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EXECUTIVE SUMMARY

In a historic breakthrough for the multilateral system, the International Monetary Fund (IMF)
approved the global allocation of $650 billion in Special Drawing Rights (SDRs)—the inter-
national reserve asset issued by the IMF—to support liquidity and foster the resilience of the
global economy in the wake of the COVID-19 pandemic. While unprecedented in its scope,
this allocation of SDRs still falls short on two main counts. First, the amount allocated pales
in comparison to the resources necessary for achieving shared climate and development
goals, not to mention the estimated $2.5 trillion required by emerging market and developing
countries to meet their immediate liquidity needs in the face of COVID-19 (Georgieva, 2020;
UNCTAD, 2020). Second, due to quotas informing the IMF's decision-making structure, the
allocation of SDRs has, so far, been largely channeled to high and some middle-income coun-
tries that do not face the liquidity bottlenecks that other countries do, of which SDRs can
uniquely address.

In June 2021, the G7 pledged to mobilize a global re-channeling of $100 billion of SDRs for
countries most in need of resources to address the COVID-19 pandemic, stabilize their econ-
omies, and mount a green and global recovery that is aligned with shared development and
climate goals (G7, 2021). This is a step in the right direction; however, the scale of finance
needed to decarbonize and build climate resilience suggests substantially more resources will
be necessary.

This policy brief by the newly established Task Force on Climate, Development and the IMF
outlines the core objectives, modalities, eligibility and scale that should form the core of the
proposed Resilience and Sustainability Trust (RST). Sustained re-channeling of new SDR issu-
ances into such a Trust could form an essential part of the climate and development finance
landscape in emerging market and developing countries.

The policy brief proposes that an RST should have three overarching climate-related objectives:

= Provide capacity for countries to respond to climate shocks without significant increases
in debt burdens.

» (Catalyze low-cost financing and capacity building for poorer, climate vulnerable countries
to build climate resilience and adaptation strategies.

= Enhance the ability of emerging market and developing countries to mobilize longer-term
financing for just transitions to low-carbon growth paths.

Furthermore, opportunities for the climate-related aspects of an RST include:

= Short-term financing for responding to climate shocks.
* Longer-term financing for capacity building, resilience, adaptation and just transitions.

= Broad eligibility and sustainability of the RST.

To learn more about the Task Force on Climate, Development and the International Monetary Fund,
visit gdpcenter.org/TaskForce



INTRODUCTION

In a historic breakthrough for the multilateral system, the International Monetary Fund (IMF)
approved the global allocation of $650 billion in Special Drawing Rights (SDRs)—the inter-
national reserve asset issued by the IMF—to support liquidity and foster the resilience of the
global economy in the wake of the COVID-19 pandemic. While unprecedented in its scope,
this allocation of SDRs still falls short on two main counts. First, the amount allocated pales
in comparison to the resources necessary for achieving shared climate and development
goals, not to mention the estimated $2.5 trillion required by emerging market and developing
countries to meet their immediate liquidity needs in the face of COVID-19 (Georgieva, 2020;
UNCTAD, 2020). Second, due to quotas informing the IMF's decision-making structure, the
allocation of SDRs has, so far, been largely channeled to high and some middle-income coun-
tries that do not face the liquidity bottlenecks that other countries do, of which SDRs can
uniquely address.

In June 2021, the G7 pledged to mobilize a global re-channeling of $100 billion of SDRs for
countries most in need of resources to address the COVID-19 pandemic, stabilize their econ-
omies, and mount a green and global recovery that is aligned with shared development and
climate goals (G7, 2021). This is a step in the right direction; however, the $100 billion should
be the floor and not the ceiling of the scale of resources mobilized.

This policy brief by the newly established Task Force on Climate, Development and the IMF
outlines the core objectives, modalities, eligibility and scale that should form the core of the
proposed Resilience and Sustainability Trust (RST). Sustained re-channeling of new SDR issu-
ances into such a Trust could form an essential part of the climate and development finance
landscape in emerging market and developing countries.

BACKGROUND

There are several competing priorities for appropriate re-channeling of SDRs. These include
combating the COVID-19 virus that still rages across the world, addressing immediate liquidity
needs, and facilitating green transitions and protecting the most vulnerable. In July of 2021,
the IMF announced that it was preparing a proposal on an RST that would help the member-
ship respond to climate shocks and finance the membership’s broader development goals of
the membership (Georgieva, 2021).

