extreme weather events can lead
to major human losses and significant
economic damage while also placing
substantial pressure on public finances.
For example, it is estimated that at least
one extreme weather event per yearis
associated with an increase in the fiscal
deficit of 0.8 percent of gross domestic
product (GDP) for lower middle-income
countries in Latin America and the
Caribbean and 0.9 percent of GDP for
low-income countries.

At the same time, greater production
of energy from renewable sources and
the growing electrification of public
and private transportation worldwide
will reduce the demand for products
from fossil fuel exporting countries in
the region, with a potentially significant
impact on fiscal revenue.

The countries in the region must make
additional efforts to fully internalize these
opportunities and challenges across all
economic and government activities

15
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from a public policy, planning, and financ-
ing standpoint. For example, the report
“LEDSenLAC 2019" found that of 21 Latin
American and Caribbean countries studied,
only 2 had national mitigation strategies
with a vision for 2050 (Calero et al., 2020)
and only 4 others had financing strategies
for the commitments adopted under the
Paris Agreement.

The challenges managed by finance
and planning ministries include three
areas of intervention that can make an
important contribution to ensuring that
countries make the most of economic
opportunities while minimizing risks to
their economies and finances.

1) Economic and fiscal risks

» Thetransition: The transition to econ-
omies with net zero emissions in Latin
America and the Caribbean will disrupt
sectors that have traditionally contrib-
uted to tax revenues, such as exports
and fossil fuels. In particular, the glob-
al energy transition means that the
finances of several countries will be
affected by an inability to exploit some
resources and physical assets, which
may have to be devalued or retired be-
fore the end of their useful life cycles.
Finance ministries need to anticipate
the risks of lower revenues and plan
for the transition by implementing al-
ternative fiscal measures.

> Financial sector stability: Climate
change and a disorderly transition to
the low-carbon economy may have a

systemic impact on both the financial
sector and macroeconomic stability.
Finance ministries in the region that
act as supervisors and regulators of
the financial sector should support
the orderly internalization of climate
risks in that sector’'s operational
decision making and balance sheets.
For example, they can explicitly
addressclimate-related risks through
binding regulations orfinancial sector
supervisory measures.

> Extreme climatic events: The impact
oninfrastructure and populationsisan
added source of fiscal pressure. Pub-
lic finances would benefit from mech-
anisms to diversify risks and create
financial buffers, as well as from the
introduction of broader governance
and risk management mechanisms
within finance ministry mandates. As
part of these efforts, public invest-
ment systems need to be strength-
ened by incorporating elements of
resilience and risk management into
projects and programs. Clear govern-
ment investment priorities will also
help quide sustainable private sector
investments.

2) Just transition

The transition process toward the
green economy involves structural and
technological changes and new patterns
in the production and consumption of
goods and services (Global Commission
on the Economy and Climate, 2014).



Through proper fiscal management,
public investment and spending,
finance ministries play a central role
in supporting transitions that address
distributional impacts on the economic
sectors and workers affected by these
changes. Likewise, finance ministries
can help to take advantage of new
sources of employment and economic
growth resulting from the adoption and
development of new technologies and
investments.

3) Access to financing

The resources needed to finance the
transition far exceed the financial capacity
of governments. Nonetheless, public
policies and finances play a crucial role in
catalyzing private investment in activities
consistent with climate objectives: first,
by establishing the necessary incentive
frameworks, and second, by planning
public investments and implementing
regulatory reforms to help reduce barriers
to private investment. In addition, finance
ministries can support the development
of new markets such as green bonds,
taking advantage of the growing interest
of capital markets in placing resources
in sustainable projects and thereby
accessing a new investor base.

The public policy and investment
decisions that countries make today to
reactivate their economies will determine
whether they can meet their climate
goalsin 2025 and 2030. But it is even
more important that they avoid being
trapped in high-carbon pathways that

INTRODUCTION

prevent them from meeting the goals of
the Paris Agreement and achieving net
zero emissions by 2050. Countries run
the risk of being locked into investments
that are inconsistent with a decarbonized
world by the middle of the century, with
the additional costs that stranded assets'
will impose on economies and the public
finances. Adequate fiscal planning and
financial policies are essential for avoiding
these costs and ensuring that public
financing flows are consistent with green,
inclusive economies: i.e., consistent with
truly sustainable development.
Fortunately, finance and planning
ministries in Latin America and the
Caribbean have assumed increasing
leadership in recent years through the
development and implementation of
different fiscal and planning policies that
are having a positive impact on climate
action. “Fiscal Policy and Climate Change”
isanintroductory document to the areas
of competence of finance and planning
ministries in climate change matters,
highlighting the recent experiences of
these ministries in the three areas listed
above. These experiences will help to
illustrate the tools that are being used,
as well as others that are available.
Likewise, the document seeks to provide
inputs for decision making aimed at
encouraging truly sustainable growth in
the wake of the pandemic. “Fiscal Palicy
and Climate Change” provides a global,
integrated vision of a set of climate issues

1 Stranded assets are defined as carbon-intensive
assets devalued or retired before the end of their
expected useful life (Binsted et al., 2019).
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of relevance to finance and planning
ministries. However, some issues have
only been covered in part. Thisis certainly
the case with regard to carbon pricing,
which has been addressed here through
areview of fuel subsidies, given their
potential impact on the goals of the Paris
Agreement.

Climate change is a cross-cutting
issue, so mitigation and adaptation
actions require a multifaceted approach
within the framework of the institutional
and functional structures of finance
ministries. With this in mind, this
publication is divided into seven chapters.

The goal of Chapter 1is to introduce
the reader to the nature and value of
long-term decarbonization strategies for
planning the transition. The focus here
is on the role that finance and planning
ministries play in these strategies.

Chapter 2 focuses on the impact on
fiscal sustainability of the risks posed
by stranded assets and the increased
frequency of extreme weather events. It
also explores the options, challenges, and
benefits of green fiscal reforms aimed at
altering relative prices (particularly the
streamlining of fossil fuel subsidies, taking
into account the desirability of addressing
distributional impacts).

Natural disaster risks are addressed
once againin Chapter 3, this time from the
perspective of best practices that finance
ministries can implement to improve the
governance and management of these
events.

Chapter 4 discusses how proper,
consistent identification of budget

spending on climate change can provide
information to support improved decision
making. Governments can evaluate how
best to spend, taking advantage of the
benefits of green public procurement
and ensuring that public budgets are
consistent with the objectives of the Paris
Agreement.

Chapter 5 describes the types of
policies needed to generate more
sustainable public and private investment.
Emphasisis placed on the need to develop
long-term planning instruments, as well
as reforms to national public investment
systems that treat sustainability as a
broader concept than environmental
sustainability alone.

Chapter 6 considers the range of areas
in which finance ministries intervene in
regard to climate action, as described in
earlier chapters. Specifically, it addresses
how the development of climate change
financial strategies can help to effectively
coordinate national climate objectives
with investment priorities, capital
attraction, the availability of financial
instruments, and the alignment of public
and private financing.

Chapter 7 completes this publication by
addressing economic recovery packages
after the COVID-19 pandemic and the
features that these should include to
ensure consistency with international
efforts to address climate change.



Decarbonization Strategies and the Role
of Finance and Planning Ministries

Section 1. Long-Term Decarbonization Strategies and Their
Relationship to Fiscal Planning

MARCELA JARAMILLO

n signing the Paris Agreement in 2015, 196 countries agreed to reduce their

greenhouse gas emissions to limit global warming to 1.5°C to 2°C above pre-industrial

levels. They also agreed to increase their capacity to adapt to the adverse effects
of climate change and improve their resilience to its impacts. These country
commitments are referred to as nationally determined contributions (NDCs).

The commitments from the first round of NDCs are still insufficient to ensure that
global trends toward reducing greenhouse gas emissions are compatible with the
Paris Agreement target (United Nations Framework Convention on Climate Change,
2016). The NDCs are not static documents, however, and the Agreement requires
countries to review their contributions every five years to “reflect the highest possible
ambitions”. Likewise, pursuant to Article 4 of the Agreement, countries are expected
to draw up long-term strategies(LTS) that will allow them to achieve decarbonization
of their economies by the middle of the century.

LTS are instruments that support timely identification of the requlatory and
public policy reforms and investment options that are needed for an orderly, just, and
inclusive transition, as well as the order in which they should be implemented. From a
fiscal perspective, governments must take on board the fact that achieving net zero
emissions will require changes in all sectors of the economy, with direct and inescapable
implications for fiscal policies and outcomes. Thus, finance and planning ministries
can find value in being important participants in the development and implementation
of LTS in their countries, using them as an additional tool for fiscal planning. Moreover,

19



20

FISCAL POLICY AND CLIMATE CHANGE

these ministries can reaffirm their role as lead agencies for national planning systems
in countries where they have this responsibility.

1.1Functions of Long-Term Strategies

The key to the effectiveness of policies relating to countries' Sustainable Development
Goals (SDGs)is that they be consistent with the decarbonization process required to
achieve net zero emissions by 2050. Policy and investment decisions taken today will
have a direct impact on the ability of countries to meet that long-term goal. Evenif a
country's actions in the short term lead to significant reductions in emissions, its efforts
may still fall far short of reaching the 2050 target if they do not involve key sectors such
as public transportation. These sectors are more difficult to decarbonize because low-
carbon alternatives are more expensive or take longer to develop and deploy.

One might consider that improvements in the efficiency of private vehicles would
be sufficient to reduce emissions from the transportation sector by 2025. However,
a further reduction in emissions will be required by 2035 that can only be achieved
through new large-scale public subway lines and a transition to private electric cars.
Given that subway systems take decades to build, the investment and planning phases
may need to begin before 2025, demonstrating how the goal of large emission reductions
by 2035 affects the steps that governments need to take by 2025. If a government
only focuses on the efficiency of internal combustion vehicles before 2025, then even
if emissions are reduced without subway lines, the country’'s economy is at risk of
being locked into carbon-intensive development pathways that will be unnecessarily
expensive to break out of.

LTS can help governments plan the transition to net zero carbon emissions by 2050
and facilitate consensus building on the development goals required for decarbonization.
As planning instruments, they can help anticipate and manage the possible trade-offs
of the transition process by identifying the following issues:

» The design of short-, medium-, and long-term regulatory and policy reforms.

» Theneedtoredirectinfrastructure investments to avoid those that might create
stranded assets, for example, or leave the country locked into high carbon
emissions (see Chapter 2, Section 1), while at the same time making progress
toward designing investment plans to support the transition.
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» The social impacts of decarbonization and of a just and inclusive transition,?
anticipating changes in the labor market and identifying strategies to offset the
impact of price reforms on consumers.

At the same time, a robust LTS should perform the following functions:

» Define the country’s vision of the expected development outcomes associated
with the process of deep decarbaonization of the economy, and identify the sector
trajectories required to achieve this goal.

» Report on the updating of existing and future NDCs (covering five-year
cycles), so that they align with long-term decarbonization goals (IDB and Deep
Decarbonization Pathways in Latin America[DDPLAC], 2019).

» Include concrete sector objectives, with specific long-, medium-, and short-term
goals that cover all the emitting sectors of the economy. For example, 85 percent
of public transportation should be zero emissions by 2050, 30 percent of buses
should be electric by 2035, and there should be a pilot project to test electric
buses by 2021.

» Include aroadmap for public, institutional, and investment policies that identifies
the institutional and regulatory reforms and policy actions required to achieve
the objectives. For example, continuing with the example of electric buses:
update the regulations on bus concessions and publish electric bus fares for
2022; determine institutional arrangements for both cross-sector coordination
and execution (the function of government ministries and agencies); and review
the legal and political framework, existing planning instruments, and monitoring
and progress reporting systems, among other things.

» |dentify investment priorities (those required and those to be avoided) and
develop aroadmap forintegrating decarbonization criteria into public investment
decision-making processes.

2 The concept of just transition encompasses a goal and a process. The goal is to ensure that climate change and
climate change policies do not exacerbate inequality. In other words, poor and marginalized people must be
protected from the impact of climate change, and policies for decarbonization should not exacerbate inequality
and poverty. The process consists of jointly building climate policy with all stakeholders, making use of social
dialogue (International Labor Organization, 2015).
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1.2 Parties Involved in Long-Term Strategies

Given the crosscutting nature of climate impacts and actions, it is essential for the
effectiveness of an LTS that it be designed together with the sector ministries, private
sector, and other stakeholders, as this allows their objectives, policy options, data, and
doubts to be fully understood and incorporated. The LTS should also identify options that
meet multiple development goals(including, but not limited to, attaining net zero emissions),
while assessing the performance of sector measures to achieve carbon neutrality in terms
of their costs and benefits for sectors, users, companies, and governments.

Finance ministries can play an important role in the design and implementation
of LTS. The LTS design process is generally led by environment ministries or the
institutions traditionally responsible for climate and environmental policy, which have
technical knowledge on climate change. However, achieving net zero emissions and
climate-resilient development requires transformations in all sectors of the economy
and has direct implications for fiscal policy and outcomes, as well as investment
options. Finance and planning ministries can perform the following functions:

» Participate in the country’'s governance structure for designing the LTS and
support the process of building consensus around objectives.

» Inareasof uncertainty orrisk, or where development objectives can be advanced
through decarbonization, participate inthe LTS design process by providing input
into national priority areas from a public finance perspective. The ministries may
also share data or information that can be used as part of the analytical work
for designing the LTS, as well as highlighting important issues that should be
included to inform public policy and decision making.

» During the consultation process of the design phase, make use of their convening
power to support the ministries responsible for LTS development.

The LTS implementation phase requires a broad effort to coordinate across sectors.
International experience suggests that more centralized offices, such as those
of the presidency, can help coordinate sector ministries and other state agencies
inimplementing the LTS (Elliott et al., 2019). Consequently, ministries of finance,
planning, and economic policy, which often act as the lead agencies for national
planning systems, should play a central role in governance arrangements for the
implementation and integration of LTS objectives into planning instruments. Many
countries already have this type of structure to coordinate strategies and development
plans and even the SDGs.
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Before using an LTS to plan policy
reforms, public investment, and
financing strategies, governments @
should have a vision of the gradual @ @
sector transformations needed to meet
decarbonization and development goals.
If the required sector transformations are

unclear, the conversation surrounding
policy and financing is irrelevant. These

Most of the investments
required for decarbonization
will be the responsibility of

reforms and strategies will promote the private sector. However,
the mobilization of multiple sources of market organization can be
investment necessary to achieve the an obstacle, raising the need
transition, including the identification of for reforms and requlations.

mechanisms to expand the participation
of private investment.

1.3 Policy and Regulatory Reform, Public and Private Investment,
and Financing

Most of the investments required for decarbonization will be the responsibility of
the private sector. However, current market organization can be an obstacle to
decarbonization, opening up the need to reform policies and regulations to facilitate
the transition (IDB and DDPLAC, 2019). For example, the progressive adoption of
electric cars or deployment of energy efficient buildings for residential, commercial,
and office purposes will fall primarily on the private sector. In these cases, building
codes and efficiency standards for electric engines and equipment, respectively, will
play a central role in facilitating the transition. In some Latin American and Caribbean
countries, the private sector also provides services such as power generation, public
transportation, or waste management.

Likewise, the implementation of LTS will require a reallocation of public investment.
Many of the investments needed to implement LTS will be the responsibility of the
public sector. In Ecuador, for example, most power is generated by public utilities,
whichin the framework of an LTS may translate into a plan to expand public energy. In
another example, Costa Rica's transportation sector plays a key role in emissions, and
the National Decarbonization Plan contains an investment schedule for the 2019-22
period that includes the creation of exclusive bus lanes, the construction of intermodal
public transport stations, and the launch of a railway project (IDB and DDPLAC, 2019).

Given the fiscal constraints faced by governments in Latin America and the
Caribbean, it is essential, if net-zero emissions development goals are to be achieved,
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that national planning and financing instruments translate into efficient and targeted
use of public resources. It will also be important to create environments that encourage
private investment consistent with these objectives and increase effective access to
international climate financial resources. The areas that may require attention from
ministries of finance and economic planning are tax policy, subsidies and incentives,
public investment planning, monitoring of public spending efficiency and effectiveness,
coordination of cross-sector progress, and the leveraging of international sources of
climate finance (Box 1).

Box 1. National Decarbonization Plan 2018-50 and the Role of Costa Rica’s Ministry
of Finance, National Planning, and Economic Policy

In 2019, President Carlos Alvarado announced Costa Rica's 2018-50 National Decarbon-
ization Plan. This projects a comprehensive transition to net zero emissions by 2050,
with a policy roadmap and phased-in targets in all sectors (Gobierno de Costa Rica,
2019).

The plan contains short-(2018-22), medium-(2023-30), and long-term (2031-50) objec-
tives for different sectors. The objectives for the transportation sector are for 85 per-
cent of public transportation to be operating with zero-emission technologies by 2050,
30 percent of public buses to be electric, and construction of an electric train system
by 2035. In the energy sector, electricity generation must maintain its current zero lev-
el of emissions. In the construction sector, the use of wood, bamboo, and other local
materials in buildings will increase by 10 percent by 2025. In the sanitation sector, 100
percent wastewater treatment must be achieved by 2040, and in the livestock sector,
60 percent of areas dedicated to livestock will adopt low-carbon practices. More than
50 policy actions have been identified that must be implemented by 2022 in order to
effectively put the country on track to achieve the plan's objectives.

The plan also identifies actions to be avoided that go against the objectives of decar-
bonizing the economy. An example is the transportation sector, where transitional
technologies will be excluded if they nominally reduce emissions in the short term but
create barriers to full decarbonization in the medium and long term.

Designof the planwas aconsensus-based processled by the Presidency and the Ministry
of Environment and Energy, with strong support from the Ministry of National Planning
and Economic Policy (MIDEPLAN). MIDEPLAN's participation was key for generating
consensus and affirming the plan's political viability. These institutions carried out a
far-reaching joint design process reflecting the visions of different sectors.
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The Ministry of Finance and MIDEPLAN work in seven relevant areas in which their ac-
tions are essential for the plan:

1) Fiscal sustainability: Approximately 10 percent of Costa Rica's fiscal revenues are
linked to fossil fuels. Without fiscal adjustments, the decarbonization of transportation
would have a moderate fiscal impact of approximately 0.4 percent of GDP, occurring
mainly after 2035. This would be less than the financial benefits of decarbonization,
which total 1.5 percent of GDOP. Marginal fiscal adjustments in energy, property, and
import taxes would offset the fiscal impact while also ensuring that companies in the
sector (buses, taxis, light and heavy cargo) and households of different income levels
and regions of the country benefit from decarbonization (Rodriguez ZUfiga et al., 2021).

2) Investment planning: Effective plan implementation not only requires identifying an
immediate flow of investments, but also the greater transformations that are required
to align public and private finances behind net zero emissions development and resil-
ience to climate change. In response, the plan seeks to clarify the costs and benefits of
its implementation, the impact on the labor market, and best practices to ensure a just
transition.

In the cost-benefit analysis, the government considers benefits beyond reductions
in emissions. In the transportation sector, for example, decarbonization will bring net
benefits of USS19 billion by 2050 as a result of lower operating costs, time saved in traf-
fic, reduced health impacts, and fewer accidents (Groves et al., 2020). All of this far
offsets the cost of electric vehicles in the initial stages.

The analysis also includes a granular exercise relating to the investment plan, aimed
at identifying the type and scale of investments linked to each of the objectives and
activities listed in the plan. In addition, the plan identifies both the knowledge and the
institutional policies, processes, and tools necessary to execute these investments in
the short, medium and long term. These two exercises will help identify financial gaps
and possible approaches to stimulating public and private investment, as well as ways
of making better use of international financing. They will also generate inputs to inform
national and sector policy makers and investment planning, as described below.

3) Integration of plan objectives into the public investment prioritization process:
Implementation of the plan will require public and private investments. To ensure the
coherence of investment plans and projects across sectors, it is crucial to integrate
decarbonization considerations into the public investment prioritization process (Or-
ganisation for Economic Co-operation and Development [OECD], 2017). This can also
provide clear signals to the markets regarding the government's priorities. Integration
of the plan's objectives involves establishing direct links with national and sector devel-
opment plans, as well as the use of systematized criteria in decision-making processes
to align public investment choices.
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Decarbonization is included among the priority variables for national development in
Costa Rica's National Development Plan. The Decarbonization Plan also serves as the
starting point for MIDEPLAN's Costa Rica 2050 Strategic Plan (“Toward Sustainable and
Inclusive Development”), which will incorporate the objectives of the Decarbonization
Plan into the country’s economic development maodel. Using the Decarbonization Plan
as a key input, MIBEPLAN is currently assessing productive opportunities and public
investment priorities that will help the country to modernize its economy, create jobs,
reduce poverty, and boost growth in a decarbonized future.

MIDEPLAN is also working to develop tools to systematically align public investment
projects with the sector objectives set out in the Decarbonization Plan. In addition, it
is working on guidelines and tools for prioritizing projects that are registered under the
National Public Investment System and are aligned with the plan. This will help minis-
tries and government agencies in charge of implementing public investments to align
sector planning and justify how the projects they execute within National Investment
Systems are aligned with the country's decarbonization objectives.

