
Chapter 2 at a Glance
 • Emerging market and developing economies account for two-thirds of global greenhouse gas emissions, and 

many are highly vulnerable to climate hazards. These economies will need significant climate financing in the 
coming years to reduce their emissions and to adapt to the physical effects of climate change.

 • Private finance is key to achieving these objectives. Public budgets are strained in the wake of the COVID-19 
crisis, and borrowing conditions for emerging market sovereigns have tightened (see Chapter 1).

 • Establishing the right climate policies, including carbon pricing, remains crucial. Climate policies and 
finance are complementary—better policies incentivize private investment, which helps achieve policy 
objectives.

 • The market for sustainable finance in emerging market and developing economies is advancing fast, 
particularly in Asia, as private investors increasingly look for investments with a positive climate impact.

 • Significant challenges complicate efforts to scale up private climate finance in a decisive and timely 
manner, including a shortage of investable green projects. At the same time, fossil fuel investment remains 
high. Effective carbon pricing and a strong climate information architecture (data, disclosures, and 
taxonomies) are often lacking.

 • Environmental, social, and governance (ESG) investments have grown rapidly, but their climate impact is 
unclear. Emerging market and developing economies are at a disadvantage from such investments because 
of systematically lower ESG scores and low investment allocations from ESG funds.

 • Despite these challenges, there are various opportunities to scale up private climate finance. Harnessing them 
will require improvements on various fronts, as well as public support within overall budget constraints.

 • Innovative financing instruments, such as emerging market green bond funds, can attract the necessary 
private institutional investors. Outcome-based debt instruments, such as sustainability-linked bonds, can 
also benefit emerging market issuers—if the key contractual aspects are set appropriately.

 • Multilateral development banks and development finance institutions are crucial to help set up climate 
projects in low-income countries. They can also help design and implement innovative financial 
instruments to leverage private investment and provide risk absorption capacity. A larger share of equity 
finance by these institutions, combined with greater risk appetite and additional resources, would help 
achieve these objectives.

 • Sovereign issuers have been latecomers to sustainable debt markets, but they can provide an important 
impetus for the development of private markets.

 • Beyond shared principles for sustainable finance alignment approaches, the development of transition 
taxonomies allows emerging market issuers to send a clear signal of climate benefits to private investors—
including in industries whose emissions are hard to abate. These are complementary to a stronger climate 
information architecture.

 • The IMF supports its members through policy advice, identification of financial stability risks, capacity 
development, addressing data gaps, and advocacy for disclosure. Financing from the new Resilience and 
Sustainability Trust can help members address longer-term structural challenges, including climate change.

The authors of this chapter are Torsten Ehlers (co-lead), Charlotte Gardes-Landolfini (co-lead), Esti Kemp, Peter Lindner, and Yanzhe Xiao, 
under the supervision of Ananthakrishnan Prasad (unit chief, Climate Finance Policy) and Fabio Natalucci (deputy director).
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Introduction
Emerging market and developing economies will 

need significant climate financing in coming years 
to reduce greenhouse gas emissions (mitigation 
finance) and adapt to the current and predicted 
physical effects of climate change (adaptation 
finance). The investment needs of these economies 
solely in renewable energy could reach $1 tril-
lion a year by 2030 if they are to stay on track 
to achieve net-zero greenhouse gas emissions by 
2050 (IEA 2021a).

Developing economies alone will require up to 
$300 billion a year by 2030 to adapt agriculture, 
infrastructure, water supply, and other parts of their 
economies to counterbalance the physical effects of 
climate change (UNEP 2021). If efforts to reduce 
emissions fall short of global temperature objectives 
set by the Paris Agreement, the need for adapta-
tion financing will rise sharply for emerging market 
and developing economies. Estimates range from 
$520 billion to $1.75 trillion annually after 2050 
depending on the emission pathway (Chapagain and 
others 2020).

The magnitude of emerging market and developing 
economy climate finance needs will require signif-
icant scaling up of private sources of finance. The 
public sector response to the COVID-19 pandemic 
has placed a burden on public finances in many of 
these economies, and borrowing costs are rising as 
central banks worldwide tighten policy to tackle high 
inflation (see Chapter 1). The issuance of private sus-
tainable finance instruments in emerging market and 
developing economies thus far has held up relatively 
well, reflecting continued strong investor appetite. Yet 
private investment must at least double within this 
decade to cover the investment needs (Bhattacharya 
and others 2022).