As the only multilateral, rules-based institution charged with promoting the stability of the
international financial and monetary system in order to enable longer-run growth, the IMF
has a central role to play in the transition to a low carbon and resilient global economy. The
key to such an approach at the IMF will be to focus on identifying the global and national-level
macroeconomic implications of climate risks as well as the global and coordinated, national
policy frameworks and financing necessary for a just transition to an aggregate, global net zero
and resilient world economy by 2050. To that end, an RST is a welcome and important step
for the IMF.

A well-designed and well-resourced RST could be an important way to help emerging mar-
kets and developing countries both prevent and respond to climate risks along with finance
climate adaptation and just transitions to an aggregate, global net zero emissions economy
by 2050. Emerging market and developing economies bear a disproportionate share of the



economic and social costs of climate change. Many poor and climate vulnerable countries
need an immediate focus on adaptation and resilience. Large, carbon-emitting emerging mar-
ket and developing countries are in dire need of financing to make just transitions. Yet, many
emerging market and developing countries lack the necessary access to finance, as well as the
fiscal and policy space for such action. While a well-designed RST will not be able to address
these needs by itself, the Trust's rapid deployment will be an essential instrument for emerging
market and developing countries to recover from the crisis in a green and inclusive manner.

ADDRESSING CLIMATE CHALLENGES UNDER A RESILIENCE AND
SUSTAINABILITY TRUST

Developing countries face enormous resource mobilization needs for addressing COVID-19,
responding to future climate and other external shocks, and mounting a recovery based on
resilience, adaptation and inclusive green structural transformation. Even before the COVID-
19 crisis, emerging market and developing economies were in need of at least 2 percent of GDP
in additional financing toward climate goals on an annual basis through 2030 (Bhattacharya et
al, 2019). Not only did the COVID-19 crisis in large part put such goals on hold, but it has also
resulted in rising debt overhang and an increasing cost of capital for many emerging market
and developing economies (UNDP, 2021). In this light, an RST should have three overarching
climate-related objectives:

1. Provide capacity for countries to respond to climate shocks without significant increases
in debt burdens. Climate change and climate change policy can pose physical and tran-
sition risks to economies across the world. Physical risks are shocks from the increased
incidence of extreme weather events that can adversely impact a country’s capital stock,
balance of payments position and financial stability. In cases, such as in Small Island Devel-
oping States (SIDS), these damages have been more than 100 percent of GDP for just one
climate-related weather event (Climate, Weather, and Catastrophe Insight, 2021). Transi-
tion risks can particularly affect developing countries via cross-border (or spillover) tran-
sition risk and via national transition risk. These shocks can occur when a climate policy
in one country, such as a carbon tax, triggers a financial shock in another country, such as
a fossil fuel exporting developing country (Gallagher et al. 2021; Monasterolo et al, 2021).
Transition risks at the national level can occur from abrupt and unanticipated introduction
of climate policies and regulations, or technological shocks and change in consumption
preferences, that increase production costs for high carbon activities, reducing their
expected future cash flows from productive assets, and triggering balance of payments
problems and associated financial fragility (Battiston et al. 2017, NGFS 2019, Pointner and
Ritzberger-Griinwald 2019).

2. Catalyze low-cost financing and capacity building for poorer, climate vulnerable coun-
tries to build climate resilience and adaptation strategies. Not only do poorer and climate
vulnerable economies require major investments to address climate change, but they are
also already bearing enormous costs from climate change. These countries need low-cost
financing that does not exacerbate debt burdens in order to finance climate resilience and
adaptation. The frequency and magnitude of climate-related natural disasters is much
higher in these countries (IPCC 2014), as are the consequences in terms of economic dam-
ages and the human toll that such disasters extract (Bhattacharya et al, 2021). Affordable
climate finance for adaptation and resilience is severely lacking with more than 80 percent




of climate finance flowing toward climate change mitigation in more advanced economies
(MDB, 2019). Moreover, physical climate risks are increasing the cost of capital for many
vulnerable countries. Recent research reveals a direct effect of climate vulnerability on the
average increase in cost of debt. Between 1991to 2017, the average increase has been 0.63
percent and an additional impact of 0.05 percent through climate vulnerability’'s impact on
financial leverage (Kling et al, 2021).

3. Enhance the ability of emerging market and developing countries to mobilize longer-term
financing for just transitions to low-carbon growth paths. Some of the most systemically
important countries to the climate transition face problems with market access and fiscal
space to make timely, rapid transitions. These emerging market and developing countries
face enormous investment needs and rising capital costs to make rapid and just transitions
away from fossil fuel combustion and production dependence. As noted earlier, developing
countries need to mobilize an additional two percent of GDP on an annual basis in order to
finance the low carbon transitions in their economies. Private capital markets are reluctant
to make such a major investment in structural transformation. Development finance insti-
tutions and national governments are required to make massive public investments that
crowd in the private sector to fill the gap. What is more, public finance is needed to cover
the adjustment costs of a transition so that the communities, workers and contracts behind
stranded fossil fuel assets are not left behind, but can instead benefit from new engines
of green and inclusive growth. Many emerging market and developing countries lack the
market access, or fiscal space to deliver on this urgent climate and development action.