4) Alignment of sector strategies and human resource endowments: One way to re-
direct public investment is to align sector investment plans with the LTS. In Costa Rica,
the Decarbonization Plan was drawn up by the Ministry of Environment and Energy, but it
assigned responsibilities to most of the other ministries. The government subsequently
launched national energy and electric transportation plans, among others, and these re-
iterate decarbonization goals and associated sector objectives (IDB and DDPLAC, 2019).

There are often disparities in the ability of ministries to incorporate decarbonization
targets into their plans and activities. Other challenges relate to a lack of clarity in
ministry functions and limited human resources in some areas. In order to facilitate
implementation of the Decarbonization Plan, for example, the institutional capacity of
the Ministry of Public Works and Transportation needs to be strengthened to enhance
capabilities in the area of electromability. The Ministry of Environment and Energy also
needs to be reorganized so that it can carry out its new functions. These changes are
part of a comprehensive institutional reform process to modernize the State’s ability to
respond to national development objectives. The process isled by MIDEPLAN in coordi-
nation with the Ministry of Finance, which sets the budgets for the different ministries
and public agencies.

5) Monitoring and evaluation of the effectiveness and efficiency of public spend-
ing in relation to established goals: A lack of information regarding the level of public
spending that is actually channeled or contributes to decarbonization efforts limits the
government's ability to evaluate the effectiveness and efficiency of public spending in
this area. The international recommendation is to develop mechanisms for the contin-
uous monitoring of climate spending, allowing countries to report on the commitments
assumed under the Paris Agreement (UNFCCC, 2018). Several countries in Latin Amer-
ica and the Caribbean have completed exercises to identify and/or evaluate climate
spending (see Chapter 4). This experience has reinforced the need to define uniform
criteria for climate activities and systems that allow continuous monitoring of spending
(United Nations Development Programme (UNDP, 2018).
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Inresponse, the Ministry of Finance is developing a budget tagging system to track cen-
tral government spending on climate change and biodiversity, as well as guidelines and
procedures for the use of these tags by government entities. This will improve transpar-
ency and decision making in budget allocations to maximize the impact of public spend-
ing beyond the Decarbonization Plan. The effort may also facilitate the consolidation of
different efforts by MIDEPLAN and the Ministry of Environment and Energy to identify
and classify climate change-related finance, including funding provided by international
donors and development institutions.

6) Governance for implementation: Coordinating the implementation of policy reforms
and the necessary investment may require changes in institutional structures. The
measures included in the Decarbonization Plan require cross-sector coordination as
they involve 35 ministries and government agencies, connect multiple sectors, and re-
quire the participation of the private sector, academia, and civil society. Several actions
established in the plan will require cross-sector coordination in areas that frequently
formulate and implement their programs in isolation.

Consequently, the Decarbonization Plan provides for a team to be created in the Office
of the President, operating in coordination with MIDEPLAN, the Ministry of Finance, and
the Ministry of Environment and Energy. The team's responsibilities are to review, align,
and prioritize public development processes. They must also provide supplementary
guidance to government entities that need to incorporate decarbonization objectives
into the different sectors, thus accelerating implementation of the plan's key actions
and ensuring effective monitoring and coordination.

7) Mobilization of financing (including international finance): The Ministry of Finance
isresponsible for coordinating international finance and maintains a dialogue with mul-
tilateral and bilateral entities aimed at identifying work priorities. In this respect, the
plan serves as anatural framework for channeling support. In particular, the short-term
policy actions determined under the plan formed the basis for policy-based loans from
the IDB (2020a), the French Development Agency (AFD), and the World Bank. Further-
more, the plan establishes a list of priority issues for which the government is request-
ing support, thus allowing the Ministry of Finance and the rest of the government to
coordinate technical assistance from international donors. This, in turn, increases the
effectiveness of access to international sources of climate financing.
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Fiscal Impact of Decarbonization
and Climate Change

anaging the impact of climate change on the public finances and fiscal
sustainability is one of the most significant challenges for Latin American
and Caribbean countries in the coming decades.

Firstly, the region is faced with the global transition toward the low-
carbon economy, which will have profound impacts on global demand for hydrocarbons
due to compliance with the goals of the Paris Agreement and the emergence
and development of clean energy technologies. Secondly, the increase in global
temperature and its effects on the frequency and intensity of natural disasters
increase the risk that the region will need to deal with the negative consequences
of catastrophic events more reqularly.

From a public policy perspective, uncertainty about future oil and gas demand
entails significant macroeconomic and fiscal risks, as many countries depend on
resources generated by the production and export of hydrocarbons. Consequently,
countries should identify and manage the risks of stranded assets in their hydrocarbon
industries, as is explained in Section 1below. Likewise, the commitments made in
the Paris Agreement to reduce greenhouse gas emissions have implications for the
hydrocarbon subsidy policies currently in force in many Latin American countries.
In this sense, and as discussed in Section 2, the implementation of green fiscal
policies—including the elimination of subsidies and the use of instruments such as
carbon taxes—will be vital for advancing the region’'s decarbonization agenda. Lastly,
Section & addresses the fiscal consequences of extreme weather events, which have
been increasing in the region in recent decades. In particular, these events have a
significant impact on countries budget balances, as they tend to decrease fiscal
revenues and increase public spending. To improve its management of this risk, the
region therefore needs to strengthen its strategies and fiscal instruments.
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Section 1. Stranded Asset Risk and Associated
Fiscal Impacts

ADRIEN VOGT-SCHILB

umerous Latin America and Caribbean countries depend on world oil demand

for fiscal revenue, since almost half of what is produced in the region is

exported (BP, 2017). During the 2013-18 period, on average 8.3 percent of

public revenues in Bolivia, 8.0 percent in Ecuador, 6.6 percent in Trinidad
and Tobago, 5.4 percent in Mexico, and 2.5 percent in Colombia depended on the
exploitation of oil and natural gas (OECD et al., 2020). In the Bolivarian Republic of
Venezuela, oil represented 98 percent of export earnings in 2017 (0Organization of the
Petroleum Exporting Countries, 2017). Looking ahead, countries such as Argentina,
Brazil, and Mexico have ambitious plans to increase their production, and others, such
as Guyana, are set to begin exploitation on a transformative scale for their economy
(International Energy Agency [IEA], 2017). Despite the region being a significant player,
its position in the world oil market is far from dominant: it has a fifth of the world's
proven reserves and produces just under 10 million barrels per day (10 percent of world
oil demand)(BP, 2017).

A recent United Nations study shows that the aspirations of world producers for
oil, gas, and coal production are inconsistent with international climate goals, as by
2030 they would collectively generate more than twice as much carbon dioxide as
would be consistent with the 1.5°C target (Stockholm Environment Institute et al.,
2019). In fact, a growing risk for oil-exporting countries is that future demand is highly
uncertain. As alternative technologies become cheaper (Figure 1)and measures are
launched to address climate change and implement the Paris Agreement, demand for
oil is expected to drop sharply (IEA, 2019a; Carbon Tracker Initiative, 2018). Electricity
generation is also expected to come increasingly from renewable sources, while
electromobility and the electrification of energy use will drastically reduce demand
for hydrocarbons (Audoly et al., 2018; IDB and DDPLAC, 2019; Davis et al., 2018; Rogelj
etal., 2018).

These changes are already occurring. According to the International Renewable
Energy Agency (IRENA)and the IEA, renewable energy is already cheaper than fossil
energy for most new uses in the world, and three-fourths of all new electricity generation
capacity in the world is renewable (IRENA, 2020). Many countries are increasing the sale
of electric vehicles while proposing a ban on the sale of diesel and gasoline vehicles
in the relatively near future (IEA, 2018).
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Figure 1. Decrease in Battery and Renewable Energy Costs Between 2010 and 2019
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Note: The figure on the left represents the average cost of new photovoltaic power generation capacity worldwide in
2010-19, in U.S. dollars per installed kilowatt (IRENA, 2020). The figure on the right represents the average battery cost
worldwide in 2010-19, in US dollars per installed kilowatt hour (Bloomberg NEF, 2020).

If global climate action continues, the demand for oil will decline dramatically. This
will lead to fossil fuel reserves that cannot be extracted or used(“unburnable carbon”)
if the world sticks to a determined carbon budget (Carbon Tracker Initiative, 2011;
Leaton, 2015). These reserves are an example of a stranded asset.

In addition to stranded assets, the concept of committed carbon emissions is also
useful. Thisis used to assess the impact of energy infrastructure on climate change
over its expected life (Davis and Socolow, 2014). Fossil fuel power plants typically have
a 30-to 40-year life span, and committed emissions are the carbon emissions that will
be generated by the normal operations of current fossil fuel power plants during that
time. The world's existing fossil fuel energy infrastructure will emit 30 percent more CO,
over its lifetime, which would be inconsistent with the 1.5°C target (Tong et al., 2019).

According to data compiled by the Intergovernmental Panel on Climate Change,
the committed emissions of current power plants in Latin America and the Caribbean
are also 30 percent higher than average carbon emissions from the electricity sector,
which likewise are inconsistent with the 1.5°C target (Gonzalez-Mahecha et al., 2019).
If all the planned and announced fossil fuel power plants in the region were built (most
of which are natural gas power plants), the situation would worsen, causing committed
emissions to exceed the established limit by 150 percent. The concept of committed
emissions also applies to fossil fuel reserves.
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The only way to reduce committed emissions is to replace part of the installed
capital with new low-emission facilities (or in the case of fossil fuel reserves, keep them
inthe ground so they are not used). Doing so quickly, however, would mean removing
physical assets and equipment before the end of their planned lives, turning them into
stranded assets. This represents significant costs to the owners of the assets and
would potentially affect the workers associated with them (Box 2).

Some policy instruments can precipitate the emergence of stranded assets
(Rozenberg, Vogt-Schilb, and Hallegatte, 2020). For example, the unexpected
introduction of a carbon price or elimination of diesel subsidies imposes a new cost
on taxis and bus companies, reducing their future revenues and therefore the current
value of their business. A carbon price can make existing power plants uncompetitive
and force them to shut down. The government can also create stranded assets directly
by prohibiting the use of some technologies. Lastly, technological change can also
lead to stranded assets: for example, if new renewable power plants undermine the
competitiveness of old coal, diesel, or natural gas plants.

In addition to the direct impact of stranded assets on owners, the sudden devaluation
of alarge number of financial assets could create instability in financial markets
depending on levels of exposure, which in turn could create macroeconomic instabilities
(Frisari et al., 2019). Stranded assets could also create political instability due to a rapid
loss of wealth among the owners of affected capital assets and could lead to lobbying
actions that run counter to the objectives of the Paris Agreement (Rozenberg, Vogt-
Schilb, and Hallegatte, 2020).

Box 2. Challenges of the Closure Plan for Coal-Fired Power Plants in Chile

In June 2019, the President of Chile, Sebastian Pifera, presented a plan aimed at
boosting the generation of renewable energy and reducing greenhouse emissions by
closing coal-fired power plants (Presidencia de Chile, 2019). The plan shows that future
emissionsfromenergyinfrastructure can be avoided, but that the negative social effects
of such aninitiative need to be addressed, including job losses. The Chilean government
has considered options for gradually phasing out coal-fired power generation plants
between 2030 and 2050, before the end of their expected useful life. An IDB study
shows that replacing coal with renewable energy would lead to the net creation of 2,000
to 8,000 jobs by 2030 (Vogt-Schilb and Feng, 2019). However, the net positive impact
on jobs hides the overall negative effects on the coal-based energy sector (losses of
between 400 and 4,000 jobs by 2030). Although these figures are insignificant when
compared with those of the Chilean labor market as a whole (which can create 40,000
jobs per quarter according to the National Statistics Institute (Instituto Nacional de
Estadisticas, 2018), they are significant compared with the current number of direct and
indirect jobs in power generation (48,000 in 2017).
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The example of Chile reveals two key difficulties in managing the effects of stranded
assets on employment, which are further explored in a joint report by the IDB and the
International Labour Organization (Saget et al., 2020). One problem is that communities
where coal-fired power plants currently operate may be severely affected by
decarbonization. In the most exposed communities, coal-fired plants represent almost
4 percent of local GDP and 7.1 percent of local employment (Viteri Andrade, 2019). The
other problem is that coal-fired power plant jobs tend to pay above-average wages and
offer many social benefits (e.qg., health insurance or retirement benefits). Even if more
jobs are created in the renewable energy sector, there is no guarantee that these jobs
will be located in the same communities. Coal-fired power plant workers employed by
large energy generators in Chile can benefit from agreements with their employers
allowing them to keep their jobs and transition to other power plantsin the country. This
may be the case more generally for fossil fuel industry workers employed by companies
that diversify into renewable energy production. At the regional level, however, if the
negative effects of the transition are to be avoided, alternatives may need to be offered
that translate into better working conditions in the affected communities.

1.1Quantifying the Risks of Stranded Assets for Latin America and
the Caribbean

McGlade and Ekins(2015)analyzed the risks of stranded assets in fossil fuel reservesin
2050 if the global economy were to remain on track to limit temperature increases to
2°C. They estimated that a total of 39 percent of oil reserves would remain unburned,
along with b3 percent of natural gas reserves and 51 percent of coal reserves.

Solano-Rodriguez et al. (2019) go further and analyze the implications of the energy
transition for oil production, public revenues, and oil reserves in each exporting
country in Latin America and the Caribbean. The authors use hundreds of global
energy transition scenarios to explore the effects of the climate and production
policies of large oil exporters on demand for oil from the region, associated public
revenues, and unused reserves. The first finding is that in scenarios consistent with
the goal of avoiding global warming of more than 1.5°C, Latin American oil production
needs to fall to less than 4 million barrels per day by 2035—60 percent less than its
pre-COVID-19 pandemic levels.

The two most important implications of this are, firstly, that 66 percent to 81 percent
of proven, probable, and possible reserves in Latin America and the Caribbean will not
be used before 2035. Secondly, fiscal and non-fiscal oil revenues will be USS1.3 trillion
to USS2.6 trillion lower in the event of strong global climate action, compared with a
total of USS2.7 trillion to USSB.8 trillion if global demand were high enough for reserves
to be more fully exploited (Figure 2).
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The range of expected revenues is wide and depends on factors outside the control
of Latin American governments: world oil demand and the production decisions of the
members of the Organization of the Petroleum Exporting Countries, which compete
with oil from the region. For example, the interquartile range of tax collection for Brazil
is between USS550 billion and USS1,250 billion. Scenarios below the interquartile
range correspond mainly to cases where global oil demand is consistent with energy
scenarios leading to global warming of 1.5°C (blue data points in Figure 2). These
scenarios represent the greatest risk for oil producers. Variability within the groups
arises from simulations that explore different strategies the region’s countries could
adopt to make their oil more competitive. Figure 2 shows that although such decisions
may have animpact, they are less significant than exogenous decisions(global climate
ambitions and decisions made by other oil producers).

Figure 2. Simulated Tax Revenue for Selected Latin American and Caribbean
Countries Based on International Climate Goals and the Decisions of OPEC
Producers, 2016-35
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Note: Each data point represents one of the 480 scenarios. The box and whisker plot shows the median and the inter-
quartile range. Whiskers extend to 1.5 times the interquartile range.
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1.2 Confronting Uncertainty through Fiscal Risk Analysis
and Mitigation

These estimates illustrate the importance for Latin American and Caribbean
governments of having a policy to identify and manage fiscal risks associated with the
energy transition. Such a policy will need to take into account significant uncertainty
about future levels of oil, natural gas, and coal production as progress is made toward
meeting the Paris Agreement targets. Latin American governments cannot control
the evolution of technology and the level of ambition of global climate policies, but
they are exposed to their consequences in terms of demand for their hydrocarbons.

The recent example of coal in South Africa illustrates how countries in Latin
America and the Caribbean could move forward with the support of development
banks (Huxham, Anwar, and Nelson, 2019). The French Development Agency (AFD)
and the South African Development Bank carried out an assessment of risk in that
country based on three factors:

1 Risk levels associated with significant falls in oil, coal, and natural gas
prices: Economies with greater dependence on the production and export of
hydrocarbons will automatically be more exposed, as will economies where
hydrocarbons are more expensive to extract, process, and transport.

2  Financial risk distribution: Depending on regulatory frameworks and the
wording of contracts, financial risk is shared between the private sector(across
value chains, e.qg., between extractors, refineries, distributors, and consumers)
and the public sector (at various government levels [e.g., municipal or central]
or even at the specific program level [e.qg., if social programs are financed
by royalties on hydrocarbons]). In some cases, the distribution of risk is not
explicitly covered in existing contracts.

3 Investments that can increase the country’s exposure to the risk of stranded
assets: The list includes mines, wells, and oil and gas pipelines, as well as
railways, roads, and ports intended for the export of hydrocarbons.

Based on an assessment of the risks, the government can design strategies to
reduce the latter. The South African case suggests the following possible approaches:

» Avoid or delay investments that could increase the country’s exposure to the risk
of stranded assets, such as natural gas plants or low-profitability oil wells.
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» Plan a progressive withdrawal from economic activities most exposed to the
energy transition.

Itisimportant to maintain a balanced timetable. Closing fuel production assets too
quickly canincrease the country’s energy bill, reduce the government’s ability to fund
programs (including social programs), and significantly affect workers and communities
(Saget et al., 2020). In contrast, a plan that is too slow—with excessive investments
in additional infrastructure and overly optimistic assumptions regarding future
hydrocarbon exports—would lead to a more abrupt transition with more bankruptcies,
higher debt, and defaults when expected export demand is not met (Binsted et al., 2019).

A risk management strategy is incomplete if it does not include mechanisms for
transferring and sharing residual risks. This can be done in a number of ways (Huxham,
Anwar, and Nelson, 2019), for example:

» Make risk sharing explicit in order to reduce unmanaged risks and improve risk
management efficiency.

» Distribute risks among different levels of government, including subnational
governments, to enhance management capacity.

» Create funds with hydrocarbon-related revenues so as to mitigate risk over time
and finance compensation packages for affected communities and workers.

Arobust approach should entail gradually reducing the dependence of government
budgets on hydrocarbon revenues and accelerating the diversification of the economy—
particularly for countries where the importance of oil has increased in recent years,
such as Bolivia, Colombia, and Ecuador. As governments design long-term emission
reduction strategies consistent with the Paris Agreement and undertake investments
ininfrastructure and the broader economy to support the post-COVID-19 pandemic
recovery, future oil demand and the prospects for domestic production will need to be
considered as a crucial part of a robust policy decision-making process(see Chapter 7
on economic recovery after the COVID-19 pandemic and decarbonization).

35



36

FISCAL POLICY AND CLIMATE CHANGE

Section 2. Review of Fossil Fuel Subsidies
and Green Fiscal Reforms

ADRIEN VOGT-SCHILB

he price system can be an obstacle to adopting solutions that allow the private
sector to transition to net zero emissions. In particular, low fossil energy prices
can be a significant hurdle to the adoption of electric vehicles, renewable
energy, and energy efficiency measures by households and businesses.

Eliminating or reforming energy subsidies would provide an incentive for economic
agents to decarbonize. Energy prices in the region are kept artificially low by government
subsidies. According to the International Monetary Fund (IMF), the region spent
USS44 billion on energy subsidies in 2017 (direct subsidies plus the cost of consumption
tax exemptions). On average, governments in the region spend 1 percent of GDP
subsidizing energy consumption. Reforming subsidies and targeting them toward the
poorest households is a way of improving public finances while making the allocation
of economic incentives transparent (Izquierdo, Pessino, and Vuletin, 2018).

In addition to subsidy reform, economic theory suggests that governments should
use environmental taxes to discourage economic activities that impose costs on the
rest of the economy (Pigato, 2018). For example, the use of diesel in cities pollutes
the air and causes diseases and premature death, which has a human and economic
cost. The IMF evaluated the health costs caused by energy use in each country,
together with the costs of accidents, time wasted in traffic, and road wear caused by
the use of vehicles. They concluded that the introduction of taxes to internalize the
externality costs of fossil fuels would generate USS111 billion per year in the region
(Coady et al., 2019).

On the other hand, although a carbon tax is not a sufficient or necessary condition
to decarbonize economies, it can help to advance this agenda(IDB and DDPLAC, 2019).
A carbon tax s a tariff imposed on fossil fuels and other products based on the amount
of greenhouse gases they emit (IMF, 2019b; Tax Policy Center, 2020; World Resources
Institute, 2008). The High-Level Commission on Carbon Prices® recommends that
all countries apply a carbon price of at least USS40 to USS80 per ton of CO, by 2020
and USS50 to USS100 per ton of CO, by 2030, in conjunction with a series of sector

3 In20186, to help spur successful implementation of the Paris Agreement, Joseph Stiglitz(Nobel Laureate in Eco-
nomics)and Lord Nicholas Stern—at the invitation of the Co-Chairs of the Carbon Pricing Leadership Coalition
(CPLC) High Level Assembly, Ségolene Royal and Feike Sijbesma—agreed during the 22nd Conference of the
Parties of the United Nations Framework Convention on Climate Change (held in Marrakech, Morocco)to chair a
new High-Level Commission on Carbon Prices comprising economists and climate change and energy specia-
lists from all over the world, (High-Level Commission on Carbon Prices, 2017).
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policies to facilitate compliance with the objectives of the Paris Agreement (High-
Level Commission on Carbon Prices, 2017). According to the IMF, with a tax of USS40
per ton of CO, on fossil fuels, the countries of the region could raise USS69 billion per
year (Coady et al., 2019).