Underinvestment in climate change mitigation 
and adaptation in emerging market and developing 
economies may lead to global financial stability risks 
through greater exposure to systemic climate-related 
financial risks. These economies already account 
for two-thirds of global emissions (IEA 2021b). Yet 
greater use of and investment in fossil-fuel-based 
energy systems from delayed decarbonization (carbon 
lock-in) may lead to cross-border and global spill-
over effects as a result of the negative externalities 
on global climate change and contagion effects along 

value chains.1 In addition, because emerging market 
and developing economies include the majority of 
megadiverse countries, the loss of ecosystems strongly 
contributes to the impairment of carbon sinks, neces-
sary to achieve global temperature objectives (NGFS 
2022a). Many of these economies are also very vul-
nerable to climate hazards, with global hot spots in 
Africa, South Asia, Central and South America, and 
small island developing states. These vulnerabilities 
are amplified by poverty, governance challenges, vio-
lent conflicts, and a high share of livelihoods sensitive 
to climate change.

Scaling up private climate finance raises other fun-
damental challenges beyond the difficulties emerging 
market and developing economies already face in 
raising private finance more generally. These economies 
face a complex set of interwoven challenges to raise 
financing that have become more difficult to tackle 
since the COVID-19 pandemic—including the rise in 
government debt burdens, higher costs of capital, and 
underdeveloped banking sectors and capital markets 
(Prasad and others 2022). Climate finance, in particu-
lar adaptation finance, faces an even more fundamental 
problem: despite its significant benefits for society, 
it often does not generate sufficient private financial 
returns. Even if investors are comfortable with a higher 
level of credit risk, they often face an information 
asymmetry problem: ascertaining the potential climate 
benefits of their investments may not be possible 
with sufficient precision without robust climate data 
and disclosures. As a result, the risks associated with 
investing in emerging market and developing economy 
assets are often deemed too high, deterring other-
wise reportedly strong investor interest in sustainable 
assets. It is unclear whether the very large and quickly 
growing environmental, social, and governance (ESG) 
investment flows could play a significant role in scaling 
up private climate finance. In addition to the still 
uncertain climate benefits of ESG investing, emerging 
market and developing economy firms’ ESG scores 
are systematically lower than those for firms from 
advanced markets, and investment funds with an ESG 

1Carbon lock-in is a specific type of path dependence that occurs 
when fossil-fuel-intensive systems delay or prevent the low-carbon 
transition. It is driven by a complex interaction of persistent insti-
tutional, market, and policy failures that inhibit the diffusion of 
low-carbon technologies despite their apparent climate, environmen-
tal, and economic advantages.
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focus allocate significantly fewer funds to emerging 
market assets.

At the same time, there are various opportunities 
to scale up private climate finance beyond generally 
improving the investment environment in emerging 
market and developing economies. Harnessing these 
opportunities will require improvements on several 
fronts. Innovative types of structured finance and out-
come-based financial instruments that can overcome 
some of the challenges will need to be deployed on 
a larger scale and improved where necessary. Transi-
tion finance taxonomies, which determine whether 
and how assets are aligned with emission-reduction 
goals, would benefit emerging market and devel-
oping economy issuers by better signaling current 
and future climate benefits—even for industries 
with currently high emissions. The climate infor-
mation architecture—comprising data, disclosures, 
and taxonomies to align investments with climate 
goals—requires strengthening (IMF 2021b; NGFS 
2022b). The public sector, including multilateral 
development banks (MDBs), development finance 
institutions (DFIs), and other international financial 
institutions—such as the IMF—must play a key role 
in crowding in private climate financing in emerg-
ing market and developing economies, including by 
placing more emphasis on equity rather than debt 
financing. Sovereign issuers have been latecomers—
and even absent—from sustainable finance markets, 
but they can boost market development. The United 
Nations Framework Convention on Climate Change 
(UNFCCC) carbon markets could generate sig-
nificant investment flows to emerging market and 
developing economies for mitigation purposes, if they 
are fully implemented. At the same time, specialized 
vehicles, such as the Green Climate Fund, will need 
sufficient funding to support adaptation finance.2

The International Monetary Fund (IMF) can also 
play an important role, including through its new 
Resilience and Sustainability Trust (RST). The IMF 
can help strengthen the climate information archi-
tecture and support emerging market and developing 
economies with the design and implementation of 
supportive climate policies, including carbon pricing. 