MODALITIES

To meet these three objectives, the RST would consist of a significant portion of the re-chan-
neled SDRs, and hard currency would be loaned to the IMF, where the IMF would on-lend for
liquidity and balance of payment support due to climate shocks and debt restructuring. The
Fund would also play a role in on-lending for longer term resilience, adaptation and just tran-
sition financing. Hard currency would also need to be set aside to bear credit risk and provide
concessional financing terms.

Opportunities for the climate-related aspects of an RST include:

* Short-term financing for responding to climate shocks

= |onger-term financing for capacity building, resilience, adaptation and just transitions

Short-term Financing for Responding to Climate Shocks

The IMF is in need of a facility that supports the members in preventing and mitigating mac-
ro-critical climate risks threatening balance of payments and financial stability. Such shocks
come in the form of the increased incidence of extreme weather events and climate-fueled
natural disasters, through spillovers from climate policy in other countries and national tran-
sition risk. A window within the RST should support countries with concessional financing for
precautionary, potential and urgent liquidity and balance of payments needs due to physical
and/or transition risks.

Vulnerable developing countries experience a financial protection gap of 98 percent for cli-
mate and disaster risks (Schanz, 2020). National disaster funds, contingent credit lines and



risk transfer (including insurance-linked securities such as catastrophe bonds and insurance)
are three of the main sovereign disaster risk financing (DRF) instruments. Yet, many countries
lack access to disaster funds, are not eligible for contingent credit lines, or purchase too little
to no insurance. At the same time, climate risk is intensifying, thus adding further affordability
constraints, and potentially even threatening insurability. The IMF can also contribute to an
international climate disaster risk financing and insurance architecture that addresses differ-
ent layers of risks. For example, incorporating fiscal buffers for climate-related risks in budget
planning could assist in promoting budgetary instruments for ex ante disaster financing,
including contingency lines and disaster, reserve or contingency savings funds.

Such a window would offer countries concessional rates, given the external nature of climate
shocks and the need to keep debt burdens at a minimum. Climate vulnerability and income
can be closely-knit, with some of the poorest countries in the world with respect to per capita
income also being the most climate vulnerable. However, it is important to stress that per cap-
ita income does not provide an adequate picture of how countries may be exposed to climate
risks. Despite middle-income status, nations such as Ecuador, Indonesia and Brazil can be as
climate vulnerable as Somalia. Therefore, broad access to climate-contingent liabilities would
help prevent future shocks from derailing longer-run climate and development strategies.

It is of utmost importance that a facility like the RST be used by the countries that need it most.
The design of the RST should avoid the onerous conditions of the analogous Poverty Reduction
and Growth Trust (PRGT). The use of an RST should bolster country and investor confidence
and participation, rather than act as a deterrent.

As is the case of the more traditional IMF programs, it is not inconceivable that a country may
need to restructure its existing debt alongside an RST-supported IMF program in response to
a climate shock, or the lack of market access and fiscal space to meet its public investment
needs for adaptation, resilience, and just transitions. Indeed, since 2000, the Caribbean has
faced an annual cost between 33 percent and 200 percent of GDP due to natural disasters,
leaving it among the most indebted in the world (ECLAC, 2019). However, concessional
finance is out of reach of these countries given that they are not ‘low-income’ in terms of GDP
per capita. Such countries are often in need of immediate and urgent balance of payments
support, as well as occasional debt restructuring. In such cases, the Fund could deploy the RST
as collateral to guarantee restructured debt similar to schemes devised under the ‘Brady Plan’
in the 1990s (Xu and Wan, 2021; Volz et al, 2021). Such ‘debt-for-climate swaps' could occur
alongside investments in resilience funds analogous to the “Climate Resilience Fund"” proposed
by Caribbean countries and the United Nations Economic Commission for Latin America and
the Caribbean (ECLAC, 2015). Debt restructurings in the midst of climate shocks should also
have climate contingent liabilities, such as the natural disaster clauses in Barbados' recently
restructured debt. As more financing is made available to the RST over time, the RST could
have a grant-like element for debt relief analogous to the Catastrophe Containment and Relief
Trust that would allow the most climate vulnerable countries to access grants for meeting
balance of payments needs created by climate shocks.