Savings from the elimination of energy subsidies, the imposition of taxes to correct
local externalities, and a conservative carbon tax could yield a combined USS224 billion
per year for the region. According to the IMF figures compiled in Figure 3, these savings
would add up to more than 2 percent of GOP in 27 countries, and more than 10 percent
in Guyana, the Bolivarian Republic of Venezuela, and Trinidad and Tobago.

Figure 3. Simulated Revenue from Energy Subsidy Reforms and Environmental
and Carbon Taxes Yielding 2 Percent of GDP or more in 27 Latin American and
Caribbean Countries
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2.10ptions, Challenges, and Benefits of Green Fiscal Reforms

These environmental taxes and reduced energy subsidies have the added potential
to reduce informality, tax evasion, and corruption (Bento, Jacobsen, and Liu, 2018;
Liu, 2013). Combined with a reduction in traditional, less efficient taxes, an “upstream”
fossil fuel tax (levied, for example, at the time of production rather than at final sale)
could improve tax efficiency and revenue while being easier to implement and monitor.
For example, a country may have tens of millions of businesses and households but
fewer than 20 refineries and ports importing gasoline. Taxing gasoline at these points
is easy, making evasion and corruption more difficult.

Despite these benefits, it has been difficult in practice to apply environmental
taxes and implement energy subsidy reforms. One reason is their negative effect on
the cost of energy, food, and public transportation, which affects poor and vulnerable
consumers(Feng, 2018; Vogt-Schilb et al., 2019). The price increases associated with
environmental fiscal reforms or reductions in subsidies could lead to social unrest if
not well planned and managed. In Chile, rising public transportation prices triggered a
series of protestsin 2019 and months later gasoline subsidies were removed. In Ecuador,
reductions in diesel subsidies sparked protests from workers in the transportation
sector that led to reinstatement of the subsidies. Subsequently, the government
began working toward a second attempt at reform, accompanied by a social assistance
program for those most in need (Funke and Merril, 2019; Schaffitzel, 2020).

At the international level, social discontent is common when governments suddenly
implement price reforms without prior, participatory consultations and/or without
proposing compensation measures for the most affected households and companies.
Anticipating the effect of price increases on consumers and compensating affected
households improves the political feasibility of reforms and allows them to be aligned
with broader development goals (Fay et al., 2015; IMF, 2013; Rentschler and Bazilian,
2017; Whitley et al., 2018; Izquierdo, Pessino, and Vuletin, 2018).

Expanding and improving existing cash transfer programs can be a way to
compensate consumers affected by subsidy reforms or environmental taxes, provided
that fiscal costs and social benefits are properly assessed. Most countries in the region
have cash transfer programs(Ibarran et al., 2017), which are much more cost-effective
than energy subsidies for distributing income to the population. In Latin America and
the Caribbean, governments spend on average USS12 on energy subsidies to transfer
USS1 of real income to households in the poorest quintile, compared to just USS2 on
cash transfers(Feng et al., 2018; Robles, Rubio, and Stampini, 2019).

Although the cost of cash transfer programs is lower, they are far from perfect. A
significant fiscal problem is that they may encourage informality if they are effectively
conditional on not having a formal job (Alaimo, 2018). Additionally, once implemented they
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can become permanent, representing
arecurrent fiscal cost year after year.
They provide multiple social benefits
(Bastagli et al., 2018) but do not always
cover marginalized populations and
households that do not meet their

S

requirements (in contrast to the benefits Environmental taxes
of low energy prices, which reach a large and reductions in energy
number of households). In addition, their subsidies have the
targeting is imperfect and they reach potential to reduce
some households that are not poor, thus informality, tax evasion,
increasing their cost. and corruption.

The impact on households is just one
of several challenges facing energy price
reform. Other sector issues that must be
considered to ensure successful reforms
include the efficiency of energy companies, the impact on energy-intensive businesses
(including buses and taxis), and the incentives to adopt modern energy sources to
replace traditional biomass. In addition, rather than raising prices overnight, the
phasing-in of reforms facilitates adaptation and improves the likelihood that price
reforms will be successful (Coady and Parry, 2018; Rentschler and Bazilian, 2017;
Whitley et al., 2018).

Whatever the compensation measures for households and businesses affected by
a government's environmental fiscal reforms, international experience shows that for
the reforms to be accepted by society and for complementary policies to be relevant
and fair, governments should design them with stakeholders to the extent possible.
This includes trade unions, consumer groups, professional associations, employers’
organizations, and environmental organizations (Saget et al., 2020). The long-term
decarbonization strategies envisaged in the Paris Agreement (addressed in Chapter 1)
are an opportunity for governments in general, and finance and planning ministries
in particular, to convene such consultations.
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Section 3. Fiscal Impact of the Increased Frequency
of Extreme Weather Events

LUIS ALEJOS

n the current context of climate change, the magnitude, frequency, and duration of

fiscal impacts caused by natural disasters® are highly relevant to the public finances.

In the 2001-17 period, 17 out of 18 years had the highest average temperatures since

climate records began (Faust, 2018). This global warming process has coincided with
a considerable increase in the annual frequency of climate-related natural disasters,
from 222 in 1980 to more than 700 in 2016 (Munich Re, 2018).

Climate change is related to the increased occurrence and intensity of climate-
related natural disasters (Mann et al., 2017; European Academies’ Science Advisory
Council, 2018; United States Global Change Research Program, 2018). This has led
to arising number of extreme weather events around the world, including in many
Latin American and Caribbean countries(Figure 4). The average annual frequency per
countryintheregion hasincreased by more than 50 percent in recent decades, from
0.2 peryearin the 1980-2000 period to 0.3 per year between 2001 and 2019. Among the
countries with the highest percentage increases were Guatemala, Guyana, Paraguay,
El Salvador, The Bahamas, and Mexico. Based on available statistics, the average
frequency for countries experiencing at least one extreme weather event increased
from one event every eight years(1980-2000) to one every five years(2001-16). However,
these figures hide significant variations, since countries such as Brazil and Mexico
experienced one extreme event practically every year on average, while others such
as Panama and Suriname faced none.

4 The types of climate change-related natural disasters are (i) meteorological, such as storms, extreme tempe-
ratures, and hail; (i) hydrological, such as floods, landslides, and ocean waves; and (iii) climatological, such as
droughts, glacier slides, and forest fires.
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Figure 4. Frequency of Extreme Weather Events in Latin America and the
Caribbean, 1980-2019
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Extreme weather events can cause great human losses, as well as significant
economic damage (Hallegatte et al., 2017). From a fiscal perspective, the greater
frequency of these events implies a greater risk of negative shocks to the fiscal
accounts, and it is therefore important to incorporate their occurrence into medium-
term fiscal frameworks.® When extreme weather events materialize, they tend to
reduce fiscal revenue due to lower tax collection resulting from the impact on
productive sectors. Likewise, the expenditures needed to respond to the emergency
and subsequently rebuild affected public infrastructure lead to greater pressure on
public spending. Both channels negatively affect the fiscal balance, weakening public
finances. Shocks may also last for more than one period, frequently leading to increases
in public debt, the abandonment or postponement of new investment projects, and
procyclicality in fiscal policy, particularly in countries that lack adequate insurance
mechanisms for natural disaster risk.

The magnitude of the fiscal impact resulting from the increased frequency of
extreme weather events can be considerable. Against a backdrop of recovery after
the coronavirus pandemic, the emergence of this type of risk may also negatively
impact the fiscal consolidation efforts that will be required in the region. For example,

5 Although this section focuses on the channels of fiscal impact of extreme weather events, it should also be
noted that similar negative fiscal effects can be caused by the concatenation of multiple non-extreme eventsin
a short period of time, especially when conditions of high exposure and vulnerability exist in the countries.
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Alejos (2018) estimates that the occurrence of at least one extreme event per year is
associated with anincrease in the fiscal deficit of 0.8 percent of GDP for lower middle-
income countries and 0.9 percent of GDP for the low-income group (Figure 5)in the same
year. The effects for high- and upper middle-income countries are far more modest
and are not statistically significant. An interesting aspect is that most of the negative
effect on public finances is channeled through a decrease in tax revenues. For lower
middle-income and low-income countries, this reduction in public revenues is equal
to 0.8 percentand 1.1 percent of GDP, respectively. Conversely, the contemporaneous
effect on public spendingis limited, and in the case of low-income countries there is a
decrease in spending that may be the result of constraints in public sector access to
credit.® Combining these estimates with the rates of occurrence of extreme climatic
eventsin Latin America and the Caribbean for the period 2001-19 yields an estimated
annual fiscal impact of between 0.2 percent and 0.3 percent of GDOP. This figure
represents more than 10 percent of the average fiscal deficit (2.6 percent) observed
in the countries of the region during this period.

Figure 5. Fiscal Impact of Extreme Climatic Events in Latin American and
Caribbean Countries (by Income Group and Percentage of GDP)
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Note: Values indicate the average impact of the occurrence of at least one extreme weather event on the fiscal variable
indicated.

6 Despite these findings, there is evidence for Caribbean countries of increases in public spending in the wake of
hurricanes, with effects that go beyond a fiscal cycle (Ouattara and Stobl, 2013). Likewise, it should be noted that
the estimates by Alejos(2018) only reflect the netimpact on the fiscal variables analyzed. This implies that policy
instruments such as budget reallocations, which have a zero net effect on the fiscal balance and other aggrega-
tes, are not counted as part of the identified fiscal costs, even though there is evidence of theirimportance(see
Benson and Clay, 2004).
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In conclusion, the effects of climate change in the region have included an increase
in exposure to extreme weather events, meaning that the potential fiscal effects of this
trend may be significant. Although in the last 20 years Latin American and Caribbean
countries have implemented adaptation measures to reduce their vulnerability and
enhance resilience, they still face a series of challenges in addressing the potentially
negative impact of climate change on the public finances. From an adaptation
standpoint, these challenges include developing financial strategies for implementing
countercyclical fiscal policies in the event of disasters, strengthening insurance
mechanisms against the risk of catastrophic events,” reorienting public investment
toward resilient infrastructure, and using methodologies for efficiently quantifying
and managing climate change- and natural disaster-related public spending.

Additionally, in terms of mitigation, the elimination of fossil fuel subsidies and design
and implementation of green taxes remain pending in the region, an area in which
Chile and Mexico are pioneers. As governments implement policies to address these
problems, available financial resources will be used more effectively, the negative
impact on fiscal accounts will be reduced, and support will be provided for global
efforts to reduce the greenhouse gas emissions that accelerate global warming.

The next chapter provides greater detail regarding best practices for managing
natural disaster and climate change risks, as well as progress made in Latin America
and the Caribbean.

7 In 2009, the IDB created a contingent credit facility of USS600 million that provides loans of up to USS100 mi-
llion, with disbursements triggered in the event of a natural disaster. The Bank also assists countries in obtai-
ning disaster-related financing through the design and structuring of catastrophe bond issues.
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Governance and Risk Management of
Natural Disasters and Climate Change

n view of the increasing intensity, frequency, and duration of extreme weather

events, Latin American and Caribbean countries face the challenge of reducing the

associated social and economic impacts. As indicated in Chapter 2, Section 3, the

fiscal impact is heterogeneous across countries but can be significant—especially
for the most exposed and vulnerable—and it is steadily increasing in importance.

However, the motivation and possible actions of finance ministries in this area
go far beyond managing the fiscal impacts of climate-related disasters. As shown
in this chapter, there are several examples of good practices in the countries of the
region, motivated by evidence of the benefits of preventing and reducing climate
vulnerabilities. Opportunities are also highlighted for finance ministries to intensify
their contributions in two respects: by improving the legal framework and disaster
management capacities across the different levels of the public sector and in the
private sector (Section 1)and by defining the guidelines and rules for internalizing
disaster risk assessments throughout the public investment project management
cycle(Section 2).

Section 1. Disaster Risk Governance and the Index of
Governance and Public Policy in Disaster Risk Management

SERGIO LACAMBRA AND GINES SUAREZ

t the local level, climate change manifests itself mainly in the form of risk
(Murray and Ebi, 2012). When risk stems from extreme hydrometeorological
or climatic events, disaster risk management (DRM)is analogous to climate
change adaptation. A priority within BRM is to strengthen governance,
which refers to the capacity to address a public problem. This capacity is manifested
through continuous and stable management by governments and private parties,
which increases the effectiveness of adopted decisions and implemented policies and
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helps to avoid a greater number of negative disaster effects. Strengthening disaster
risk governance is one of the four priorities for action under the Sendai Framework
2015-30 (United Nations Office for Disaster Risk Reduction (UNDRR), 2020), which was
endorsed by all Latin American and Caribbean countries.

1.1Regulatory, Institutional, and Budgetary Conditions for Disaster
Risk Management in Latin America and the Caribbean

The IDB developed the Index of Governance and Public Policy in Disaster Risk
Management (iGOPP)in 2012, with a view to measuring the level of disaster risk
governance. The index is made up of 245 indicators that reflect the regulatory,
institutional, and budgetary conditions for implementing effective public DRM policy,
and it has been used to determine baselines for numerous public policy reforms
in the region, as well as to monitor and evaluate their impact. There is empirical
evidence that improvements of 1 percent in the iGOPP score are associated with
average reductions of 3 percent in fatalities and up 6 percent in economic losses
due to disasters (Guerrero Compean and Lacambra Ayuso, 2020). The iGOPP?®
isalso atool for reporting on a country’s management of risk governance, as evidenced
by the fact that it is used by some Latin American countries such as Mexico and Chile.
Mexico, which has the highest iGOPP score among Latin American and Caribbean
countries, has also adapted the index to measure the level of risk governance at the
state level (Centro Nacional de Prevencion de Desastres, 2017).

The iGOPP has been applied in all 26 IDB member countries in Latin America and
the Caribbean.® The average regional score is 31 percent, indicating ample room to
improve disaster risk governance. The six countries with the highest scores are Mexico
(62 percent), Colombia (58 percent), Bolivia(54 percent), Peru (52 percent), and Costa
Rica and Ecuador (51 percent each)(Figure 6). Caribbean countries are concentrated at
the bottom of this ranking, a situation that is worrisome for countries acutely exposed
to the potential effects of climate change. This significant risk governance gap also
extends to several Southern Cone countries(e.g., Argentina and Uruguay), where the
agricultural sector—one of the most exposed to climatic events—is also one of the
most important areas of economic activity.

8 Details of each national iGOPP survey, including graphics, verifiable supporting information, and other informa-
tion, can be found on the IDB Riskmonitor platform: https://riskmonitor.iadb.org/es/home.

9 National iGOPP surveys were carried out in the period 2013-20. Comparisons between countries should be trea-
ted with caution since the scores for earlier surveys may be outdated. They can be reviewed at the following link:
https://publications.iadb.org/es/publicaciones?keys=igopp.
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Figure 6. Index of Governance and Public Policy in Disaster Risk Management
(iGOPP), 2013-20
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Source: iGOPP national reports published by the IDB between 2013 and 2020.

Most countries have adopted DRM laws and established civil defense arrangements
in preparation for disaster response. By contrast, financial protection is a relatively
new area for most countries. Nonetheless, senior finance officials in the region are
concerned about preparing financially for the economic consequences of disasters,
especially given the foreseeable impacts of climate change.

Finance ministries are directly responsible for 29 percent of iGOPP indicators and
therefore play a fundamental role in the governance and creation of conditions for the
implementation of effective DRM policy. In fact, no sector, sector ministry, or DRM
coordination entity is directly responsible for such a high proportion of the indicators.
The role of finance ministries in DRM becomes even clearer when one considers that
they are directly responsible for 85 percent of indicators for the policy implementation
phase. In other words, the effective implementation of risk management policy in the
region depends directly on finance ministries. This is particularly significant given that
the policy implementation phase in Latin America and the Caribbean is the weakest.
This analysis shows that the role of these ministries in DRM policy relates not only to
the financial protection component, on which many of the ministries'recent actions
have focused, but is also cross-cutting to the entire policy process (particularly
implementation).

To analyze the role of finance ministries in DRM palicy in greater detail, the iGOPP
indicators for which these ministries are responsible have been grouped into a series
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of categories that cut across DRM components and public policy phases. These
categories help to identify specific actions that these ministries can undertake to
promote DRM policy (particularly its implementation), contributing decisively to the
transition away from a vicious circle of disaster response to a virtuous cycle of risk
management and ex ante adaptation to climate change. This will also allow current
spending on emergency response to be gradually transformed into efficient and
sustainable investment in risk reduction.™

These categories include the existence of an ex ante budget classifier for DRM
funding and key regulatory actions for effective DRM implementation:

1 Existence of a budget classifier or object of expenditure in the national
budget for allocating and monitoring resources dedicated to DRM activities:
DRM involves activities such as risk analysis, risk reduction, and disaster
preparedness actions. Best practice calls for the creation of an object of
expenditure, catalog, tag, or equivalent budget instrument to allow the
identification and tracking of resources allocated ex ante to DRM activities.
In the absence of a specific DRM classifier, entities that budget resources
for this purpose allocate them to very different items, making it difficult to
distinguish entities that do invest in resilience from those that do not, or
from those that invest insufficient amounts given their high vulnerability
to certain natural hazards. Since these investments cannot be adequately
tracked, it is also more difficult to carry out precise cost-benefit analyses
with a view to comparing them with other investments and properly justifying
their prioritization. Lastly, it should be noted that the budget instruments
analyzed do not include emergency-related budget items. Only a third of
the 26 countries analyzed have such budget classifiers or tags. Two of the
countries that have implemented this best practice are Panama and Paraguay.
Through Administrative Resolution No. 030 of March 28, 2013 (Lacambra Ayuso
et al., 2015), Panama’s Ministry of Economy and Finance modified the budget
classification manual and created a DRM object of expenditure. Meanwhile,
Paraguay has budget classifier No. 831 “Contributions to social purpose
entities and the National Emergency Fund” (by object of expenditure and
financial control), whichincludes transfers to cover expenditure on prevention,
mitigation, and preparation actions, in addition to response and rehabilitation
activities (Ministerio de Hacienda de la Republica del Paraguay, 2020).

10 The complete IDBiGOPP methodology (2015)is available at: https://publications.iadb.org/en/publication/17070/
index-governance-and-public-policy-disaster-risk-management-igopp-application. The iGOPP reports for
each country are available at https://publications.iadb.org/es/publicaciones?keys=igopp and the details of the
iGOPP surveys in each country can be found at https://riskmonitor.iadb.org/.
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Existence of funds authorized to invest in ex ante DRM activities: Various
studies show that a focus on ex ante processes in DRM helps to reduce losses
from disasters and yields high rates of return. Returns on investments in risk
reduction exceed USS4 in reduced losses for every USST invested (Moench,
Mechler, and Stapleton, 2007; Mechler, 2016). Predictable budget funding is
needed to implement such activities. Peru’s investments in risk reduction,
for example, increased from approximately S/60 million in 2010 to more than
S/1.7billionin 2018 asaresult of Budget Program 068, “Reduction of vulnerability
andresponse to disaster-related emergencies.” The latter was created in 2010
as aresult of agovernance reform process that included, among other things,
the approval of a modern law on comprehensive disaster risk management. Of
the 26 countries analyzed in the region, only 27 percent have funds for ex ante
investments in climate change adaptation, while only 42 percent have funds
for DRM. One of the countries that is able to make these investments is Mexico,
through its Natural Disaster Prevention Fund (FOPREDEN). Only 19 percent
of the countries have included DRM among the eligible expenditures for their
main development funds.

Regulatory actions for effective DRM policy implementation: Finance ministries
have direct responsibility for regulatory actions that are key for effective BRM.

Using appropriate technical standards for measuring probable disaster-
related losses: In gauging the optimal mix of different DRM instruments—
including ex ante investment and risk retention and transfer—it is essential
to rely on robust risk estimates. Decisions based on historical losses will
inevitably lead to an underestimation of the disaster risk to which countries
are exposed, and forecasts might not consider some disaster scenarios that
could be critical for countries. In this sense, probabilistic disaster risk models
can be used to estimate such losses, supporting the proper management of
uncertainty. Only 38 percent of finance ministries in the 26 countries analyzed
have quantified the resources needed to cover probable maximum losses due
to catastrophic events for different return periods, while only 27 percent of
these ministries have quantified the losses from frequent events. One of the
countries that has quantified its probable maximum loss due to catastrophic
events is The Bahamas, through studies carried out by the Caribbean
Catastrophe Risk Insurance Facility (CCRIF), of which the country is a member.
Regarding the quantification of probable losses due to frequent events,
Mexico's Federal Risk Loss Estimation System (R-FONDEN) provides metrics
for both low-recurrence and frequent events.
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Determining government fiscal responsibility in the event of disasters: This
aspect of governance is fundamental, as it is the basis for transitioning away
fromanapproach in which DRMis treated as animplicit contingent liability (not
reflectedinthe publicaccounts, in which the State is the implicitinsurer of last
resort) to one where it is treated as a contingent liability that is appropriately
quantified and managed. This responsibility is made explicit in 42 percent of
the 26 countries analyzed, includingin Nicaragua through Law No. 337 creating
the National System for Disaster Prevention, Mitigation, and Response of 2000
(Asamblea Nacional de la Republica de Nicaragua, 2014). Finance ministry
responsibility for the financial protection component has been established in
53 percent of the countries; this includes El Salvador, where Agreement 1290
of 2012 (Pérez Trejo, 2015) created a Fiscal Risk Unit in the Ministry of Finance
and assigned these responsibilities to it. Meanwhile, finance ministries have
determined the requirements forinsuring concessionsin only 11 percent of the
countries in the region, while just one ministry has issued guidelines to local
authorities relating to financial protection against disaster risk (including,
for example, insurance policies or equivalent arrangements for government
assets, or arrangements for financial protection against disasters in cities
with more than 100,000 inhabitants).