2The Green Climate Fund was established in 2010 under the 
UNFCCC framework to limit or reduce greenhouse gas emissions in 
developing economies. The fund maintains a 50/50 balance between 
mitigation and adaptation finance.

RST financing could help eligible and qualifying 
emerging market and developing economies tackle 
longer-term structural challenges from climate change 
by providing affordable long-term financing and 
helping catalyze (public and) private financing. The 
RST could also be tapped to develop a conducive 
investment climate by promoting reform measures 
to improve the regulatory environment and increase 
the resilience of the infrastructure needed to address 
climate change.

Although this chapter focuses on financial markets 
and instruments as ways to overcome existing chal-
lenges for climate finance in emerging market and 
developing economies, implementing the necessary and 
appropriate climate policies remains crucial. Climate 
policies and finance are complementary—climate 
policies are a prerequisite for enabling private finance, 
which in turn contributes to the achievement of 
climate policy goals.3 Carbon pricing is an effective 
tool to make high emitters pay for the climate costs 
they cause and thereby channel investment toward 
projects that emit less.4 More generally, climate policies 
and commitments, such as the Nationally Determined 
Contributions under the Paris Agreement, send a 
strong signal to investors. This can help direct invest-
ment flows to support the transition to a low-carbon 
economy.

The Market for Private Climate Finance in 
Emerging Market and Developing Economies: 
Moving toward the Mainstream

Sustainable finance markets in emerging market 
and developing economies, particularly in Asia, have 
become progressively more mainstream, and 2021 
was a breakout year. Although green bonds are still 
the main instrument in the sustainable finance eco-
system in emerging market and developing econo-
mies (59 percent in 2022 to date), other sustainable 

3The recently legislated US Inflation Reduction Act is an example 
of a policy that incentivizes private investments in carbon-neutral 
energy production through tax credits.

4The IMF’s October 2019 Fiscal Monitor emphasizes the impor-
tance of carbon taxes and pricing to the implementation of carbon 
mitigation strategies. The IMF’s October 2020 World Economic 
Outlook argues that steadily rising carbon prices in combination with 
a green investment push can deliver the needed emission reductions 
at reasonable cost. See also www .imf .org/ en/ Topics/ climate -change/ 
climate -mitigation.

http://www.imf.org/en/Topics/climate-change/climate-mitigation
http://www.imf.org/en/Topics/climate-change/climate-mitigation


G L O B A L F I N A N C I A L S T A B I L I T Y R E P O R T: N A v I G A T I N G T h E h I G h - I N F L A T I O N E N v I R O N M E N T

48 International Monetary Fund | October 2022

finance debt instruments (social, sustainability, and 
sustainability-linked loans and bonds) have gained 
prominence since 2018, especially outside of China 
(Figure 2.1, panel 1).5 Variation is notable across 

5Green bond instruments are regular financial instruments 
whose proceeds are used to finance projects that benefit the 
environment (such as solar energy projects). Social bonds must 
be used to finance social projects (such as affordable housing), 
while sustainability bonds finance a combination of green and 

regions (Figure 2.1, panel 2). The Asia-Pacific 
region has dominated emerging market and devel-
oping economy debt issuance, with 60 percent of 
sustainable issuance in 2021 and 72 percent in 
2022 to date, in line with the region’s large share of 

social projects. All three are “use-of-proceeds” instruments. 
For sustainability-linked instruments, the issuer sets a contractual 
target for the borrower to achieve sustainability goals (such as 
reducing greenhouse gas emissions), with free use of proceeds.

Sustainability-linked loan Sustainability-linked bond
Sustainability bond Social bond
Green loan Green bond

Green instruments, percent 
of total EMDE sustainable 
instrument issuance (right scale)
Sustainability-linked instruments, 
percent of total EMDE sustainable 
instrument issuance (right scale)

Africa Asia and Pacific
Europe Middle East and Central Asia
Western Hemisphere Linear trend line

Green loan Sustainability bond Sustainability-linked bond2016
2021
2022e
Average percent for
AEs as of 2021
Average percent for
EMDEs as of 2021
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Figure 2.1. The Momentum for Sustainable Finance Remains Strong in Emerging Market and Developing Economies, with 
Notable Differences in Instruments and Regional Composition

Sustainable debt issuance in EMDEs grew strongly in 2021, with a 
notable rise in sustainability-linked instruments.

Much of this growth has been driven by issuance in the Asia-Pacific 
region.