Longer-term Financing for Capacity Building, Resilience, Adaptation
and Just Transitions

It is also paramount to provide financing through an RST for more intermediate and lon-
ger-term financing, with maturities of at least 15 to 20 years. IMF and World Bank Group




(WBG) coordination and collaboration will be essential to leverage on the WBG's expertise
and long-term development-financing. Such a window of the RST would be aimed to meet the
other two objectives outlined earlier: (1) to catalyze low-cost financing and capacity build-
ing for low-income, climate vulnerable countries building climate resilience and adaptation
strategies, and (2) to enhance the ability of countries to mobilize longer-term financing for
just transitions to low-carbon growth paths. Country ownership of supported programs will
be crucial. This aspect of the RST would need to be tailored to reflect the diversity of national
circumstances and its membership.

POLICY LOANS FOR ECONOMY-WIDE GREEN STRUCTURAL TRANSFORMATION AND CAPACITY
BUILDING The RST could be used to finance new programs, or to increase the affordability
of existing long-term policy loans to members. Policy loans would focus on helping countries
mainstream resilience, adaptation and decarbonization into national planning and provide
financing for implementation. Policy loans will also be important to support social adjustment
at the economy-wide level and throughout government operations on a larger scale. Examples
include the scaling up of the World Bank’s Pilot Program for Climate Resilience that helps
members finance the preparation of climate-resilient national development plans. Other
examples would be to create economy-wide programs to shift away from fossil fuel production
and consumption and to build necessary safety nets supporting investments to ensure that
workers, communities and investors in fossil fuels are not left behind in the transition.

PROJECT FINANCE AT AFFORDABLE TERMS FOR SPECIFIC RESILIENCE, ADAPTATION AND DECAR-
BONIZATION PROJECTS The RST should be used to reduce the cost of financing for mem-
ber-driven proposals to bolster resilience, climate adaptation or decarbonization. RST finances
could also be deployed to crowd in other sources of public and private financing for climate
action. One of the largest impediments to financing clean energy transitions in developing
countries is the lack of off-taker risk (Munoz et al, 2020). RST financing could be deployed as
guarantees to such projects and to provide credit enhancement that can leverage financing
from outside the RST. As noted earlier, project finance is largely the purview of development
banks, and if the RST is to act in this manner, it would be more appropriate to do so in partner-
ship with the WBG or similar entities.

ELIGIBILITY AND SUSTAINABILITY

The traditional eligibility criteria for accessing concessional finance at the IMF will need to be
adjusted for a Trust that focuses on climate resilience and sustainability. The current climate
crisis warrants access for all climate-vulnerable countries. While an initial SDR allocation
coupled with a rechanneling effort will be an important stimulus to make up for lost time
in mobilizing climate and development finance, it will not be sufficient. The RST should be
designed to receive regular replenishment through subsequent SDR allocations and other
sources of funding.

The RST should, in principle, be eligible to all emerging market and developing countries that
experience or perceive a particular climate-related financing need with the circumstances of
each country proposal determining access to the RST. It is also paramount that RST financing
be affordable, so as not to stress a member’s debt burden. Finally, it would not be appropriate
for an RST to have onerous conditionalities. The proper design of an RST within this context will
need careful study and engagement with the full IMF membership and relevant stakeholders.



CONCLUSION

The establishment of the RST through a re-channeling of the recent SDR allocation is of sem-
inal importance. To play a key role in global climate action, an RST will need to be scaled up
over time through additional SDR issuances and re-channeling efforts, with replenishment and
expansion through hard currency contributions. The scale of the RST needs to be proportion-
ate to the response required by the climate crisis.

The RST can play a critical role in ensuring that countries facing short-term economic and
financial instabilities due to climate risks have the necessary resources to mount a successful
recovery. It will also be vital for the RST to offer medium and longer-term investments so that
countries can build resilience to withstand climate impacts and undergo a just transition, in a
timely and coordinated manner.

As the IMF starts to incorporate climate change into its work, the RST will be an important
part of the overall package. The RST would help to bolster the IMF's role in global policy coor-
dination on climate change, particularly by helping countries manage and address a range of
climate risks, including cross-border spillovers.

More broadly, the RST would fill an important gap in the climate finance landscape that is
not currently equipped, at the global level, to help countries overcome economic instability
created by climate change. Its resources would also bring the world economy one step closer
to the resources needed to help countries adapt and respond to climate change in a just and
development-centered manner.

To learn more about the Task Force on Climate, Development and the International Monetary Fund,
visit gdpcenter.org/ TaskForce
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