Promoting insurance policies for public and private assets: Risk transfer
reducesthe financial cost of disaster response, avoiding the need to reallocate
budgetary resources or obtain more onerous sources of financing. Of the 26
countries analyzed in the region, only 39 percent have regulations requiring
sector entities (ministries, secretariats, or their equivalents) to obtain
insurance coverage for their public assets. This is an important deficiency,
which if remedied would allow part of the fiscal responsibility associated
with disasters to be transferred. At the same time, finance ministries are
failing to encourage the purchase of insurance policies for private homes,
with only 8 percent of the countries analyzed meeting this benchmark.

Incorporating risk analysis into public investment processes: Disaster risk
reduction and climate change adaptation must include actions to mitigate
existing risk, as well as ensuring that new development processes do not
create new risks. This implies, among other issues, the need to incorporate
resilience criteria into systems and processes for public investment planning
and execution. Finance ministries are directly responsible for the following
best practices for resilient public investment, among others:
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» Requlations requiring a disaster risk analysis in the pre-investment
phase of the project cycle. Fifty percent of the 26 Latin American and
Caribbean countries analyzed have this type of requlation. For example,
the Dominican Republic approved technical standards for the National
Public Investment System through Resolution No. 01-2010.

» Regqulations requiring a disaster risk analysis in other phases of the
project cycle. Twenty three percent of the 26 countries analyzed have
this type of regulations. Peru's General Guidelines for the Ex-Post
Evaluation of Public Investment Projects, published by Ministry of
Economy and Finance in 2012 (Chapter 5.4.7(d), Risk management), are
an example of best practice.

1.2 Best Practices in Incorporating Natural Disaster-Related Risk into
Public Investment Management

Incorporating risk analysis into the different phases of public investment requires
technical specifications that are developed by entities other than the finance ministries.
These specifications are essential to ensure that risk analyses are sufficiently technically
robust to be used in designing more sustainable investments that take into account
natural disaster risk and the effects of climate change. Developing these specifications
requires adequate governance that includes the following elements:

1 Determining the party responsible for standardizing disaster risk analysis
methodologies: 38 percent of the 26 countries analyzed have this type of
regulation.

2 Establishing a probabilistic approach and determining the appropriate
scale for the risk analysis: Only 15 percent of the 26 countries analyzed meet
this requirement.

3 Existence of building codes applicable to public and private projects that
include special design parameters for critical infrastructure: 61 percent of
the 26 countries analyzed have building codes.

4 Integrating disaster risk analysis into environmental impact assessments:
just over half of the 26 countries analyzed comply with this best practice.
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Section 2. Disaster and Climate Change Risk Assessment in
Public Investment Projects

MARICARMEN ESQUIVEL AND DANIELA ZULOAGA

Ithough the most serious impact of a disaster is the number of deaths,
physical losses are also extremely important because they affect connectivity,
basic services, and facilities such as hospitals, schools, and other critical
infrastructure. In the worst case scenario, these losses can cause direct
and indirect deaths. Infrastructure left inoperative by a natural phenomenon can also
affect national and regional economic development in the medium and long term.

The countries in the region have identified the need for clear methodologies
and resources for carrying out risk assessments to better understand and address
vulnerability and resilience, while also incorporating uncertain variables into the
project decision-making process.

Although sector ministries and agencies are responsible for the types of activities
highlighted in Box 3, finance and planning ministries in many Latin American and
Caribbean countries are responsible for defining guidelines that affect the development
of public investment projects. This responsibility may involve regulating national
public investment systems or participating in some of the phases of public project
management. Accordingly, the actions of these ministries under the policies and
regulations governing project design and evaluation can facilitate the inclusion of
improvements such as those described in Box 3.

Box 3. Example of Disaster and Climate Change Risk Assessment in the
Caribbean

A transportation project in the Caribbean seeks to increase departmental connectivity
by improving a road of regional importance. The road has suffered repeated damages
from extreme weather events, including hurricanes and heavy rains that in some cases
have destroyed road sections, drainage structures, and bridges. Accordingly, project
design hasincorporated disaster and climate change risk factors to increase resilience.
Firstly, existing studies and local knowledge were brought together to assess what had
already been done and what still needed to be addressed. Thereafter, a workshop on
failure modes was held in the field with local and other experts, aimed at carrying out a
qualitative assessment of the hazards, road sections, and types of structures of most
concern, as well as potential impacts and the nonstructural measures to be proposed.
Lastly, a detailed quantitative risk assessment was performed to quantify expected
losses for the road and propose specific resilience measures.

b1
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Various studies have shown that the benefits of resilience and disaster risk
prevention are four times higher than their costs, in terms of avoided and reduced
losses (Kull, Mechler, and Hochrainer-Stigler, 2013; Mechler, 2016; MMC, 2015; Moench,
Mechler, and Stapleton, 2007; United Nations Office for Disaster Risk Reduction,
2011). It is clear, therefore, that financing prospective resilience measures is key. Risk
assessments initially require additional resources during project preparation, but
these ultimately serve to better inform risk reduction efforts, estimate the funding
required for emergency response, and help prioritize prospective measures based
on relevance and resource availability.

Ignoring the risks of disasters and climate change during preparation, design, and
implementation of a project increases its exposure and vulnerability to natural hazards
and could hinder the achievement of project objectives. This could shorten the life of
aproject or even cause deaths or economic losses, as well as incremental economic
costs due to the need to make periodic investments to repair or replace structures
(depending on the frequency and severity of damage). It is therefore important to
incorporate the risk of disasters and climate change into the design and construction
of projects in order to increase their resilience.

2.1Implementing Best Practices in Public Project Evaluation and
Management

The IDB has been supporting Latin American countries in identifying and evaluating
disaster risk (including the effects of climate change) during the identification,
preparation, and implementation phases of public investment projects(Barandiaran
et al., 2018). This work is based on strengthening disaster risk detection processes
and providing guidance to project teams, executing agencies, technical experts,
and external consulting and design firms when conducting disaster risk and climate
change assessments.

The procedure includes the screening and classification of projects as they are
registered in the safequards systems, together with a disaster risk assessment”
and DRM plan in the case of projects classified as high risk, or a limited disaster risk
assessment where a project is legitimately classified as moderate risk. The objective
is to facilitate the identification and evaluation of disaster/climate change risks and
resilience opportunities during the identification, preparation, and implementation
phases of all relevant projects, thereby adding value to these projects.

11 Adisaster risk assessment is a "qualitative or quantitative approach to determine the nature and extent of di-
saster risk by analysing potential hazards and evaluating existing conditions of exposure and vulnerability that
together could harm people, property, services, livelihoods and the environment on which they depend” (UN-
DRR, 2016). For the purposes of the IDB methodology, the assessment is accompanied by a disaster and climate
change risk management plan that includes specific measures to reduce the risks identified in the assessment.
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Experience has demonstrated the importance of supplementing information on
threats and climate change with data on project vulnerability and criticality, as well
as the need for risk assessments to include not only quantitative but also qualitative
approaches, using a gradual and scalable process. The involvement of the various
project counterparts is of utmost importance to ensure that assessments are relevant
to project design, construction, and operation, as appropriate, and that the risk
reduction measures that underpin project sustainability are maintained over time.
The oversight role of executing agencies in identifying and assessing disaster and
climate change risk is also important, as well as all the maintenance work.

The methodology involves a series of phases and steps in which efforts and resources
are proportionate to risk levels. This means that not all projects require or would benefit
from completing the entire process, due to the variety of project types and levels of
complexity. The methodology allows some projects to exit the process at different
stages depending on their risk rating and whether they meet certain requirements
at each step. The methodology comprises three phases:

1 Screening and classification: This phase provides an initial overview of the
hazards that could affect a project and the extent to which it may be vulnerable
to them. Accordingly, the review first analyzes the exposure to hazards (using
a Geographic Information System platform with hazard maps for the region,
including 10 relating to climate change). It then analyzes the criticality and
vulnerability of the project and assigns it a disaster risk classification of low,
moderate, or high. This classification servesasafirstalertand determines the
requirements needed to move forward with the next steps.

2 Qualitative assessment: The purpose of this phase is to conduct a qualitative
analysis of disaster and climate change risks, and it initially involves compiling
all implicit and explicit project design and management considerations into
a risk narrative identifying which issues are covered and which gaps remain.
If deficiencies are found, then a formal qualitative method should be used to
assess potential risks and solutions with local experts and stakeholders.

3 OQuantitative assessment: This phase consists of a numerical risk assessment
and preparation of the disaster risk management plan. It involves modeling
vulnerability, hazard, and risk for both the project itself and the surrounding
environment and communities, using scientific and mathematical methods.
To reduce risk, the disaster risk management plan must include both structural
and non-structural measures. This detailed quantitative assessment provides
added value as it places a number on expected economic losses due to
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natural disasters and, more importantly, on the losses (or benefits) avoided by
incorporating risk reduction measures. This quantification of risks and benefits
is used in cost-benefit analyses to evaluate alternatives and their effectiveness,
a key process that is normally used in national public investment systems.

The next chapter looks at how the proper, consistent identification of public budget
spending on climate change can provide information to help improve decision making.
Governments can evaluate how best to spend, taking advantage of the benefits of
green public procurement and ensuring that public budgets are consistent with the
objectives of the Paris Agreement.



Managing Public Spending
on Climate Change

ublic expenditure management is a central issue within the climate agenda.

In the long term, spending should be consistent with decarbonization and

environmental sustainability objectives. In the medium term, it must improve

the resilience of infrastructure and other physical public assets to the impacts
of climate change and reduce social and economic vulnerabilities to disasters. In the
short term, there is a need to avoid waste and reduce the environmental impact of
public sector activities, while also improving the government’s capacity to respond
and provide services in disaster situations.

Identifying, quantifying, and evaluating cross-cutting spending on climate change
helps to increase transparency and improve capacities to assess the quality of spending
and align it with broader development goals. Section 1 of this chapter presents a
synopsis of countries in the region that have begun to quantify climate spending and
incorporate this dimension into the budget management cycle. However, progress
still needs to be made in terms of implementation, which is limited in terms of both
the number of countries and the quality of information generated, its standardization,
international comparability, and integration with economic statistics.

Conversely, the ways in which governments carry out procurement can generate
immediate benefits, reducing operating costs through the more efficient consumption
of energy, water, and materials and providing additional reputational and image benefits
for the government. Furthermore, given the economic weight of the public sector,
sustainable public procurement generates broader benefits in terms of developing
markets for new technologies that can ultimately accelerate changes in consumption
and resource use throughout society. Section 2 of this chapter highlights examples
of positive initiatives in the region and areas in which all countries can benefit, such
as improvements in the regulatory framework, implementation tools, monitoring and
measurement systems, and the evaluation of outcomes and impacts.
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Section 1. Identifying and Evaluating
Public Climate Expenditures

RAUL DELGADO AND ALOISIO LOPES

1.1Relevance of Public Spending to Climate Action

tis essential that the political leverage that finance ministries exert over public
finances be focused on sustainable development as a national priority. Failing this, the
transition to the resilient, net zero emissions economy will be even more protracted.
The necessary transformation requires guidance, and government budgets and
spending on public procurement are powerful tools. Government participation in the
economy represents 20 percent of GDP in developing countries (including Latin America
and the Caribbean)and double that level in the developed countries, at 40 percent
(Izquierdo, Pessino, and Vuletin, 2018). This is recognized in the Paris Agreement, which
includes “‘making finance flows consistent with a pathway toward low greenhouse gas
emission and climate-resilient development” as one of its three objectives.”?
Finance ministries play a central role in both including climate investments in national
budgets and avoiding funding for actions contrary to the objectives of the Paris Agreement.
For example, these ministries can help strengthen national public investment systems
to include sustainability requirements (see Chapter 8). This contribution can also
be reflected in decision-making processes to ensure consistency between budget
expenditures and climate objectives(e.g., by avoiding allocations to activities that
encourage fossil fuel consumption). On this last point, a recent study(Ferro et al., 2020)
finds that five countries (Argentina, Colombia, Jamaica, Mexico, and Peru) allocate
between 1.1 percent and 3.3 percent of their national budgets (Colombia and Peru,
respectively)to actions that help combat climate change in five key sectors included
in their nationally determined contributions (NDCs)(energy, transport, agriculture,
natural resources and environment, and disaster risk management). However, the
range of budget resources allocated to programs and projects with a negative impact
on climate change efforts in these countries and sectors is markedly higher, ranging
from 1.9 percent to 8.6 percent of the total budget (Jamaica and Mexico, respectively).

12 The Paris Agreement aims to strengthen the global response to the threat of climate change, in the context of
sustainable development and efforts to eradicate poverty, and to that end will (a) hold the increase in the global
average temperature to well below 2°C above pre-industrial levels and pursue efforts to limit the temperature
increase to 1.5°C above pre-industrial levels, recognizing that this would considerably reduce the risks and
effects of climate change; b)increase the ability to adapt to the adverse impacts of climate change and foster
climate resilience and low greenhouse gas emissions development, in a manner that does not threaten food
production; and c) make finance flows consistent with a pathway toward low greenhouse gas emissions and
climate-resilient development.
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1.2 Evaluation for Better Spending

Before spending more, Latin American and Caribbean governments may consider
improving the quality of current budget expenditures. More efficient, effective, and
equitable spending can lead to higher growth and a greater impact on national climate
goals. Inrecognition of the fiscal constraints faced by various countries in the region
(IDB, 2020b), the implementation agenda for the NDCs and long-term strategies(LTS)
requires the design of financing strategies that help to reconcile national climate goals
with available fiscal space. The proper identification of budget expenditures affecting
climate change (both negatively and positively)is needed as a first step toward ensuring
that governments and finance ministries can evaluate the efficiency, effectiveness,
and equity of current budget expenditures. Efficiency entails doing things in the best
possible way, both technically (doing things correctly) and in allocative terms(doing
the right things). Effectiveness refers to achieving the expected outcomes, while
equity relates to whether spending leads to equal opportunities (Izquierdo, Pessino,
and Vuletin, 2018). Accordingly, in terms of sustainable development and combating
climate change, the proper identification of climate expenditures in public budgets is
needed for governments to be able to evaluate their main tool for financing the policy
response to these challenges.

To ensure compliance with national goals and international commitments on climate
change, governments will need to make informed decisions. However, most countries,
including a majority of Latin American and Caribbean countries, lack consistent recent
data on climate-related expenditures. As a result, finance and planning ministries are
unable to assess the quality of spending or achieve a more precise understanding
of fiscal risks deriving from climate change. In the region, only Ecuador, Honduras,
Mexico, Nicaragua, and Peru have a budget mechanism, classification, or tagging
system that allows regular, systematic tracking of the volume of budget resources
dedicated to actions with an impact on climate change.

1.3 Identification and Classification of Public Climate Spending:
Progress and Lessons Learned in Latin America and the Caribbean

Climate change budget labeling or tagging is the practice of identifying, measuring,
and monitoring climate-relevant activities and expenditures (World Bank, 2020a). It
can be viewed as a subset of broader statistical labeling and tagging activities that
arrange units of statistical data within standard classification systems. One such
system encompasses the Classification of the Functions of Government (COFOG)
and the Classification of Environmental Protection Activities and Expenditures
(CEPA), which are based on the System of Environmental and Economic Accounting.
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However, current international methodologies and practices for tagging country
climate expenditures have not been designed to connect to or be consistent with
internationally recognized statistical and classification systems(Pizarro et al., 2020).
As shown below, this lack of consistent, connected data limits the use of information
yielded by tagging exercises.

There are currently no internationally agreed tagging methodologies for identifying
climate change-related expenditures in public sector budgets, and this is still an
emerging issue worldwide, even in developed countries (World Bank, 2020a). A
review of the literature and IDB consultations with various countries in the region
suggest that the lack of internationally agreed methodologies has resulted in multiple
practices and methodological approaches that affect the quality and comparability of
information. Internationally, there is widespread use of the Climate Public Expenditure
and Institutional Review methodology (CPEIR) of the United Nations Development
Programme (UNDP, 2015) and the Climate Change Public Expenditure and Institutional
Review Sourcebook (World Bank, 2014). However, there is also a mix of individual
country methodologies that incorporate features and recommendations from the
OECD, World Bank, UNDP-CPEIR, and Climate Finance Group of Latin America and
the Caribbean (GFLAC).

One consequence of the multiplication of practices and methodological approaches
is alack of data consistency and comparability across countries. This can even occur
among sectors within the same country, due, for example, to deficiencies in standards
for reviewing the quality of information (UNDP, 2018; World Bank, 2020a). Differences
in practices and methodologies can be of several types: how climate expenditures are
defined, what is and what is not a climate expenditure, which sectors are included,
what weights are used to estimate the climate relevance of an expenditure, how the
datais classified (disaster risk management, environmental protection, adaptation,
mitigation, mixed, etc.), how the tagging system is applied during budget allocation or
expenditure, and whether subnational government expenditures are included.

1.4 Key Advances in Latin American and Caribbean Countries and
International Lessons Learned

In the last decade, 14 countries in Latin America and the Caribbean have either initiated
or completed some type of monitoring of public spending on climate change or an
evaluation of its quality. However, only b countries monitor these expenses on an
ongoing basis(Table 1). It should also be noted that one-third of the IDB's 26 regional



CHAPTER &4

member countries have some specific budget tagging system or classification relating
to disaster risk management.”

Table 1. Progress toward Identifying and Evaluating Climate Change-Related
Budget Expenditure in Latin America and the Caribbean

Expenditure Quality

Country Tag/Budget Code Negative Impact Tag Evaluation (year)
Argentina _ - No
Barbados No - 2019
Bolivia No - 2015
Chile _ - 2016, 2017
Colombia Partial 2016, 2018
CostaRica

Ecuador 2016

El Salvador 2011, 2015, 2018
Guatemala 2018
Honduras 2017
Mexico

Nicaragua 2015, 2017
Panama

Peru

Source: Authors’elaboration based on a review of country budgets (World Bank Group, 2014; Ministerio de Medio Am-
biente de Pert, 2015; Ferro et al., 2020; Departamento Nacional de Planeacién [ Colombia], 2016; UNDP, 2018).

Echoing practices worldwide, the most widely used methodology or methodological
process in Latin America and the Caribbean is the CPEIR, albeit with important
adaptations. All countries have their own methodological approaches, and in most
countries the tagging or classification systems consist of a mixture of methodological
elements from the OECD (e.g., the Rio markers), World Bank, GFLAC, and UNDP-
CPEIR. Ecuador, Honduras, and Peru stand out as they have climate change budget
classifications, in addition to tags.

13 See Index of Governance and Public Policy in Disaster Risk Management (iGOPP), country reports: https://publi-
cations.iadb.org/es/publicaciones?keys=igopp
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IDB consultations with Latin American and Caribbean countries, together with
emerging evidence from various sources(Ferro et al., 2020; Pizarro et al., 2020; UNDP,
2018; UNDP, 2019; and World Bank, 2020a), highlight five key lessons for the design
and use of climate change budget tagging and classification systems, deriving from
both international and regional experience:

1 Governance arrangements for collecting budget information require greater
efforts to ensure that robust mechanisms are in place to review and validate
the budget information collected. This requires building solid governance
frameworks that define the various processes and responsibilities, not only
for budget departments, but for all participating institutions.

2 Budgets fund priorities that are largely determined before budget allocations
are made. It is therefore essential that countries establish long-term
climate strategies and link them with investment programming within the
framework of national public investment systems. For example, Mexicao's
Ministry of Finance and Public Credit and the Costa Rican Ministry of Finance
are currently developing methodologies to prioritize public investment
programs and projects based on sustainability criteria (and, in the case of
Costa Rica, alignment with its National Decarbonization Plan). (See Chapter 6
for the case of Mexico).

3 Although there is evidence that budget tags and classifications have helped
provide greater insight into government actions on climate change, they
must be integrated into national planning processes in order to enhance their
usefulness and effectiveness. In other words, the data generated must be
able to inform decision making.

4 Rather than waiting to see how the information from climate budget tagging
feeds into decision making, it is essential that these tags serve a clear public
policy objective from the outset—i.e., a priori, information on public climate
spending is required in order to evaluate it and ensure the desired impact.
For example, the Ministry of Finance of Costa Rica is currently building a
climate change and biodiversity budget tagging system based on the National
Decarbonization Plan.