Despite recent increases, sustainable debt issuance remains limited in 
EMDEs, with some exceptions. 

Maturities vary substantially across instruments. 

1. Sustainable Instrument Issuance in EMDEs, by Type
(Billions of US dollars; percent)

3. Issuance of Sustainable Instruments as a Percent of GDP
(Percent)

4. Sustainable Instrument Initial Maturity in EMDEs by Type
(Year)

2. Share of Sustainable Instruments in EMDEs and Territorial 
Greenhouse Gas Emissions by Region, 2021 
(Percent of GDP; tCO2e per million US dollars of GDP)
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emissions—about 60 percent of emerging market 
and developing economies’ total territorial emis-
sions. While China remains a significant player, 
other emerging market and developing economies—
especially Chile, India, Mexico, and Türkiye—have 
seen a sharp pickup in the issuance of sustainable 
debt as a share of GDP since 2016.

However, the issuance of sustainable debt in 
emerging market and developing economies remains a 
small share of GDP and lower than that of advanced 
economies (Figure 2.1, panel 3). Maturities vary across 
instrument types and have shrunk as issuance has 
grown—except for sustainability bonds (Figure 2.1, 
panel 4)—due to headwinds in emerging market debt 
markets more generally.

Issuance of sustainable bonds follows very differ-
ent issuer patterns across regions. Sovereign issuance 
has been absent in China and accounted for only 
10 percent of all issuances (since 2008) in advanced 
economies (Figure 2.2, panel 1). The share has been 
much larger in emerging markets excluding China 
(34 percent) and developing economies (77 percent). 
Issuance by other entities—mainly government agen-
cies and local authorities—has totaled 64 percent 
in China and 39 percent in advanced economies. 
These high shares reflect greater reliance on pub-
lic institutions at the local level in the financing 
of green infrastructure projects in China and the 
United States. While the share of private sector 
issuance in other emerging markets, at 43 percent, is 

Foreign currency
Local currency

Environmental sector fund equity
Environmental impact fund equity
Low-carbon/fossil-fuel-free-fund equity
Percent of total EMDE equity (right scale)
Percent of total AE equity (right scale)

Figure 2.2. The Development of Private Climate Finance Comes with a Series of Challenges

China, emerging markets excluding China, and developing economies 
have followed very different patterns in sustainable bond issuance.

1. Cumulative Issuance of Sustainable Bonds in Foreign and 
Local Currency
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Despite recent increases, sustainable equity investments remain small.
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comparable to the share in advanced economies and 
China, it is much lower in developing economies at 
23 percent.

The low share of private sector issuance in develop-
ing economies and the high share of foreign currency 
issuance in emerging market and developing econo-
mies may be explained by a lack of depth in domestic 
capital markets, including the small scale of local 
currency bond markets, and high credit risk. The high 
share of foreign currency issuance in emerging market 
and developing economies appears to reflect demand 
for sustainable bonds driven largely by investors based 
in advanced economies who prefer hard currency 
over local currency debt. For developing economies, 
another significant factor is the relative lack of corpo-
rations large enough to issue bonds, especially in the 
global markets.

Sustainable equity allocations of investment funds 
to emerging market and developing economies remain 
small despite recent increases. As a share of total equity 
assets under management, however, the difference 
between advanced and emerging market and develop-
ing economies is much smaller (Figure 2.2, panel 2, 
blue diamonds and red circles).

Challenges for Scaling Up Private 
Climate Finance in Emerging Market and 
Developing Economies

Despite the increasing momentum behind private 
climate finance in emerging market and develop-
ing economies, several challenges remain when it 
comes to significantly scaling up financing. These 
include the complexities of matching the supply 
and demand of financing, various institutional and 
informational constraints holding back projects 
and financing, a lack of effective carbon pricing, 
still-strong fossil fuel investment, an underdeveloped 
climate information architecture, and features of 
ESG scores and funds that put these economies at a 
disadvantage.