5 Identifying public climate expenditures is not enough, nor should it be an
end in itself. Rather, it is a necessary step in the process of evaluating public
policy responses to climate change. When performing such evaluations, it is
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crucial to connect climate spending data with economic and environmental
information systems and accounts. Because tagging information is not
connected to or consistent with international statistical standards and
classifications, it difficult to extract multiple data sources and connect them
across policy domains. This is a key issue when analyzing climate change
phenomena and evaluating the effective impact of public policy in this area.

1.5 Convergent Work Agenda of Finance and Planning Ministries on
Climate-Related Public Expenditures

The leadership of finance and planning ministries is essential for ensuring that public
expenditures are consistent with national decarbonization goals and increased
resilience to climate change impacts. In light of the lessons learned described above,
itisrecommended that classifications be adopted that are consistent and compatible
with international statistical and classification systems. For countries that have already
implemented tagging systems, the consolidation of experiences by the Coalition
of Finance Ministers for Climate Action provides important inputs to deepen their
initiatives. Countries that have not yet done so have an excellent opportunity to benefit
from international learning and best practices in this endeavor.

At the end of 2019, the IDB proposed a methodology for classifying public spending
on climate change, for discussion by countries in the region. It includes a set of climate
expenditure definitions that form the basis for the proposed classification system, and
itis consistent with existing accounting systems and international classifications. Its
main features include a classification based on criteria of the primary and secondary
purposes of expenditure, addressing the multisector nature of climate actions. It
also includes expenditures for the management of natural disasters associated with
extreme weather events.

As climate change is a cross-cutting issue, the corresponding budget items are
allocated not only to environment ministries, but also to other sector ministries and
agencies, such as energy, agriculture, transportation, infrastructure, housing, and
civil defense. Accordingly, the responsibilities of each participating institution in the
process need to be clearly defined. These may include, for example, responsibilities
during the initial identification phase, validation of the proposed classification system,
integration of the system into the budget, and, subsequently, the execution, collection,
evaluation, reporting, and dissemination of information on climate expenditures.

The implementation of climate expenditure tagging supports the efforts of finance
ministries to improve budget management processes, enhance transparency in public
spending, and link these to broader development objectives. The climate change
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dimension needs to be integrated into the various stages of the budget cycle and into
its management system and tools. Implementation strategies can be gradual, both in
terms of institutional coverage (central government, subnational governments)and
sectors (starting with those most relevant for climate policy) or types of resources
(expenditures with a negative impact, revenue, subsidies). With appropriate adaptations,
tools and processes for identifying climate expenditures can be applied to other issues
such as gender, biodiversity, or the Sustainable Development Goals (SDGs).

Section 2. Introducing Climate Change Criteria
into Public Procurement

JULIANA ALMEIDA, LESLIE HARPER, AND DANIEL SANCHEZ

he following definitions help to clarify what it means to introduce climate
change strategies and perspectives into public procurement (green
procurement):

» United Nations: Sustainable procurement is about combining social and
environmental factors with financial considerations when making purchasing
decisions. Itinvolveslooking beyond traditional economic parameters and making
decisions based on life cycle costs and associated environmental and social risks
and benefits, as well as the broader environmental implications (United Nations
Environment Programme, 2008).

» IDB: Green procurement is defined as the acquisition of goods, works, services,
or consultancies whose results have the least possible harmful effects on the
environment, human health, and safety when compared to other competing and
similar acquisitions (Salazar Cota, Fernandez, and Dalaison, 2018).

Sustainable procurement takes into account environmental, economic, and social
elements that represent multiple benefits for the environment and society as a whaole.
For example, green procurement can allow governments to encourage the construction
of energy efficient buildings and the growth of micro, small, and medium-sized
enterprises, while also fostering innovation.
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2.1 Trends in the Implementation of Public Procurement for Climate
Change

Although there are many ways to implement the aforementioned principles, the most
accepted approach in public procurement involves (i) reducing the consumption of
resources, utilities, and energy; (i) avoiding waste and pollutant emissions; (i) increasing
the quality of goods and services purchased; (iv) protecting biodiversity; (v) reducing
environmental protection costs; (vi)increasing transparency and enabling better value-
for-money analysis of private sector bids; (vii) promoting innovation and green jobs; and
(viii) working strategically with suppliers (OECD, 2015).

Green procurement, which includes procurement with a climate change perspective,
expresses the power of public sector purchasing to create both supply and demand
incentives for the acquisition of goods and services without harmful environmental
effects (Kumar Shakya, 2019).

Table 2. Most Common Areas of Public Expenditure for the Implementation of
Green Procurement

GOODS SERVICES PUBLIC WORKS
Air conditioning Postal services Airports
Fuel Data centers Buildings
Furniture Electricity Ports
Health supplies Food Power plants
Information technology Gardening Prisons
Electricity Consultancies Railroads
Office supplies Furnishings Roads
Paper Software Schools
Vehicles Waste management Water treatment

Source: OECD(2015).
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2.2 Benefits of Green Procurement

Given that public procurement represents between 15 percent and 20 percent of a
country’'s GDP—and up to 30 percent in emerging economies—the potential impact

of green policies in this area is quite high.

Figure 7. Public Procurement as a Percentage of GDP, Worldwide and by Region
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Source: Latin American and Caribbean Economic System (2014).

BRICS: Brazil, Russia, India, China, and South Africa.

There are several reasons why the region’s countries may benefit from incorporating
environmental strategies and perspectives into their public procurement systems,

including the following:

» Fulfilling national policies and international commitments: Green procurement
is a means of both demonstrating alignment with national paolicies in the
area of environmental sustainability and of making progress toward meeting
international goals and commitments. The role of public procurement is so
relevant to climate change that in late 2017, three of the largest existing city
networks (the International Council for Local Environmental Initiatives, the Cities
Climate Leadership Group, and the Covenant of Mayors for Climate and Energy)
announced their interestin supporting sustainable public procurement as part of
their strategies to accelerate implementation of the Paris Agreement.

» Environmental benefits: Green procurement can help mitigate problems such
as deforestation, greenhouse gas emissions, and waste generation. For example,
the European Union estimates that CO, emissions could be reduced by 15 million
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tons per year if the entire European Union adopted the criteria used by the city
of Turku, Finland for purchasing electricity and office equipment (European
Commission, 2016).

Economic benefits: Buying green can generate significant savings for
governments over time, since these inputs use less energy, produce less waste,
and last much longer. Procurement based on environmental strategies and
perspectives takes into account not only the purchase price but also the full
costs of using and disposing of a good, including operation, maintenance, repair,
and disposal (Sieb, 2011). There are three main sources of savings from green
procurement:

1. Medium- and long-term savings that come from taking life cycle costs into
account. For example, equipping an office to be energy efficient will be seen
as an extra cost at first but will save energy in the future.

2. Reductions in the price of green inputs due to expansion of the market. The
public sector can create a market for green products, creating incentives for
the private sector to produce these at a scale that leads to lower prices.

3. Reductions in spending on insurance and legal services required as a result
of pollution-related violations or the use of materials hazardous to health
(European Commission, 2016).

Social benefits: The implementation of this policy also brings benefits such
as improvements in the quality of products and services, which in turn leads to
improvements in occupational health and labor practices (OECD, 2015). Green
public procurement also has a positive effect on job creation. In South Korea, for
example, the Ministry of the Environment introduced legislation to promote green
purchasingin 2005, and to date, 13,000 new jobs have been created in companies
with environmentally sustainable practices (OECD, 2015). There are also health-
related benefits. In Washington State in the United States, it was shown that 6
of every 100 employees became ill after working with cleaning fluids containing
harmful chemicals. This led to expenses of USS725 per employee, in addition to
time off work.
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Box 4. Green Procurement: The Case of Buenos Aires

The City of Buenos Aires produces 20 percent of Argentina's GDP, and
green procurement policies there have had an important impact. The city
introduced its sustainable procurement program in 2012 and currently has
20framework agreements containing environmentalrecommendations orrequirements.
Green spending is in excess of USS100 million, representing more than 60 percent of all
framework agreements.

Spending on framework agreements
(USS million)

$120
$100
$80
$60
$40
$20

Green Without green
procurement procurement

>

Market benefits: Public procurement may become a significant market for green
products and services; to serve it, the private sector will need to adopt more
innovative approaches to production. This will have positive repercussions for
the entire production chain, which will be able to incorporate better innovation,
sustainability, and quality practices into its operations.

Policy benefits: In many countries, there is growing concern for the environment
and the impact that the public sector has on it. By showing greater awareness
of the ecological impact of their decisions, governments can not only increase
environmental awareness among the public, but also demonstrate that they
contribute through initiatives that create a healthier environment for their
citizens. Furthermore, the potential savings from green procurement can be
measured (particularly those obtained by factoring in the total life cycle cost of
a product), leaving resources available for other key public sector initiatives that
can be pointed out to those responsible for developing public policy (European
Commission, 2016).
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2.3 Life Cycle Costing

The most common factor in determining public procurement of a product or service
has traditionally been the initial purchase price. This perspective is directly related
to short-term budget savings, yet there is a growing understanding that the best
value for money does not always flow from awarding contracts to the lowest bidder.
Analyzing and assessing all of the factors associated with operating, maintaining, and
disposing of an asset highlights the existence of additional expenses throughout its
life cycle. These expenses have medium-and long-term budgetary implications and
also generate costs in terms of environmental impact.

Life cycle costing can therefore be defined as an economic assessment that
considers all significant and relevant costs over a period of analysis, expressed
in monetary value. Projected costs are those needed to achieve a given level of
performance, including reliability, security, and availability (Perera, 2009). The idea
behind life cycle costing is that buyers factor in not only the price of an asset when
purchasing it, but also the costs of delivery, installation, start-up, security, operation
(utilities and maintenance), end-of-life (disposal costs), recycling, and remodeling,
among other things (Figure 8). This is a critical component in establishing value for
money—in other words, purchasing decisions must consider the full life cycle over the
medium and long term (International Institute for Sustainable Development, 2015).

Figure 8. Typical Life Cycle Costs to Consider When Procuring a Product or Service

Initial Logistics Operating
purchase cost costs costs

Maintenance
costs

Disposal Legal/security

costs costs

Source: Authors' analysis based on information from the International Institute for Sustainable Development (2015).

Life cycle costing is important for two main reasons. The first is the impact that a
product can have if it is more (or less) efficient in relative terms(e.g., energy saving light
bulbs). The second is that in many countries, the government is the largest source of
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procurement and is therefore in a position to create a local market for green products,
improving their economic viability for the firms that produce them.

One barrier to considering life cycle costs in public procurement has been a
perception of higher costs in terms of environmental assessments and the initial
product price. Other barriers are a lack of political support, minimal capacity to
implement life cycle costing(particularly the evaluation of green goods and services),
and alack of coordination between government officials in the procurement and
environmental protection areas.™

2.4 National and Sector Policies to Promote Green Public Procurement

Several countries have policies to promote sustainable procurement and the use of
green technologies in goods, works, and services. These measures are used to grant
benefits and awards to institutions that adopt sustainable criteria in their procurement.
In some cases, these policies are formalized through specific regulations and/or
requirements for the ecolabeling of certain products.

Likewise, there are international associations that advocate the elimination of certain
materials considered pollutants, such as mercury in medical devices. According to
“Sustainable Public Procurement in Latin America and the Caribbean: Actions towards
implementation”(Organization of American States, IDB, and Inter-American Network
on Government Procurement (INGP), 2020), 20 of the 23 Latin American and Caribbean
countries studied have a regulatory framework for public procurement that facilitates
the implementation of sustainable public procurement. Meanwhile, 21 countries
have carried out implementation actions, 11 have implementation tools, and 4 have
measurement and monitoring systems. Additionally, 3 countries have allocated specific
budget funds for the implementation of sustainable public procurement strategies.
Lastly, 19 of the 23 countries analyzed are aligned with the SDGs.

At the same time, there are a variety of national and international standards that
establish environmental guidelines for products and works, and these are used as
benchmarks for formulating specifications in green procurement bidding documents.
In some cases, national legislation establishes mandatory standards or special
certifications that must be considered. In other cases, they are used as a criterion
for prioritizing proposals during the selection process.

According to a study by the INGP, outstanding work is generally being carried out in
the regionin terms of social and environmental sustainability and support for micro,
small, and medium-sized enterprises (MSMEs) through sustainable public procurement.
For example, countries such as the Dominican Republic and Chile stand out as having

14 See https://ec.europa.eu/environment/gpp/barriers_en.htm.


https://ec.europa.eu/environment/gpp/barriers_en.htm

CHAPTER 4

specific programs to support women-led MSMEs, while Paraguay is a regional leader
in family agriculture.® Other countries such as Costa Rica and Chile are leaders in their
respective sub-regions, followed by the Dominican Republic and Uruguay, which have
also made significant progress. These countries’achievements confirm the feasibility
of adopting sustainability criteria in public procurement processes and of achieving
the objectives set (Organization of American States, IDB, and INGP, 2020).

To successfully implement green procurement in government, the following steps

should be considered:

Preparation phase:

Business case: Verify alignment with national policiesand develop the regulatory,
economic, and financial justifications for adopting sustainability criteria in
government procurement.

Market studies: Build extensive knowledge of the supply of green products and
services, including suppliers with the capacity to develop them. This will allow
identification of the market niches that offer greatest benefits in the short and
medium term, as well as those that need to be incubated for the long term.

Implementation phase:

Integrate green principles: Start by preparing a needs analysis and plan.
Incorporate these into the technical specifications, evaluation criteria, and
contractual clauses of the selected procurement processes.

Training and technical assistance: Design and implement training programs
for public procurement officials, as well as assistance and technical support
programs for suppliers.

Coordination: Create mechanisms for communication and interagency
discussion between the purchasing entity, line ministry, and lead agencies.

Final report of the INGP Workshop “Compras Publicas Sostenibles y Empresas de Triple Impacto”’[Sustainable
Public Procurement and Triple-Impact Businesses], August 12-14, 2019, San José, Costa Rica. Available at
https://secureservercdn.net/198.71.233.44/uly.854.myftpupload.com/wp-content/uploads/2019/07/Report-
workshop-CPS-Costa-Rica.pdf.
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Evaluation phase:

» Information and data: Implement mechanisms to capture and curate data
relating to green procurement processes. This will allow data mining and
business intelligence technologies to be used in future to evaluate and improve
the program.

In the next chapter, the authors describe the types of policies that are required to
generate more sustainable public and private investment. They analyze the need to
develop both long-term planning tools and reforms to national public investment systems
that treat sustainability as a broader concept than environmental sustainability alone.
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Section 1. Sustainable Infrastructure
and Public Investment Management
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nfrastructure is a key driver of economic growth, employment, and improved quality
of life. In the midst of the COVID-19 pandemic and concerns about the growth
prospects of the global economy, infrastructure investment plays an especially
important role, boosting aggregate demand and laying the foundation for future
recovery. It is also a key element in combating climate change, promoting equity, and
boosting sustainable development. According to the World Bank(2020c), approximately
70 percent of global greenhouse gas emissions are generated by the construction and
operation of physical infrastructure. This is clearly part of the problem with regard to
climate change, but also part of the solution. Technological advances have opened up
new opportunities for sustainable infrastructure, especially by reducing the costs of
low-carbon technologies such as renewable energies. In this regard, it is encouraging
to observe a growing desire to prioritize sustainable infrastructure investment as
part of green recovery packages to address the economic impact of the pandemic.
The impact of higher levels of investment in sustainable infrastructure will depend on
the strength of public institutions and fiscal capacities at the national and subnational
levels. This includes, in particular, the ability to develop and manage sustainable
infrastructure project portfolios that include resilience criteria in the project cycle and
are consistent with national decarbonization strategies and international emission
reduction agreements. Furthermore, financial innovation is an integral part of the
transformative nature of the sustainable infrastructure agenda. Mobilizing financing
on a larger scale will require using fiscal space creatively (while still observing fiscal
responsibility rules), leveraging finance to a greater degree, and promoting greater
private sector participation. These are the main topics explored in this chapter, with
the aim of identifying lines of action in the public investment sphere that can be
implemented to promote greater efficiency in sustainable infrastructure spending.
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1.1Challenges and Opportunities in Latin America and the Caribbean

Fulfilling the goals of the Paris Agreement and the Sustainable Development Goals
(SDGs) represents an opportunity to promote a new, more sustainable and inclusive
form of development in Latin American and Caribbean countries. In this context,
public investment in sustainable infrastructure becomes a central element in the
move toward a low-carbon economy.

Sustainable infrastructure includes works and services that have been designed,
built, and operated with sustainability of the entire life cycle in mind, including economic,
financial, institutional, and socioenvironmental (including climate resilience) aspects
(IDB, 2019a). Although there is consensus on the importance of expanding sustainable
infrastructure, one of the main difficulties has been a lack of tools for incorporating
climate action into all phases of the project cycle. This difficulty is the particular result
of the absence of long-term strategies that serve as a reference framework to identify
and program new sustainable infrastructure.

According to recent studies by Armendériz and Contreras(2016), very few countries
in the region have the medium-and long-term planning and policy instruments needed
to provide a framework for proper identification and selection of public investment
projects—especially those for sustainable infrastructure. This deficiency is found in
all sectors and at all levels of government (Equino, 2020)and is even more acute when
it comes to integrating climate change and decarbonization considerations. In Latin
America and the Caribbean, only Costa Rica has published a National Decarbonization
Plan. Mexico has presented its long-term strategy to reduce carbon emissions to the
United Nations Framework Convention on Climate Change, while Argentina, Chile, and
Colombia are in the process of preparing their strategies and plans.

Additionally, weaknesses in planning systems are aggravated by the public sector’s
limited capacity to deal with the contractual, institutional, and technical aspects of
project preparation and execution, as well as the challenges involved in mobilizing
financing to make sustainable infrastructure works viable. In this regard, a particularly
importantissue is the difficulty experienced by countries in the region in incorporating
climate change issues into national public investment systems. Progress in this area
has been partial and limited, in many cases, to pilot projects. Box b highlights the
progress made by Chile and Costa Rica.
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Box 5. The Cases of Chile and Costa Rica

Chile: Integrating Climate Change into the Public Investment System

As part of its efforts to integrate climate change into the formulation and evaluation of
publicinvestment projectsin the National Investment System, Chile has made a number
of advances in terms of developing methodologies and establishing the social price of
carbon. This has made it possible to quantify the impact of greenhouse gases, improve
information for decision making on public spending, support reductions in long-
term emissions, and promote greater investment in climate-resilient infrastructure.
Achievements have included the following:

Complementary Methodology for Assessing Disaster Risk in Public Infrastructure
Projects (2018). The objective of this methodology is to incorporate disaster risk
analysis and assessment into the preparation and evaluation of projects submitted to
the National Investment System. It serves to guide planners, evaluators, and decision
makers regarding the design and execution of infrastructure projects in areas exposed
to threats, taking into account not only their suitability but also possibility of mitigation
or adaptation measures. Details can be found at http://sni.ministeriodesarrollosocial.
gob.cl/download/metodologia-complementaria-para-la-evaluacion-de-riesgo-
dedesastres-de-proyectos-de-infraestructura-publica/?wpdmd|=3158

Updated social price of carbon. Chile first estimated the social price of carbon in
2013, using a proxy value based on the market price of instruments traded under the
Clean Development Mechanism (USS4.05 per ton of CO,). International concepts and
methodologies for quantifying social costs and shadow prices were updated in 2016,
and the United Kingdom's model was selected based on the abatement cost curve
that allowed the country to meet its mitigation goal under the Paris Agreement (an
average value of USS32 per ton of CO,). The National Investment System is currently
working to incorporate the quantification of greenhouse gas-related externalities into
social evaluation methodologies for projects, with the aim of improving their financial
sustainability and reducing emissions. Use of this methodology in the ex ante project
assessment stage has shown that having a social price of carbon allows changes in CO,
emissions to be estimated for public buildings, roads, airports, rural drinking water,
and freight and passenger rail projects. The assessment includes the quantification of
externalitiesassociatedwithincreasesorreductionsingreenhouse gasemissions, which
isimportant for transportation, energy, and waste projects. Details can be found at http://
sni.ministeriodesarrollosocial.gob.cl/download/precio-social-co2-2017/?wpdmdI=2406.
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Energy Efficiency and Social Costs in Buildings (ECSE). The social price of carbon has
also beenincorporated into the social evaluation of public building projects through the
use of energy efficiency measures, and a tool to measure energy efficiency and social
costs in buildings (ECSE) has been developed for this purpose. This software program
supports quantification of the impacts and marginal benefits of interventions and
provides estimates of social returns and energy efficiency in building projects. Details
can be found at http://sni.ministeriodesarrollosocial.gob.cl/download/manual-ecse-
manual-para-el-software-eficiencia-energetica-y-costos-sociales-en-proyectos-de-
edificacion-ecse/?wpdmd|=3322.

Infrastructure Services Climate Change Adaptation and Mitigation Plan 2017-22. This
planwas developed“toaddresstheimpactsof climate changeintheinfrastructure sector
and adapt works for the benefit of the country.” It constitutesareference framework that
establishes climate change adaptation and mitigation guidelines for Ministry of Public
Works departments involved in executing infrastructure works (Roads, Hydraulic Works,
Port Works, Airports, Architecture, Planning, and Coordination of Concessions). The
Ministry is also committed to climate change mitigation and aims to reduce greenhouse
gas emissions in infrastructure works in order to support low-carbon development.
Details can be found at https://biblioteca.digital.gob.cl/handle/123456789/1423

Climate Change Adaptation Plan for Cities 2018-22. Chile's National Action Plan for
Climate Change (PANCC) emphasizes the high degree of vulnerability experienced by
cities. The Ministries of Environment and Housing and Urban Development prepared the
Climate Change Adaptation Plan for Cities, which is to be implemented over a five-year
period. The plan underwent a citizen consultation process, which helped to enrich the
final proposal. Details can be found at https://mma.gob.cl/wp-content/uploads/2018/06/
Plan-CC-para-Ciudades_aprobado-CMS-ene2018-1.pdf

Costa Rica: Managing Disaster Risk in Public Investment

Through its Ministries of National Planning and Economic Policy; Public Works and
Transportation; Agriculture; Environment and Energy; and Housing and Human
Settlements, Costa Rica has made important progress in incorporating climate action
into the planning, programming, and evaluation of the infrastructure and services
investments required by the country. This includes integrating disaster risk analysis
and management into the investment project life cycle as part of implementation
and operation of the National Public Investment System, as well as developing risk
assessment methodologies and tools that ensure greater sustainability and resilience
in public infrastructure works. Achievements have included the following:
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Methodological Guide for the Identification, Preparation, and Evaluation of Public
Investment Projects. This incorporates climate change-related risk elements into the
project cycle. Specifically, it covers analysis of the location of projects, identification
of vulnerabilities, quantification of project risks from natural disasters, analysis of risk
reduction alternatives, and quantification of the costs and benefits of disaster risk
mitigation, among other things. The authorities are currently in the process of including
a gender and inclusion variable. Details can be found at https://documentos.mideplan.
go.cr/share/s/YeyCzwxXTCOIlv-ZdbBC3Bg.

Natural hazard analysis methodology for public investment projects in the profile
stage. This methodologyisapplied during the profile(preinvestment)stage of projectsin
the National Public Investment System, and it includes the use of secondary information,
insights obtained from tools, and site visits. This supports the development of basic
criteria for technical decisions to protect public investments against the occurrence
of natural phenomena. Details can be found at http://www.mag.go.cr/bibliotecavirtual/
H50-5991.pdf.

Loss Module for Natural Disasters. This app has multiple applications for decision
making and also supports various studies on the country’s territorial and sector
vulnerabilities. It makes data available to the public on the economic impact (by
subnational unit and sector) of hydrometeorological and tectonic events that have been
accompanied by declarations of emergency. The purpose of the initiative is to generate
systematized information that serves national planning objectives; provide insight
into regional vulnerabilities and the sector impacts of natural phenomena; and lay the
groundwork for monitoring the effects of climate change in this field. Details can be
found at https://www.mideplan.go.cr/perdidas-ocasionadas-fenomenos-naturales.

Proposed Resilient Infrastructure Decree. The purpose of thisregulation is to establish
general guidelines requiring that institutions executing public infrastructure works
carry out arisk assessment using a multi-hazard approach that takes current scenarios
and projections for climate change and climate variability into account. The decree will
apply to technical and administrative decisions at all stages of the project life cycle, and
itis currently undergoing public consultation. Details can be found at shorturl.at/afqF4.

Since 2008, Latin American and Caribbean countries have invested an average of
over 3.5 percent of annual GDP ininfrastructure. However, studies estimate that the
region needs to invest around 5 percent of its GOP over the next 20 to 30 years to close
its infrastructure gap (Perrotti and Sanchez, 2011; Andean Development Corporation,
2013; Serebrisky et al., 2017). Such investment would require an additional USS100 billion
per year, yet this excludes required investment in climate change mitigation and
adaptation, estimated at around USS30 billion annually (Serebrisky et al., 2017).

In addition to low levels of investment, another reason for concern is the poor
quality of infrastructure and services in the region. Latin America and the Caribbean
ranks below the advanced economies and high-growth Asian economies on the World
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Economic Forum's infrastructure quality indicator. From a public policy standpoint,
this highlights not only a need to mobilize (or reallocate) greater funding for sustainable
infrastructure investment, but also the need to improve the quality of that investment.

1.2 Role of Sustainable Infrastructure Policies

There are four ways in which public policies can promote greater public and private
investment in sustainable infrastructure:

1 Establishing long-term strategies and linking them to investment
programming: The programming of sustainable infrastructure works should
be carried out within the framework of national development strategies and
plans, whether sector-based or of a specific nature (such as decarbonization
strategies). Inturn, the investment programming of sustainable infrastructure
works should be consistent with medium-term fiscal frameworks, as well as
the government's capacity to manage public debt levels that are sustainable in
the medium and long term.

2 Improving the financial policy and regulatory framework: This will involve
changing incentive structures to promote infrastructure that is consistent
with net zero emissions and increases countries’ adaptive capacities. The
actions required to move in this direction include incorporating climate
change variables into the different stages of the project cycle (from ex ante
evaluation to impact evaluation), as well as investment programming and
prioritization processes. The financial policy and requlatory framework must
also be improved to facilitate investment in sustainable infrastructure through
the use of public-private partnerships. The latter will become increasingly
important given that the public sector will be unable to meet all financing
needs and will require private capital.

3 Strengthening public investment management: Public investment is on a
downward trend, exacerbating infrastructure gaps and highlighting the need
to improve the quality and efficiency of investments. This situation should be
addressed by expanding public management capacities in all sectors and at
levels of government. Some of the priority management areas include (i) im-
proving project planning and selection tools by developing baseline studies,
revising project selection criteria(Box 6), and improving investment coordina-
tion and consultation; (ii) improving the instruments that support investment
programming, such as project banks and the preparation of plans or programs



to meet financing requirements;
(iii) expanding project evaluation
capabilities, incorporating the
socioeconomic cost of carbon
into ex ante assessments, estab-
lishing preinvestment funds, and
assessing the risks of natural di-
sasters;(iv)improving project exe-
cution, encouraging the adoption
of low-carbon technologies and
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(NG

Public investment is on
a downward trend,
exacerbating infrastructure
gaps and highlighting

paying due attention to operation
and maintenance aspects as a
means of extending the useful life
of assets; and (v) evaluating the
achievement of project develop-
ment objectives so that required
inputs and good practices are in place for the design of new investments. Box
6 presents the case of Mexico and its initiatives to prioritize public investment
programs and projects based on sustainability criteria.

the need to improve the
quality and efficiency
of investments.

Mobilizing financing: Risk mitigation and other project financing instruments
should be used to leverage resources earmarked for investments in
sustainable infrastructure. Multilateral development banks should play a
key role in drawing in resources from large institutional investors interested
in investing in green projects or projects that eliminate or reduce carbon
emissions. This is particularly important in Latin American and Caribbean
countries, where it is possible to innovate with financial instruments and
deepen the development of domestic capital markets, or where sovereign risk
ratings are attractive to institutional investors. Such is the case of Chile, which
aims to support sustainable development and meet infrastructure needs by
attracting foreign investment into green assets (see Chapter 6, Section 3).
Chile has demonstrated its commitment and international leadership in the
fight against climate change by becoming the first issuer of sovereign green
bonds in the Americas and the first non-European issuer of this type of bond
in Europe.
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Box 6. Mexico's Experience of Prioritizing Public Investment Programs and Projects

According to the economic strategy set out in the General Economic Policy Criteria 2019
(Centro de Estudios de las Finanzas Publicas, 2018), the Mexican government seeks
to (i) increase investment spending on infrastructure, thus encouraging growth and
productivity; (ii) achieve greater savings from the improved allocation of resources; (iii)
improve efficiency and investment returns on factors of production while promoting
peace and reducing violence and corruption; and (iv) promote the development of
human capital among young people. Several of these objectives are consistent with the
National Bevelopment Plan 2019-24, according to which the public sector will promote
job creation through sector programs, regional projects, and infrastructure works,
among other things. The commitment to sustainability and reducing the potential
impacts of infrastructure investments will help the country to fulfill international
conventions such as the Paris Agreement and the United Nations 2030 Agenda for
Sustainable Development.

Given thatinfrastructure investments are one of the priority objectives, the government
intends to encourage the construction of sustainable infrastructure to promote
balanced regional development, sustainable urban development, and logistical
integration and increased interconnectivity. The construction sector has become the
third most important economic activity in the country in recent years, with the greatest
capacity to create jobs. According to the Mexican Chamber of the Construction Industry
(Méndez, 2019), the construction industry contributed a significant 6.5 percent of GDP
to the national economy in 2018. Likewise, for every 10 direct jobs, 5 indirect jobs were
generated in economic sectors related to construction, playing an important role in the
country's economy.

Duetothestrategicimportance of infrastructure investment at the nationallevel and the
focus on promoting sustainable development, the Ministry of Finance and Public Credit
is in the process of adopting a new project prioritization methodology and developing
a taxonomy of sustainability indicators for investment programs and projects. This tool
willhelptointegrate climate change actioninto analysis of the project portfolio, ensuring
that projectsyield social returns and that sustainable public investment is prioritized at
the federal level within the framework of the national public investment system.

The sustainability indicators are beingincorporated into the national investment
system as part of the 2021 programming and prioritization exercise, and they
must be used by all agenciesrequiringarecord or code in the federal investment
portfolio and budget. The mandatory use of standardized sustainability
criteria in cost-benefit analyses will help prioritize projects with the greatest
social, environmental, and economic impact for the country. Given current
circumstances in Mexico, with limited fiscal space and an economic slowdown
caused by COVID-19, it will be important to prioritize projects that support
sustainable economic recovery, creating jobs and leading the transition to an
inclusive, low-carbon, and resilient economy. The following table summarizes
the taxonomy of indicators that must be used in the case of the Ministry of
Finance and Public Credit.
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Taxonomy of Sustainability Indicators for Mexico's Ministry of Finance and Public Credit

Economic and financial sustainability Attributes Metrics

Environmental sustainability Attributes Metrics

Cross-cutting

Social sustainability Attributes Metrics annex

Planning
mechanisms

SUSTAINABLE INFRASTRUCTURE

Institutional sustainability Attributes Metrics

CBA guidelines
[Other]

IDB framework

Source: Authors’elaboration.

In summary, the transition to sustainable infrastructure will become increasingly
important for all Latin American and Caribbean countries and will require the
strengthening of institutional and financial capabilities to develop projects that help
to reduce carbon emissions. Achieving the SDGs and Paris Agreement goals will
therefore require major reforms to strategic planning and investment systems, as this
is the only way to improve the allocative efficiency of investments and close gaps by
making better use of existing resources. Finance and planning ministries will play a
central role in these tasks as the main parties responsible for the financing and quality
of sustainable infrastructure spending.
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Section 2. Green Buildings in the Public Sector

ESPERANZA GONZALEZ-MAHECHA

he use of energy efficiency measures in government administrative, health,
and education buildings represents an important opportunity. Not only does it
help to reduce the costs associated with operating and maintaining buildings,
thus freeing up resources for other priorities, but it also allows governments
to gain credibility in their actions by providing citizens with examples of best practices.
Similarly, given the size of the subsector, any generalized measure adopted in some
countries will have implications for other markets. The implementation of energy
efficiency measures in public sector buildings is also consistent with international
commitments made by the countries, including the Paris Agreement.

Generally speaking, green buildings make mare efficient use of resources such as
energy and water, and they use building materials with less embodied energy during their
life cycle. Green building initiatives have advanced significantly in recent years, mainly due
to the use of energy efficiency measures. In Latin America and the Caribbean, the building
and construction sector was responsible for 22 percent of total energy consumption in
2018, behind only the industrial and transport sectors. In terms of electricity consumption,
the sectoris the largest consumer, accounting for 52 percent of total consumption
(Latin American Energy Organization, 2020). Considering the challenge that the world
faces in terms of reducing emissions to keep temperature increases below 2°C, more
efficient energy use is one of the measures that must be adopted.

Efficiency incentive policies in buildings can create significant fiscal benefits
by reducing spending and increasing revenue. Spending-related benefits include (i)
reduced public sector operating costs and a decrease in resources allocated to energy
consumption subsidies due to the implementation of energy efficiency measures in
government buildings and the most vulnerable residential segments, respectively; and
(ii)areduction in the need for energy supply infrastructure investments due to lower
growth in energy consumption. On the revenue side, the following benefits are of note:
(i) retrofitting of the building stock to improve efficiency boosts property tax revenues
by increasing property values and also generates employment in the construction
sector(crucial in a context of an economic recovery); and (ii) building modernization
helps to develop a market for more efficient goods and services, boosting revenue
from taxes on value added and associated professional services.

An example is the European Union, where budget savings from energy efficiency
policies in buildings were estimated at between USS41 billion and USS55 billion, rising
to USS91 billion to USS175 billion once tax revenues and reduced unemployment
payments were included (International Energy Agency, 2019b).



CHAPTERDS

National and subnational governments in the region have recognized the advantages
of energy efficiency in government buildings. At the national level, for example,
Argentina’'s National Program for the Rational and Efficient Use of Energy in Public
Buildings included a series of measures to be implemented in the short, medium
and long term. Brazil, meanwhile, has mandated the use of the National Energy
Conservation Label in federal public buildings. Some local governments, such as the
city of Bogota in Colombia, have incorporated best practices into building life cycle
regulations(design, construction, operation), as well as the use of renewable energy
in public facilities (Box 7).

Box 7. Three Country Cases: Argentina, Brazil, and Colombia

Argentina’s Program for the Rational and Efficient Use of Energy in Public Buildings
(Ministerio de Energia y Mineria, n.d.)

Decree 140 of 2007 declares the rational and efficient use of energy to be a priority
of national interest. It makes implementation of the program mandatory in buildings
belonging to all national executive branch agencies, and it invites the legislative and
judicial branches, provinces, Autonomous City of Buenos Aires, and municipios to join
the initiative. Annex Il of the decree deals with energy in public buildings and lists the
actions that must be implemented within different time frames. In the short term, it
establishes an energy efficiency system for lighting and mandates training for officials in
best practices forenergy use. Inthe mediumandlongterm, it assigns responsibilities for
implementing the program and includes energy efficiency criteria in goods and services
procurement, among other things. The Ministry of Energy and Mining's Undersecretariat
for Energy Saving and Efficiency is currently in charge of this program.

Brazil's National Energy Conservation Label (ENCE) in Federal Public Buildings
(Governo Federal do Brasil, 2014)

Rule No. 2 of June 4, 2014, issued by the Secretary of Logistics and Information
Technology in the Ministry of Planning, Budget, and Management, establishes rules
governing the purchase or lease of energy-consuming equipment by the federal
administration, as well as use of the ENCE in projects to build or retrofit federal public
buildings. Article 5 of the regulation states that new federal public building projects
must be developed to ENCE Class A project standards, while retrofitting work must
obtain the ENCE Class A label for individual lighting and air conditioning systems.
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Bogota's Ecourbanism and Sustainable Construction Policy
(Alcaldia Mayor de Bogota, 2014)

Bogota's Ecourbanism and Sustainable Construction Policy was adopted in 2014 through
District Decree 566 of 2014, which aims to transform Bogota into a resilient territory that
adapts to and mitigates climate change. The actions adopted relate to new practices in
building life cycles. This covers design, construction, and operation processes that lower
maintenance and energy consumption, promote the use of renewable energies, and
reduce emissions and waste to the greatest possible extent. The technical documents
for policy implementation include the parameters for selecting materials for sustainable
buildings, with priority placed on the use of materials that are regional, recycled, rapidly
renewable, or certified with a green seal, among other requirements. Implementation of
the policy is headed by the District Planning Department, with the support of the District
Secretariats for Environment and Habitat. Decree 631 of 2015 introduces an incentive
scheme for new buildings, including district education and health facilities, that adopt
ecourbanism and sustainable construction measures. Incentives are also provided for
efficient lighting and the use of water conservation fixtures.

There are three types of challenges to introducing energy efficiency measures in
public buildings:

1 Technical: Challenges in this area relate to institutional capacities and
evidence of the effectiveness of interventions. (a) Ensure that public building
managers are aware of the gap between energy consumed in the facility
they manage and the level that could be achieved by implementing specific
conservation measures. Alack of awareness of these gapsisdue toanabsence
of methods for monitoring energy and water consumption. (b) Demonstrate
that there are technologies, methods, and behaviors that can be implemented
to substantially reduce energy consumption or replace it with less expensive
and/or less polluting sources.

2 Budgetary: Public entities often face difficulties in obtaining financing in this
area, as all investments go through prioritization exercises that generally omit
investments in energy efficiency. To overcome this, governments need to
move away from an emphasis on minimum purchase costs by adopting a life
cycle perspective.

3 Legal and institutional: Regulations tend to focus only on the residential
and industrial sectors, for example, and do not extend to public buildings. A
program to implement energy efficiency measures in public buildings should
evaluate the following points: a) a coordination unit; b) a public buildings
database; c) development of a legal tool to encourage implementation of
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the measures, including definition of a scope of action, targets and periods
for generating savings, etc.; d) training for maintenance staff; e) education
for officials working in public facilities; and f) purchases that take energy
efficiency into account (e.g., more efficient light fixtures).

Chapter 6 addresses how financial strategies for climate change can help to
coordinate national climate objectives with investment priorities, attract capital,
enhance the availability of financial instruments, and align public and private financing.
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Financial Strategies for Climate Change
and the Financial System Response
to Climate Change Risks

0 meet climate and sustainable development goals, finance and planning
ministries must effectively assess and determine how to attract capital while
also aligning financing with the investments required on the ground to reap
the benefits of the transition.

As highlighted in Chapter 1, when addressing this transition challenge it is critical
to plan beyond an immediate investment portfolio. In other words, it is important to
consider the major transformations needed to align public and private finances in
support of net zero emissions and climate change resilient development. According to
aspecial report prepared by the Intergovernmental Panel on Climate Change (Masson-
Delmotte et al., 2018), the scale and pace at which country targets need to be achieved
and climate change stabilized requires an approach that encompasses interventions
across all economic sectors, driving investments toward zero emission and climate-
resilient solutions. At the same time, this transition entails risks and opportunities
for the financial sector that need to be mitigated and leveraged, respectively, with a
view to fostering sustainable economic growth.

In this context, countries can benefit from the strategic identification of investment
priorities, financing approaches, and project portfolios, all of which should promote
access to funding through the mobilization of multiple financing sources. Given that
the scale of investment required is beyond the reach of government budgets alone,
change must come from both the public and private sectors. This will not happen by
itself, however. Signaling is required to boost demand in the real economy for low-
emission, climate-resilient investment financing and increase the supply of climate-
compatible finance (Thwaites et al., 2018).



CHAPTER 6

Section 1. Financial Strategies for Climate Change:
From Defining NDC/LTS Goals to Implementing Them

MARCELA JARAMILLO

inancial strategies for the transition can help countries to coordinate the

climate goals and measures set out in national plans (nationally determined

contributions (NDCs)and long-term strategies (LTS)with investment priorities

and roadmaps for action. This, in turn, can facilitate coordination between
different areas of government and clarify options for managing potentially conflicting
objectives, while also making effective use of limited public resources (both domestic
and international) and identifying options for attracting private capital. Examples
include identifying financial instruments, policy, and governance approaches that
enable investment in renewable energy systems, the expansion of electric public
transportation infrastructure, energy efficiency, green buildings, low-carbon agricultural
practices, reforestation, and nature-based adaptation solutions.

A financing strategy is essentially the outcome of a process in which a country
determines what needs to be financed, how it will be financed, who will finance it, and
how to measure compliance with NDC and LTS targets over time (Naidoo et al., 2014),
all taking into account social, economic, and environmental well-being.

Developing a financial strategy could allow countries to achieve the level of granularity
required to, for example:

» Identify and articulate the roles of different decision makers in the government
andfinancial sectorto stimulate discussionand collaboration with the institutions
that traditionally lead the climate agenda, such as environment ministries and the
institutions responsible for planning public finances (e.qg., the finance, economy,
and planning ministries and the central bank).

» Provide greater transparency and signals to the private sector regarding the
focus of available public resources.

» Provide the framework for stakeholder participation, including defining the
role of the financial sector in implementation of the NDCs and LTS, as well as the
joint design of incentives.

» Facilitate consistent and effective access to international resources, for
example, financing from multilateral development banks, the Green Climate
Fund, etc.
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» Introduce climate risk management into national investments and planning, for
example in infrastructure.

> Expand therole of institutional investors with a view to leveraging and expanding
long-term financing.

In general, governments can play three main roles in mobilizing the investments
required to achieve climate and sustainability goals: (i) creating an enabling environment
(policies and regulations) for consistent long-term investments; (ii) using public
budgets and public and private investments effectively, including through dedicated
funds and/or financial intermediaries; and (iii) customizing the application of financial
instruments to mitigate risk (Green Growth Best Practices, 2014).

1.1 Features of a Climate Change Financial Strategy

In light of the above, a comprehensive financial strategy should have four central
elements:

1 Investment plan: This plan should guide and report on the mobilization
of resources in the short and medium term. For the successful delivery of
outcomes, this type of plan should provide clarity regarding investment
priorities(typeandsize ofinvestments)andthecostsandlevelsof technological
requirements, while identifying the necessary public policies and processes,
institutional tools, and know-how. Financing options and preferences should
also be covered, including the desired roles of public finance, the private
sector, and financial intermediaries.