The Climate Financing Gap Remains Large, 
and Matching the Sources of Supply with 
Demand Is Complex

The mismatch between emerging market and 
developing economies’ climate financing needs and 
current investment flows has produced a large financing 
gap. For purposes of climate mitigation, infrastructure 

financing—mainly in the transport and energy sectors—
falls short of needs across all regions (Figure 2.3, 
panel 1). The relative financing gap is even greater for 
adaptation purposes, particularly for water and sanita-
tion, irrigation, and flood protection, where investment 
is almost nonexistent (Figure 2.3, panel 2). It is even 
more concerning that the more important a region’s 
aggregated vulnerability to climate change (measured by 
its exposure, sensitivity, and ability to adapt), the greater 
the financing gap. Financing needs for mitigation and 
adaptation purposes are also large relative to GDP across 
all regions (Figure 2.3, panel 3). It is therefore critical 
for the international community to meet or even exceed 
the goal of providing $100 billion in climate finance to 
developing economies each year and to make sure a siz-
able amount of the climate finance goes to adaptation. 
At the same time, carbon pricing initiatives, still nascent 
in those economies, offer only limited price signals to 
support climate financing (Figure 2.3, panel 4).

Addressing this mismatch is challenging given the 
current structure of climate finance markets. In terms of 
instruments, sustainable finance markets remain largely 
dominated by debt, which has about twice as large a 
share as equity financing (60 percent versus 32 percent 
of total climate finance; see Online Annex 2.2). With 
respect to sources of financing and types of intermediar-
ies, the private sector—commercial financial institutions, 
funds, households, and corporations—accounts for 
about half of the flows. All types of financing instru-
ments and investors, with different investment hori-
zons, needs for scale, risk profiles, and funding sources, 
need to be mobilized for mitigation and adaptation 
purposes. For instance, renewable energy infrastructure 
and low-carbon technologies (such as carbon capture 
and storage, batteries, low-carbon hydrogen) will largely 
require equity finance (IEA 2021a).

At the same time, several constraints hold back 
projects and financing on the supply and demand 
sides. Investors have noted various reasons for gaps 
in financing needs related to lack of investable 
projects (Ehlers 2014; Fouad and others 2021). 
They point to bottlenecks in project prepara-
tion and development. Deficiencies in policy and 
regulatory frameworks and weaker institutional 
capacity (related to contract enforcement, property 
rights, and management of fiscal risks and public 
investment) make it hard to manage the long-term 
investments needed in sustainable infrastructure. 
In addition, investors point to a need for 
high-quality, reliable, and comparable data.
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Figure 2.3. A Deep-Seated Financing Gap for Climate Change Mitigation and Adaptation, Limited Fiscal Capacity, and 
Carbon Pricing Strategies in Emerging Market and Developing Economies

The overall gap vis-à-vis mitigation needs is high across regions ... ... and even more so for adaptation finance, despite the high level of 
vulnerabilities to climate change. 

Needs relative to GDP are significant across regions, specifically in 
Central Asia and Eastern Europe and in Middle East and Africa.

However, carbon pricing initiatives remain nascent in those economies, 
with insufficiencies in coverage and rates. 

1. Global Climate Finance Flows in Mitigation and Infrastructure 
Investment Needs by Region 
(Billions of US dollars)

3. Annual Infrastructure Investment Needs Relative to GDP
(Percent of GDP; billions of 2015 US dollars)

4. National and Subnational Carbon Pricing Initiatives as a Share of 
National Greenhouse Gas Emissions with Average Price Rate
(Percent of national greenhouse gas emissions; US dollars per tCO2e) 

2. Global Climate Finance Flows in Adaptation, Infrastructure 
Investment Needs, and Vulnerability Score by Region  
(Billions of US dollars, bottom; score, top)
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“price rate” is the cost per tCO2e emissions from both the carbon tax and emission trading system. The coverage of each carbon pricing initiative is presented as a 
share of annual national greenhouse gas emissions for 2021. Detailed variable definitions can be found in Online Annex 2.1. tCO2e = metric ton of carbon dioxide 
equivalent.
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The Triple Challenge: The Lack of Carbon Pricing and 
Fossil Fuel Investment and an Underdeveloped Climate 
Information Architecture

Currently, emerging market and developing econo-
mies lag advanced economies in their implementation 
of carbon pricing. Nascent initiatives—mainly carbon 
taxes—fall short of targets both in emission coverage 
and prices when compared with advanced economies 
(Figure 2.3, panel 4). Consumption subsidies for fossil 
fuels in some emerging market and developing econo-
mies are essentially a persistent form of negative carbon 
pricing, which makes for an uneven playing field for 
investments in low-carbon technologies.