The plan should seek to determine the flow of projects and facilitate the steps
needed to identify and select projects aligned with the country’'s LTS or NDC
targets. Lastly, it should define a roadmap for implementation that includes
milestones and key timelines (which policies, programs, and projects, and
by when). To ensure that an investment plan is reasonable in light of the
implementation of the NOCsor LTS, itmustbe developed with the participation
of therelevant public and private financial stakeholders, with special emphasis
on finance and planning ministries.

2 Actions to align public policies and finances: These include the analysis and
definition of comprehensive policiesandregulationsthat establishastable and
coherent framework. These should provide adequate price signals, eliminate
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market barriers, define mandates and performance standards, align the
triggers for economic growth, and support projects in new markets (Sullivan,
2011). In addition to the immediate investment portfolio, a framework is
required thatis conducive to sustainable development and climate objectives,
including consistency between public investment programs, medium-term
spending frameworks, and fiscal responsibility rules.

While many regulatory and policy updates will be required at the sector level
(e.g., energy reforms, urban planning regulations, updating public transport
concessions, etc.) finance and planning ministries will play a key role in
facilitating coordination among government institutions.

A key role for finance ministries will be to identify opportunities to improve
decision makingon publicinvestments that respondto the country’'slong-term
goals. They will also need to consider integrating climate and sustainability
criteriainto central economic and fiscal policies and across all public financial
management systems.

Actionstoalignthe financial sector: The scale of resourcesneededtoachieve
the objectives of the Paris Agreement exceeds public financial capacities
(see Chapters 1, 2, and b). It will therefore be essential to work with the private
financial sector to align financial resources with countries’long-term climate
and sustainable development objectives. Sustained financing also needs to be
ensured for countries’ climate investment plans and the overall transition to
appropriate zero-carbon and climate resilient development.

There are two main dimensions that need to be developed in the context of the
financial sector and its regulation:

’ Risk management: The financial sector should analyze, include,
consider, and disclose information on climate-related risks and their
socioenvironmentalimpacts. It should also examine activity inthe capital
markets, evaluating their potential use with reference to international
trends in this area.

’ Alignment of financial policies and products: Consideration should be
given to where and how regulators and the financial sector and capital
markets can support and promote investments that help a country to
meet the goals of the Paris Agreement and the SDOGs.
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4 Robust decision making based on a joint design process: Governments
will be more successful in designing and implementing policy and financing
measures when these are integrated with national development programs
and fiscal sustainability frameworks. The same is the case with respect to the
private sector: these measures should be developed in consultation with the
business and financial communities and adapted to address local investment
risks and market constraints (Green Growth Best Practices, 2014). To
demonstrate transparency and build confidence regarding the direction that
investmentsinthe country will take, the overall vision, objectives, and priorities
should be established in close consultation with all relevant public institutions
and national stakeholders, including the private sector. A financial strategy
must also stipulate governance arrangements, with clear responsibilities and
a permanent framework for dialogue, dissemination, and decision making with
stakeholders(Box 8).

Box 8. Financial Strategy for Climate Change in Chile

Chile's Financial Strategy for Climate Change was developed by the Ministry of Finance
and presented by Minister Ignacio Briones at the United Nations Conference on Climate
Change. The strategy is a commitment made by Chile in its first NDC and reconfirmed
in the second in 2020, and it is expected to be part of a new framework law on climate
change (currently under discussion in the Senate). The objective of the strategy is to
coordinate actions to accelerate the flow of resources in support of a resilient and
carbon neutral economy by 2050.

The strategy determines a framework for action organized into three pillars that
provide a coherent umbrella for several of Chile’s existing initiatives and provide clarity
on priority areas for effort. It sets out objectives, progress already achieved, and
specific actions to be carried out in the short term for each of the three pillars, making
it a pragmatic document focused on managing actions.

Example 1. Generating information, data, and analysis to mobilize capital flows con-
sistent with Chile's climate objectives, economic growth priorities, fiscal responsibility,
and sustainable development with a long-term vision. The goal is to generate robust
evidence to inform decision making, as well as periodically evaluate and refine the in-
struments that make up the country’s institutional framework for climate finance.

a) Key advances: Establishment of the institutional framework for coordinating work
with the Green Climate Fund and progress on a methodology to measure public and
private spending on climate change.
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b) Example of short-term measures: Identify investment needs and establish a
roadmap to help implement the long-term sustainable development and climate
objectives defined under the NDC and the vision for carbon neutrality.

Example 2. Promoting the design and implementation of green financial instruments
and fostering markets through cross-sector collaboration. This includes mobilizing
different sources of financing for capacity building and knowledge development
(including multilateral sources).

a) Key advances: Creation and implementation of the green tax and issuance of the
first two sovereign green bonds, for a total of USS2.377 billion.

b) Example of medium-term measures: Evaluate and ultimately execute new sovereign
green bond issues.

Example 3. Strengthening the local financial sector’s understanding, capabilities,
and action on climate change risks and opportunities, in line with international
standards and best practices.

a) Key advances: Creation of the Public-Private Roundtable on Green Finance with
the objective of determining a joint work agenda for the government, regulators, and
financial market institutions to incorporate the risks and opportunities of climate
change.

b) Example of short-term measures: Prepare a Green Finance Roadmap 2020+, as well
as an institutional framework to facilitate implementation of the Green Agreement and
generate synergies as needed.

The strategy includes a governance framework that assigns responsibility for the
actions to be undertaken in the strategy to the Ministry of Finance, with the support
of the Ministry of the Environment, sector ministries, and financial regulators, among
others. Likewise, the strategy recognizes the needforittobealiving, iterative document
that reflects developments in the national context over time. It will therefore be updated
in 2021 to incorporate the multiple policies and initiatives being developed, and from
2025 onwards it will be updated every 5 years as part of the design of new NDCs.

Chile's Financial Strategy for Climate Change is an example of the leadership raole
that finance ministries can play within their respective mandates. It sets out a clear
framework that can contain macroeconomic and fiscal policies, public financial
management, and financial requlation, as well as work required with other stakeholders,
such as sector ministries, the central bank, and supervisors.

It should be noted that the process of developing the core elements outlined here is
notalinear one; rather, it is an iterative process of stakeholder engagement and analysis
that helps to build a sound financial strategy (Naidoo et al., 2014). Furthermore, the
way these four elements are defined can vary from one country to another, as financial
strategies are specific to each country and must respond to their particular context.
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Figure 9. Process for Developing a Financial Strategy for Climate Action
(adapted from E3G)
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Source: Naidoo et al. (2014).

Section 2. Financial Systems and the Risks Posed
by Climate Change

MATIAS GALLARDO AND GIANLEO FRISARI

n September 2015, Mark Carney, then Governor of the Bank of England, officially placed

climate change-related risks on the agenda of financial regulators and supervisors

(Carney, 2015). Later that year, the Financial Stability Board launched the Task Force

on Climate-Related Financial Disclosure (TCFD)with the goal of assisting the financial
system (banks, investors, investment companies, insurance companies, and issuers
of bonds and stocks) to better understand the impact of climate change on financial
markets. In June 2017, the TCFD published its recommendations, which establish an
important framework for the identification, classification, management, and disclosure
of climate risks in financial markets (TCFD, 2017). That same year, eight central banks
and financial supervisors created the Network of Central Banks and Supervisors
for Greening the Financial System (NGFS), with the aim of generating, sharing, and
disseminating knowledge on the impacts of climate change on financial markets, as
well as understanding the role of regulation and supervision and the measures required.
Today, the network has more than 66 members and 13 observers. Only 7 institutions
from Latin America and the Caribbean belong to the Network, representing 5 countries.
In the NGFS's first report (October 2018), the members concluded that climate risks
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are a source of financial risk, and therefore fall under the regulatory and supervisory
mandates of central banks and financial system supervisory authorities.

2.1Progress in Latin America and the Caribbean

In general, financial regulators and supervisors in Latin America and the Caribbean
have not yet explicitly included or addressed climate-related risks in binding financial
sector regulations and/or supervisory measures. This implies that there is significant
work to be done for the region’s financial sector to develop effective and comprehensive
mechanisms to identify, evaluate, manage, and disclose these risks within existing
supervisory and regulatory frameworks. At the same time, a lack of clarity prevails in
both the taxonomy of such risks and the tools needed to manage them.

Despite the differences between climate-related risks and environmental risks
(the former focus on the impacts of the environment and environmental changes on
the project, while the latter relate to the impact of the project on the environment
and its surroundings, e.g., pollution), the management of climate-related risks in
financial markets in Latin America and the Caribbean can build on and leverage existing
environmental and social governance (ESG) risk management practices. These include
criteria and standards, agreements and protocols at the industry level, and binding
regulations. Additionally, given that the concepts of climate-related risks and the tools
for managing them are new to the financial industry and its regulators, it is important
that efforts in the region be based on interaction with international initiatives such
as the TCFD, the NGFS, and others.™

As mentioned above, countries in the region have not yet explicitly included or
addressed climate-related risks in binding financial sector regulations and/or supervisory
measures. However, several countries already have regulatory and self-regulatory
measures for environmental and social risks that can be considered a first step toward
the more explicit regulation of climate-related risks. Based on these regulatory and
supervisory efforts, countries can be classified into three main groups: (i) those with
ESG risk requlations, (ii) those in which supervisory measures have been implemented
or initiated, and (iii) those in which the private sector has implemented or led practices
and efforts (self-regulation)(see Figure 10).

16 The Bank for International Settlements and the International Organization of Securities Commissions have also
created collaborative initiatives for the banking system and the securities markets, respectively, on the topic of
sustainable finance.
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Figure 10. Regulatory and Supervisory Initiatives for Climate-Related Risks in
Latin America's Financial System
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Source: Frisariet al. (2019).
2.2 Sustainable Finance Roadmaps

Governments and regulators may consider a variety of actions for promoting financial
sector participation in the climate resilient economy and the transition to net zero
emissions, including training for financial institutions, analysis and diagnostics of the
sector and its level of preparedness, and even quantitative analysis of the scale of
risk and sector exposure. These actions are not necessarily sequential or linear: they
can occur in any order depending on the country and context. A phased approach is
shown below that could form the basis for a sustainable finance roadmap (Figure 11).

Figure 11. Sustainable Finance Roadmap

» Surveys of ESG practices National dialogues
and climate risk on sustainable
» Supervision statement finance

STAGE1 STAGE 2 STAGE5

» Introduction to the topic Climate risk analysis » Develop information
and international discussions Create green markets and training processes

Source: Authors’elaboration.
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To move forward and help close
knowledge gaps, it is important that
national stakeholders are aware of and
participate in international forums on
sustainable finance (Stage 1). Initiatives
such as the NGFS, TCFD, and the various

financial sector sustainability principles Countries are at different
are a good starting point. In the next stages in the process and
stage (Stage 2), a broader understanding there is no single formula
should be developed of the topic and for promoting

of existing practices at the country the adoption of
level. In this respect, surveys on ESG sustainable practices
and climate risk practices have proven in the financial sector.

efficient tools for identifying information

gaps, the relevance of particular topics,

and opportunities for local financial

institutions to collaborate. Countries such as Chile, Colombia, and Mexico have carried
out such surveys using different measures and approaches. These surveys canin
turn trigger a series of actions or activities such as roadmaps, dialogue processes,
or declarations, depending on the circumstances in each country.

In the case of Chile, a survey conducted by the Ministry of Finance served as an
input into the Green Agreement process and the Joint Declaration on Climate Change
issued by the authorities in 2019 (Ministerio de Hacienda de Chile, 2019b). In Colombia,
the Financial Superintendency issued a supervision roadmap based on the findings
from its survey (Superintendencia Financiera de Colombia, 2019). Mexico's central
bank conducted a very comprehensive survey of financial institutions that yielded
clear recommendations for a new Sustainable Finance Committee established by the
Council for Financial Sector Stability (Banco de México, 2020). All of these actions,
which are generally more qualitative in nature, are especially important for addressing
the issues and raising awareness of the risks. In the case of supervision statements,
these are important signals of transparency to financial institutions regarding potential
developmentsin regulation and supervision. These actions can be followed by more
guantitative efforts, such as specific assessments of climate risks at the market or
sector-specific level (Stage 3).

Despite examples of such efforts in European countries—such as the analysis of
physical and transition risks published by the Central Bank of the Netherlands (Regelink
et al., 2017) and the analysis of scenarios and stress tests by the Bank of England
(2019)—none of the countries in the region have so far carried out a comprehensive
climate risk assessment. There are some initial commitments from the Central Bank
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of Costa Rica, however, concerning the implications of the EI Niflo phenomenon for the
country’s financial sector(Ledn, 2017), and from the Federation of Colombian Insurers,
with a diagnosis of transition risks for the country's insurers (pending publication).

As part of the process of carrying out these surveys and following up on their results,
national dialogues are established in the countries among regulators, supervisors, and
representatives of the financial sector (Stage 4). These dialogues take different forms
depending on the context and have value both as a dialogue between the public and
the private sectors and as a means of fostering discussion within governments. In the
case of Chile, the Green Finance Roundtable was led by the Ministry of Finance and
comprised of all the country’s financial regulators and supervisors, as well as unions
(Ministerio de Hacienda de Chile, 2019a). In the rest of the region, ad hoc dialogues
have taken place through protocols (for example, the Green Protocol in Colombia) or
existing sector associations (such as the Mexican Banking Association and Green
Finance Consultative Council in Mexico and the Brazilian Federation of Banks). Another
example of this phase is the formation of a Sustainable Finance Committee in Mexico's
Financial Stability Council, constituting a tool for institutional dialogue among financial
regulators and supervisors in the country.

Lastly, Stage b may be executed alongside any of the previous stages. The key
component to understanding progress is being able to measure it and having the
ability to address issues. As countries acquire more knowledge and capacity on the
subject, the kind of information, data, and capacities they require will become clearer.

Different countries have started at different stages and there is no single formula
for promoting the adoption of sustainable financial practices within the sector. What
isimportant is to establish a roadmap to assist the sector and its institutions to create
awareness of the topic, build risk management capacities, and establish enabling
conditions to take advantage of new opportunities. A smooth and successful transition
will also require transparency and clarity in this roadmap, as well as continuous dialogue
between regulators and the private sector and the development of instruments and
policies based on consultation.
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Section 3. Instruments for Financing the Transition to Zero
Emissions: Sovereign Green Bonds

GIANLEO FRISARI

n addition to financial regulation and supervision measures, a transition to net zero
emissions requires financial instruments that can leverage the new investment
opportunities created by the realignment of economic systems.

ESG sustainable investment markets have grown very rapidly in recent years, from
USS13.3 trillion in 2012 to an estimated USS30.7 trillion in 2018 (Global Sustainable
Investment Alliance, 2019). In the case of capital markets, debt instruments to finance
sustainable assets aligned with low emissions and/or climate resilience (green bonds)
have evolved from a niche instrument piloted by development banks (first issued in
2007-08 by the World Bank and the European Investment Bank) into a useful investment
instrument for companies, private financial institutions, and also public entities
(including national and subnational governments).

Sovereign governments are new issuers in this market, with the first sovereign
green bonds issued in Poland at the end of 2017 and France in early 2018. In little more
than two years, however, sovereign green bonds have come to represent a significant
portion of the market, with cumulative issuance of more than USS50 billion by a dozen
different countries. These have included both developed countries(e.qg., Belgium,
France, Ireland, and the Netherlands)and emerging countries(e.g., Chile, Fiji, Indonesia,
and Nigeria)(Figure 12).

Figure 12. Global Green Bond Issuance (USS billion)
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Source: Author’s elaboration using data from the Climate Bonds Initiative (2020).
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From afinancial perspective, sovereign green bonds are traditional bonds in which
resources are used exclusively to finance or refinance—either fully or in part—new
or existing budget lines, programs, and projects deemed eligible based on green or
social criteria. They are usually issued in the same way as conventional sovereign
bonds (i.e., by government treasuries), with the important difference that they are
accompanied by a reference framework and verification/certification by an independent
third party, who validates the application of green bond principles.

According to the Green Bond Principles formulated by the International Capital Markets
Association, the reference framework in a green bond program is a comprehensive
document that includes the issuer’s commitments under four main pillars:

» Use of proceeds.

» Selection mechanism for eligible expenditure.
> Management of proceeds.

» Monitoring and disclosure of impacts.

Over time, the market has also developed reference taxonomies (such as the
Climate Bonds Initiative taxonomy[2020]), good practices, and guidelines that have
significantly reduced green bond transaction costs and preparation times. For public
issuersin Latin America, the IDB has a program to assist with the preparation of green
and/or sustainable bonds (IDB, 2019b), with support for potential issuers through an
assessment of appetite, preparation of the reference framework, selection of the
portfolio to be financed, and, lastly, review by an independent third party.

The success of these instruments is due to the growing interest of investors in this
market, as well as the clear benefits for sovereigns of issuing green bonds. There are
four important issues to consider regarding green bonds (Box 9):

» Diversifying the investor base: Especially for issuers in emerging countries,
green sovereign bonds can be a key instrument to attract thematic, sustainable
investors (ESG investors), who are typically unable to buy conventional sovereign
bonds or identify significant volumes of sustainable private investment
opportunities in emerging countries.

» Mobilizing capital for sustainable public investment: The funds raised through
agreen bond issue must be used to finance green public spending (with eligibility
determined by the bond's reference framework).” This creates a direct link

17 Earmarking is used so that the proceeds enter the government's general account with the commitment that an
equivalent amount will be disbursed within a defined time period for public green investments.
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between the appetite for sustainable investment in capital markets and the
opportunities for sovereign entities to prioritize sustainable public projects and
expenditures that also help them meet their climate commitments (for example,
their NDCs).

» Creating national sustainable financial markets: Due to their size and impor-
tance, sovereign issuers have the potential to be role models for other national
public and private issuers, who can take advantage of the interest created in
the market and the identification of eligible sectors in the sovereign reference
framework.

» Creating transparency in the management of funds: According to the Green
Bond Principles, the issuer uses the reference framework to set out eligible
expense categories, fund management mechanisms, and result and impact
indicators for activities financed by the green bonds. This level of transparency,
higher than for conventional sovereign bonds, can generate confidence in an
emerging market and mitigate risk perceptions.

Box 9. Chile Issues the First Sovereign Green Bond in the Americas

Chile's sovereign green bonds, issued in June 2019, were the first to be issued in the
Americas. The country published its framework in May 2019, securing certification under
the Climate Bonds Initiative and independent verification by Vigeo Eiris in preparation
for the first issues (Ministerio de Hacienda de Chile, 2019): USS1.418 billion on 17 June and
€861 million on 25 June. Chile returned to the market in 2020 for additional green bond
issues under the same reference framework, raising a total of more than USS6.2 billion in
the capital market.

Chile's sovereign green bonds are in keeping with various commitments and climate
policies adopted by the country. They are seen as a key financing instrument for
achieving the emission reduction commitments in its NDC, as well as one of the core
instruments in the country’s National Climate Change Financing Strategy.

Consistent with international best practices, Chile's sovereign green bond framework
identifies six sectors eligible for funding—clean transportation, energy efficiency,
renewable energy, natural resources and land use, water management, and green
buildings— and lists a number of results and impact indicators for each one. Finance
ministries could strengthen public investment management by incorporating
sustainability criteria into assessment and prioritization processes (see Chapter b),
making it easier for them to identify eligible sustainable investments as part of green
bond frameworks.
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Chile’s bond issues can be considered highly successful for several reasons:

Investor interest: The issues were very well received in the market, with high levels of
oversubscription and a very favorable price for the issuer. The 2019 and 2020 issues
achieved the lowest interest rates ever paid by Chile on its long-term bonds.

Investor diversification: Most of the bonds were bought by European and North
American ESG investors (55 percent of the total), who were most likely buying their first
sovereign bond from Chile.

Interministerial dialogue: Preparation of the green bond allowed a transparent dialogue
between the Ministry of Finance and the sector ministries (particularly transportation,
environment, publicworks and energy). It provided clarity regarding project prioritization
and the financing measures for many sector policies (e.qg., the National Electromobility
Strategy, Energy Sector Mitigation Plan, and Mitigation and Adaptation Plan for
Infrastructure Services).




Sustainable Economic Stimulus Strategies
in the Wake of the Covid-19 Pandemic

HUASCAR EGUINO, MARCIA BONILLA-ROTH, ALOISIO LOPES, AND RAUL DELGADO

ne of the consequences of the COVID-19 pandemic has been the reductionin
greenhouse gas emissions during 2020. This is a transitory effect, however,
and the net impact of this reduction will be determined by future spending
and investment decisions. The characteristics of the economic recovery
packages will determine whether investments remain brown—i.e., dependent on fossil
fuels—or become green, promoting a greater reduction in the greenhouse gas emissions
generated by economic activity. Accordingly, it is important that economic recovery
packages include actions to address climate change, while also contributing to other
priority objectives such as economic growth, poverty reduction, and job creation.
The characteristics of recovery packages in Latin America and the Caribbean will
differ depending on the macroeconomic conditions and fiscal space in each country,
as well as their institutional capacity to incorporate climate actions into development
strategies and fiscal policy. This chapter presents a series of reflections that it is hoped
will serve as inputs for designing and implementing economic recovery packages. It
begins by recognizing the complexity of the challenges and the need of countriesin the
region to boost economic growth, equity, and job creation while urgently addressing
the risks associated with climate change.
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Section 1. Sustainable Economic Recovery in the Wake
of the COVID-19 Pandemic

1.1Investing for a Sustainable, Equitable, and Resilient Economic
Recovery

ecent economic estimates indicate that GDP in Latin America and the Caribbean

contracted by 7.4 percent during 2020: the largest decline in almost two

centuries(Cavallo and Powell, 2021) and the largest of any region in the world. In

addition to the emergency measures associated with the COVID-19 pandemic,
governments will have to adopt significant fiscal measures to reactivate public
investment and reverse the impacts on employment, human capital, and productivity
(International Monetary Fund, 2021). In addition, there are two important trends:
investments are lower than in other regions and are of limited efficiency (Izquierdo,
Pessino, and Vuletin, 2018).

The economic impact of the pandemic has created pressure to increase public
investment to accelerate the economic recovery and boost employment. However,
deteriorating fiscal balances and rising debt mean that most countries in the region
will have little fiscal space to increase investment (Pineda, Valencia, and Andrian, 2020)
(Figure 13). Governments will therefore have to improve the quality of their projects by
prioritizing sectors that generate employment, reduce inequality, support the transition
toward the decarbonization of economies, and increase their climate change capabilities.

Figure 13. Required Fiscal Adjustment and Debt Levels in Latin America and the
Caribbean (as a percentage of GDP)

8 0 ® Countries with RFA>0 © Countries with RFA<QO
, BOL
6
5 GUY
o
s * NIC Kt
5 3 TT0  CRI
& ’ .URY ’ %
< 2 o Ecue  BHA
“ Tppy & eN ®
ooPER DOM BLZ JAM BRB
0 ——6TM oo!1EX
-1 coL
-2
20 30 40 50 60 70 80 90 100 1m0 120
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Two of the main measures for optimizing investment in response to the economic
impacts of the pandemic are improvements in the strategic framework for identifying
investments and the use of technical criteria to better prioritize the use of resources.
With respect to the first, it isimportant that countries make use of their decarbonization
and adaptation strategies or, if they do not yet have these, that they adhere to the
principles that generally govern them. (See Chapter 1, Section 1.1, for the role that
long-term strategies play as tools to help countries avoid investments that can trap
them into high carbon-emission pathways and create stranded assets). Based on this
reasoning and these principles, project selection criteria should be used to prioritize
projects that contribute to decarbonization, climate resilience, job creation, and equity
(Saget et al., 2020). As mentioned earlier, this involves avoiding fossil fuel-intensive
investments (see Chapters 2, 4, and 6) and reducing the risk that countries will be
trapped with stranded assets that would generate higher costs for their economies
(see Chapter 2, Section 3). Accordingly, it is important that investment be considered
in the following sectors in the post COVID-19 recovery phase, consistent with strategic
frameworks for decarbonization and adaptation:

»  Renewable energy: Renewable energy is more labor-intensive than fossil fuel-
based industries, and investments in this sector—together with smart energy
grids designed to meet large-scale demand—therefore support decarbonization
and reduce air pollution while also generating employment (International Labour
Organization, 2012). Indeed, an econometric study of government spending on
renewable energy shows that it creates five more jobs per USST million invested
thanspendingon fossil fuels(McKinsey & Company, 2020). Additionally, renewable
energy sources are becoming cheaper, as shown by recent experiences in Chile,
Mexico, and Peru. According to data from the International Renewable Energy
Agency, distribution companies in these countries purchase solar energy for as
little as USS0.03 per kilowatt hour, a lower price than for other energy sources
(IRENA, 2020).

» Transportation: Given its high dependence on fossil fuels, transportation is
one of the four main sectors responsible for greenhouse gas emissions in Latin
America and the Caribbean. Fortunately, the price of renewable energies is
increasingly competitive, and it is estimated that by the middle of this decade
the cost of electric vehicles will be similar to those with internal combustion
engines—albeit with wide variations between regions (Bloomberg NEF, 2020). In
a context of recovery measures, it is therefore essential to include investments
that favor the electrification of transportation, expansion and efficient use
of public transportation, and construction of bicycle and mass transit lanes,
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among other things. As shown in the case of Costa Rica (see Box 10), this type
of investment generates important economic benefits due to improvements in
health and productivity, as well as accidents avoided.

Box 10. Costs and Benefits of the Decarbonization of Costa Rica’s Transportation
Sector

Costa Rica's Decarbonization Plan sets out ambitious goals for the transportation
sector, including the electrification of 85 percent of the public fleet and 95 percent of
the private fleet by 2050. Progressin the emissions reduction plan for the transportation
sector progresses will yield significant benefits (Godinez et al., 2020):

(i) Reduced emissions, leading to health savings.
(ii) Reduced traffic congestion, resulting in productivity gains.
(iii) Fewer accidents due to a smaller private vehicle fleet.

(iv) Improvement of the trade balance due to lower fuel imports.

Implementation of the plan in the transportation sector will yield net benefits of
USS20.6 billion for the country by 2050 (about 35 percent of the country's current GDP),
as follows:

« Lower net financial costs of USS3 billion. While the capital costs of the transportation
sector investments required to meet plan objectives are USS26.7 billion higher in the
period to 2050, this will be more than offset by lower operating costs of USS29.7 billion.

- Net economic benefits of USS17.6 billion. These benefits flow from improvements in
health and productivity, as well as accidents avoided.

>

Digital infrastructure: The accelerated deployment of high-speed digital
infrastructure has multiple economic and social benefits, particularly in periurban,
rural, and disadvantaged regions. It also supports broader decarbonization goals—
for example, by reducing the demand for population travel or commuting. Work
from home and video conferencing will remain at high levels after the pandemic
crisis, and this type of investment is therefore expected to accelerate strongly,
generating significant economic benefits. In the case of government services,
digital procedures are faster and reduce costs for both the government and citizens
by lowering the duration and number of trips to government offices. The costs of
digital transactions are 1.5 percent to 5 percent of those associated with in-person
transactions. Completing an in-person transaction takes 5.4 hours on average and,
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in 25 percent of cases, requires three interactions or more. Digital procedures are
74 percent faster than in-person ones (Roseth, Reyes, and Santiso, 2018).

Land use planning: Investments in urban infrastructure should be prioritized
using land use plans that optimize the benefits of higher density and economic
productivity (geographic concentration of companies and increased density in
employment and trade chains). These investments minimize externalities such
as congestion, carbon and pollutant emissions, and exposure to the effects of
climate change. The spatial organization of cities influences energy consumption
and carbon emissions from transportation and construction. According to the
OECD (2010), for example, Japan’'s urban areas are five times denser than those
of Canada, and per capita energy consumption is 40 percent lower. In other
words, land use planning helps to (i) optimize investments in mass transit and
non-motorized transportation infrastructure; (ii)improve the location of housing,
infrastructure, and services; and (iii) facilitate conservation and better risk
management in the event of natural disasters, among other things.

Energy and water efficiency of buildings and housing: Investments to improve
the energy and water efficiency of buildings and housing yield multiple benefits
because they are labor-intensive, reduce energy costs, and lower emissions. This
type of investment is particularly important for the public sector, which could
reduce operating and maintenance costs by certifying government building
compliance with energy and water efficiency standards. It is also important
to invest in the conversion and
retrofitting of buildings to improve
their functionality and achieve
more efficient resource use. The
building and construction sector was
responsible for 22 percent of total
energy consumption and 52 percent

of electricity consumption in Latin Accelerated deployment
America and the Caribbeanin 2018. In of high-speed digital
Brazil, where this consumption grew infrastructure has multiple

by 1.6 percent per year between 2000
and 2016, the adoption of energy
efficiency measures would curtail
consumption growth by 30 percent
by 2050 (see Gonzalez-Mahecha et
al., 2019)(Section 3, Chapter b).

economic and social benefits
and also supports broader
decarbonization goals.
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» Solid waste: Integrated solid waste management strategies can also help save
resources, generate jobs, and boost the circular economy. Many cities in the
region have demonstrated the multiple benefits of solid waste reuse andrecycling.
Waste clean-up programs, including the decontamination of soil, waterways, and
oceans, also offer opportunities for job creation and improved quality of life.

» Natural infrastructure: In several countries in the region, deforestation and
land degradation are among the main causes of food insecurity and poverty, as
well as carbon emissions and loss of biodiversity. Investments in nature-based
solutions—such as reforestation, watershed and coastal ecosystem restoration,
and the creation of ecological corridors—help to improve water reserves and
water supply, flood and landslide control, biodiversity conservation, and carbon
retention (Cavallo, Powell, and Serebrisky, 2020). These investments can be
implemented rapidly, are low cost with high employment generation capacity,
and are suitable for a context of urban expansion, environmental degradation,
and growing water demand. Likewise, it is important to invest in drainage and
sewerage systems that are resilient to changes in rainfall patterns.

» Food safety: The pandemic could lead to increased food insecurity in the region,
due to factors such as loss of income, increased price volatility, and disruptions
in food production and the food supply chain. Investments in programs to ensure
sustainable production, improvements in logistics chains, and food availability
can helptoreduce theimpact of the pandemic on the most vulnerable populations
while generating employment.

» Infrastructure for natural disasters: Latin Americanand Caribbean countriesare
particularly vulnerable to the impacts of an unpredictable and changing climate,
in the form of significant economic damage and human losses. However, there
is evidence that climate-resilient investments not only help to avoid or minimize
future damages, but can also generate benefits that exceed costs by a ratio of
as much as 10:1(Global Commission on Adaptation, 2019). Likewise, returns on
investments to protect against disaster risks exceed USS4 of avoided losses for
USST invested (Kull, Mechler, and Hochrainer-Stigler, 2013; Mechler, 2016; MMC,
2015; Moench, Mechler, and Stapleton, 2007; United Nations Office for Disaster
Risk Reduction, 2011).

It is important to note that in order to boost these investments, governments

need to improve the strategic frameworks used to identify green investments and
apply technical criteria to achieve better project prioritization (Cavallo, Powell, and
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Serebrisky, 2020). With respect to the former, it is important that countries develop
decarbonization strategies that set out the economic benefits of the transition to
low-carbon activities clearly and transparently. As regards the latter, project selection
criteria should favor sectors that contribute to decarbonization while generating jobs
and improving equity.

1.2 Financing Sustainable, Equitable, and Resilient Economic
Recovery

Financing strategies identify and foster access to resource flows that support a
country’s transition to the low-emission, climate-resilient economy (Chapter 5). This
involves designing financing programs that are compatible with medium-term fiscal
frameworks and include multiyear projections of resource demand and financing from
public and private financial entities (both national and international). As explained
in Chapter 6, a robust financial strategy for climate action is the result of a process
by which a country determines what needs to be financed, how it will be financed,
who will finance it, and how the attainment of climate targets will be measured.
Countries that lack such a financial strategy still have time to use this approach
when designing and implementing post-Covid economic recovery packages.

Additionally, financing mechanisms and instruments should be identified to mobilize
resources in a sustainable and scalable way to meet international commitments and
achieve the objectives of national climate change palicy. To this end, governments
should consider arranging and/or developing financial instruments, accessing
funding sources, structuring attractive investment opportunities for the private
sector in areas relating to sustainable recovery, and promoting risk transfer and
insurance mechanisms.

The following are examples of financing instruments that could be used to finance
activities relating to recovery and the transition to the zero-carbon economy:

A Climate/green bonds: As noted in Chapter 5, the green bond market has
grown steadily and within a relatively short space of time, demonstrating its
importance to the wider capital market. In the region, Chile has demonstrated
both its commitment to combating climate change and its leadership in
green financing by becoming the first issuer of sovereign green bonds in the
Americas and the first non-European issuer of a sovereign green bond in
Europe. Chile achieved several milestones with this innovative transaction,
including the lowest rate obtained in both currencies, low spreads, record
demand, and an expansion of its investor base to include those with green
mandates(Chapter 5, Section 3). Increased issuance of such bonds, especially
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by developing countries, would help unlock cross-border financing for climate
action. Catastrophicbondsrepresentanotherpossible source of financing, the
purpose of which is to secure budgetary resources for specific reconstruction
projects. These have been used by the Mexican Fund for Natural Disasters.

B Debt-for-climate swaps: Debt-for-climate swaps consist of the sale of a
foreign currency debt to an investor, or forgiveness of a debt by a creditor,
in exchange for investment of the debt relief in climate change-related
activities. Adjusting the approach could allow debt swaps to provide financing
for climate action, including mitigation and adaptation measures. A debt-for-
climate swap does not necessarily put more resources at the disposal of a
government (especially in the case of highly indebted countries), yet a properly
designed swap can create fiscal space to mobilize more domestic savings for
climate change-related investments. In Latin America and the Caribbean,
Costa Rica has carried out several debt-for-nature swaps, and in 2020, the
10th call for projects was launched under the U.S.-Costa Rica Debt-for-Nature
Swap program (Forever Costa Rica Association, 2020). Several conservation
projects are expected to be financed as a result of these swap operations,
especially those that include direct actions to mitigate the impact of the
COVID-19 pandemic on biodiversity and the livelihoods of communities.

C Insurance and guarantees: Insurance is a risk transfer mechanism
that provides resources for climate-related disasters and transfers the
responsibility for losses to capital market investors. Insurance products play
a critical role in risk management, and their use can be promoted in green
assets, reinsurance for high-risk assets, and sovereign catastrophic risk
plans. Likewise, two forms of guarantees can be used: (i) commitments to pay
adebt related to a climate change activity, or (i) instruments to improve credit
profiles when structuring sustainable infrastructure projects.

Another mechanism is risk-sharing funds, such as the Caribbean Catastrophe Risk
Insurance Facility, which was established in 2007 as a risk pool for several countries.
The Facility operates as an insurance company controlled by its member countries,
and it offers insurance policies for hurricanes, earthquakes, excess rainfall, and the
fishing sector. It allows countries to purchase coverage similar to business interruption
insurance, providing them with immediate liquidity in the event of a natural disaster.
The financial structure of the insurance instrument allows the Facility to provide
countries with tailored coverage at a significantly lower cost than in the financial
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markets. It limits the financial impact of natural disasters and provides fast-disbursing
short-term liquidity to the 22 member countries.

Multilateral development banks can also play an especially important role by
supporting the implementation of financial instruments and mechanisms and/or
providing direct financing (contingent credit lines, loans, and guarantees for both the
public and private sectors). The MDBs also occupy a privileged position in terms of
their ability to channel resources and technical assistance to help countries develop
financing strategies for recovery and the transition to the zero-carbon economy.
Lastly, these institutions maintain links with all relevant stakeholders in the public and
private sectors, civil society and social organizations, thus facilitating the consensus-
building needed to develop climate change financing strategies.
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Natural Disaster Risk Management
and Climate Change

he Sendai Framework for Disaster Risk Reduction, approved by the United

Nations General Assembly in 2015, is the global blueprint for disaster risk

management (DRM) and it has been signed by every Latin American and

Caribbean country. The second priority listed in the agreement is to strengthen
disaster risk governance for better disaster risk management. Governance refers
to the capacity to govern a public problem, as manifest in continuous and stable
management not only by governments and public administrations as a whole, but also
by sector and private stakeholders in a country. As the capacity to govern a public
problem increases, there should be an observable increase in the effectiveness of
the adopted decisions and implemented policies, thus helping to prevent a greater
number of negative consequences that result in the event of a disaster.

The Index of Governance and Public Policy in Disaster Risk Management (iGOPP),
developed by the IDB in 2012 (IDB, 2015), is made up of 245 indicators that reflect the
regulatory, institutional, and budgetary conditions required for effective public DRM
policy. Conceptually, the iGOPP is divided into two dimensions: (i) governance from a
DRM perspective, and(ii) the phases of public policy (see Table 3).

The DRM dimension is broken down into six components:

' General governance framework for DRM: This refers to the regulatory
foundation for organizing and coordinating DRM, including regulations,
resource availability, and the creation of satisfactory arrangements for
information and citizen participation, as well as mechanisms for monitoring,
evaluating, and following up on these processes.

' Risk identification and knowledge: This process focuses on understanding
the origins, causes, scope, frequency, and possible evolution of potentially
dangerous phenomena, as well as the location, causes, evolution, and



ANNEX

resilience andrecovery capacity of exposed socioeconomic groups. It includes
preliminary analysis of the consequences of disasters.

Risk reduction: This process focuses on minimizing vulnerabilities and
risks in a society with a view to preventing or mitigating the adverse impact
of hazards, all within the broader context of sustainable development. The
iGOPP conceptual framework refers to the need for a requlatory, institutional,
and budgetary framework that facilitates timely and adequate intervention to
address the causes of vulnerability.

Disaster preparedness: The objective of this process is to plan, organize,
and test society's disaster response procedures and protocols, thus ensuring
adequate and timely assistance for those affected. Preparedness involves
monitoring events, determining risk scenarios, and planning, organizing,
training, resourcing, and simulating the actions that must be carried out
in the event of an emergency (alert, evacuation, search, rescue, relief, and
humanitarian assistance).

Recovery planning: This ex ante process focuses on preparing for the
rapid restoration of acceptable, sustainable living conditions through the
rehabilitation, repair, or reconstruction of infrastructure, goods, and services,
as well as the reactivation or promotion of community economic and social
development. Levels of risk must be reduced compared to those before the
disaster. The iGOPP conceptual framework refers to the need for a governance
framework that facilitates the planning of mechanisms to restore livelihoods,
basic services, and infrastructure in a way that reduces improvisation,
inefficiencies, and ineffectiveness in post-disaster recovery processes.

Financial protection: This process seeks the optimal combination of financial
mechanisms or instruments for risk retention and transfer, with a view to
accessingeconomicresourcesinatimely mannerafteradisaster. This, inturn,
improves disaster response capabilities for both minor, recurring events and
large, infrequent disasters, and also protects the government’s fiscal balance
(Ghesquiere and Mahul, 2010). The iGOPP conceptual framework refers to the
need for a reqgulatory, institutional, and budgetary framework that allows for
the design and implementation of an adequate structure for disaster risk
retention and transfer.
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The “phases of public policy” dimension is divided into three main steps:

. Inclusion in the government agenda and policy formulation: The inclusion of
DRM in the government’s agenda demonstrates recognition and acceptance
of the public problem, a commitment to solving it, and the level of political
and social pressure received by government institutions. The iGOPP analyzes
this step by verifying the existence of appropriate legal frameworks for DRM
or, alternatively, inclusion of the topic in sector and subnational regulations. It
addresses this at three levels: (i) central policy coordination and articulation,
(i) definition of sector responsibilities, and (iii) definition of subnational
responsibilities.

. Policyimplementationphase: TheiGOPPanalyzesevidence ofimplementation
by verifying the actions carried out or resources allocated to the parties
responsible for implementing the various components of DRM policy across
the different levels of government.

. Policy evaluation phase: The iGOPP analyzes the policy evaluation stage
throughverificationof the existence of controlandaccountability mechanisms,
as well as arrangements for information and citizen participation.



ANNEX

Table 3. Conceptual Matrix of the Index of Governance and Public Policy in Disaster
Risk Management (iGOPP)

Public Policy 1
Phases Inclusion in the Government Agenda
\ and Policy Formulation
Central policy Definition Definition of
Components of R -
EN coordination and of sector subnational
u . articulation responsibilities responsibilities
Reform in DRM
General
governance GF-1A GF-1B GF-10
framework for
DRM (GF)
Risk
identification RI-1A RI-1B RI-1C
(RI)
Risk reduction
(RR) RR-1A RR-1B RR-1C
Disaster
preparedness DP-1A DP-1B DP-1C
(DP)
Recovery B B B
planning (RP) RP-1A RP-1B RP-1C
Financial FP-1A FP-1B FP-1C
protection (FP)

Source: Authors'elaboration.
DRM: Disaster Risk Management

Each of the cells in the iIGOPP conceptual matrix(Table 3) contains a variable number
of indicators that measure the verifiable existence of governance conditions for each
DRM component and policy phase.

With respect to the components of DRM, Figure 14 shows that the Latin American and
Caribbean countries perform best in the categories of general governance frameworks
and disaster preparedness, scoring 49 percent and 38 percent, respectively. The
lowest scores are for financial protection and recovery planning, at 19 percent and 18
percent, respectively.
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Figure 14. iGOPP Scores in Latin America and the Caribbean, by Disaster Risk
Management Component
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With respect to public policy phases, Figure 15 shows that progress in the Latin
American and Caribbean countries has been most significant with respect to central policy
coordination and articulation (42 percent)and the definition of subnational responsibilities
(37 percent). This reflects the fact that countries generally have national DRM requlations
with a series of recommended features, such as a comprehensive approach to disaster
risk (including both response and prevention)and coordination across different levels of
government. Meanwhile, decentralization regulations usually subnational governments’
responsibilities in the area of DRM. In contrast, the iGOPP results point to substantial gaps
in the areas of policy implementation (18 percent), the definition of sector responsibilities
(29 percent), and policy evaluation and accountability (31 percent).

Figure 15. iGOPP Scores in Latin America and the Caribbean, by Public Policy Phase
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