Investment in emerging market and developing 
economies is still tilted toward the fossil fuel sector, 
which has experienced a substantial rebound in 
debt issuance since the Paris Agreement. In the coal 

sector, the growth of outstanding debt (bonds and 
loans) was more than 400 percent between the first 
quarter of 2016 and the second quarter of 2022, 
with a nearly 500 percent increase in the Asia-Pacific 
region (Figure 2.4). The ability to raise debt financing 
has also been high in the oil and gas sector, where 
outstanding debt grew 225 percent, with a more than 
400 percent increase in the Asia-Pacific region over 
the same period (primarily via bank loans). Moreover, 
debt of companies in emerging market and devel-
oping economies with coal power expansion plans 
increased about 350 percent between 2016 and 2022; 
annual growth in the second quarter of 2022 was 
nearly 30 percent. This increase occurred despite cau-
tion that an achievement of net-zero emission targets 
requires halting new oil and gas field development, 
new coal mines, and extensions beyond projects 

Europe
Western Hemisphere
Asia and Pacific
Africa, Middle East, and Central Asia
Of which: Companies pursuing
coal power expansion plans

Africa, Middle East, and Central Asia
Asia and Pacific
Western Hemisphere
Europe

Figure 2.4. Debt Levels of Emerging Market and Developing Economy Companies Operating in Fossil Fuel Industries 
Continue to Increase

Debt levels of companies headquartered in Asia and the Middle East 
have increased at the highest rate ...
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... while debt levels of companies pursuing expansion plans have also 
increased, notably in Asia.

2. Total Debt of Companies with a Significant Role in the Thermal Coal 
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Sources: Bloomberg Finance L.P.; Urgewald; and IMF staff calculations. 
Note: Companies in panel 1 include those with expansion activities in the upstream and midstream sectors. Total debt includes bonds and loans. Data are based on a 
sample of roughly 80 companies for which debt statistics are available from 2016 onward, out of 250 identified companies headquartered in EMDEs. Companies in 
panel 2 include those meeting criteria set out by Urgewald. Total debt includes bonds and loans. Data are based on a sample of 106 parent companies and 
subsidiaries for which debt statistics are available from 2016 onward, out of roughly 2,200 identified that are headquartered in EMDEs. The sample represents 
roughly 25 percent of the installed coal power capacity of companies headquartered in EMDEs. Companies with expansion plans are those planning to develop new 
coal-fired power capacity of at least 100 megawatts. EMDE = emerging market and developing economy.
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already committed to as of 2021 (IEA 2021a). 
Against this backdrop, Russia’s war in Ukraine and 
the move away from Russian energy in Europe could 
result in a significant setback, incentivizing further 
fossil fuel exploration in emerging market and devel-
oping economies.

Further, the climate information architecture in 
emerging market and developing economies remains 
underdeveloped despite recent advances. There is 
a lack of granular, quality climate data in these 
economies, and there are challenges in terms of both 
availability and accessibility. Data sets on climate 
variables (for example, temperature and precipita-
tion) and carbon intensity are sparse, especially for 
Africa, small island developing states, and regions 
in high-mountain Asia (NGFS 2022b). While 
climate-related corporate disclosures have recently 
improved—mostly across Asia, Chile, Peru, South 
Africa, and Türkiye—disclosures remain voluntary 
in most countries and lack standardization, con-
sistency, and reliability because of an absence of 
auditing requirements. Current disclosures cannot 
give a consistent picture of financial sector exposure 
to climate-related risks and opportunities because of 
the lack of high-quality, consistent, and comparable 
climate data.

The Chinese and European taxonomies have 
propelled several emerging market and developing 
economies—primarily in Asia and Latin America—to 
develop their own regional or national taxonomies. 
The taxonomies of the Association of Southeast Asian 
Nations (ASEAN), as well as Indonesia, Malaysia, and 
Singapore (via a “traffic light” approach),6 are notable 
examples of transition taxonomies. They aim to iden-
tify improvements in emissions over time and across 
sectors, including within the most carbon-intensive 
sectors, to support the transition to a low-carbon 
economy. Nonetheless, most existing taxonomy 
projects have still not been tested for robustness 
to meet long-term temperature goals and for their 
impact on financial markets, including by potentially 
diverting investment from carbon-intensive activi-
ties or companies facing complex transitions. As for 
global initiatives such as the International Platform 

6A traffic light approach means that an economic activity may be 
characterized as green, amber, or red, depending on its contribution 
to climate change mitigation, according to a series of technology- 
and emission-related criteria.

on Sustainable Finance’s Common Ground Taxonomy 
and regulations and policies in advanced economies 
(primarily Europe and the United States), the impact 
on emerging market and developing economies is 
unclear at this point; these initiatives could, however, 
serve as benchmarks for capital market development 
in these economies.

Environmental, Social, and Governance Scores and 
Investment Funds Put Emerging Market and Developing 
Economy Firms at a Disadvantage

ESG investing is a major and growing investment 
trend, but its impact on climate finance in emerging 
market and developing economies may be limited. 
The Global Sustainable Investment Alliance estimates 
that the assets under management of funds with 
an ESG-related investment mandate have reached 
$35.3 trillion, or about 36 percent of global assets 
under management (GSIA 2020). About half of ESG 
funds’ assets are allocated to equities (52 percent at the 
end of the second quarter of 2022). A small increase in 
the share of ESG fund allocations to emerging market 
and developing economies could in principle result in 
significant investment flows.

A general challenge for ESG scores and investing, 
however, is the lack of focus on ESG impact, includ-
ing climate change. ESG scores are based on a large 
number (usually more than 100) of ESG-related data 
points, such as whether a firm has a carbon tran-
sition plan (an E component). Typically, a higher 
ESG score indicates better ESG “performance” of a 
firm.7 Recent IMF research, however, finds that there 
is limited scope for investment strategies based on 
ESG indicators to meaningfully help mitigate climate 
change (Elmalt, Kirti, and Igan 2021). Historically, 
ESG ratings evolved as a means to manage non-
financial risks, rather than to assess the ESG benefits 
of firms.8 Recent scrutiny around the labeling of 

7For some providers the opposite is the case. One prominent 
example is Sustainalytics (owned by Morningstar), for which a 
higher score represents a higher ESG risk and therefore lower ESG 
“performance.” See www .sustainalytics .com/ esg -data.

8Indeed, the most prominent ESG rating providers clearly 
state that their scores are risk ratings. For MSCI, the largest 
ESG rating provider by market share, see www .msci .com/ our 
-solutions/ esg -investing/ esg -ratings/ what -esg -ratings -are -and -are 
-not. For Sustainalytics, the second largest, see www .sustainalytics 
.com/ esg -data.

http://www.sustainalytics.com/esg-data
http://www.msci.com/our-solutions/esg-investing/esg-ratings/what-esg-ratings-are-and-are-not
http://www.msci.com/our-solutions/esg-investing/esg-ratings/what-esg-ratings-are-and-are-not
http://www.msci.com/our-solutions/esg-investing/esg-ratings/what-esg-ratings-are-and-are-not
http://www.sustainalytics.com/esg-data
http://www.sustainalytics.com/esg-data
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ESG funds further suggests that not all ESG funds 
sufficiently incorporate ESG factors into their invest-
ment strategies.

ESG scores appear to be systematically lower for 
emerging market and developing economy firms than 
for advanced economy firms. While the distribution 
of ESG scores from different providers can differ 
significantly (Berg, Kölbel, and Rigobon 2022), listed 
emerging market and developing economy firms tend 

to have, on average, lower scores than their advanced 
economy counterparts (Figure 2.5, panel 1). This is 
true also for the individual E, S, and G scores (see 
Online Annex 2.6 for a more detailed analysis of ESG 
scores). One determinant of ESG scores appears to 
be firm size (Drempetic, Klein, and Zwergel 2020). 
In the data sample of listed firms, however, emerging 
market and developing economy firms, on average, 
are not significantly smaller than advanced economy 

Global AUM of EMDE-dedicated ESG funds
Share of EMDE-dedicated funds within ESG funds (right scale)
Within non-ESG funds (right scale)

ESG score–all firms ESG score–EMDE firms
Linear (ESG score–all firms)

ESG funds Other funds

EMDE firms AE firms European firms

Gap Gap

Better ESG scoresBetter ESG scores

1. Smoothed Distribution Function of ESG Scores
(Probability)

2. ESG Scores and Firm Size

3. Share of EMDE Allocations of ESG vs. Other Funds
(Percent)

4. EMDE-Dedicated ESG Funds vs. EMDE Non-ESG Funds
(Billions of US dollars; percent)

Allocations of ESG funds to EMDEs are lower than those of other 
funds ...

The distribution of ESG scores of firms is dominated by scores for firms 
listed in advanced economies.

This skewing cannot be explained by the size of EMDE firms, which on 
average does not differ from advanced economy firms in the sample.

... which is driven partly by the relatively small size of ESG funds 
dedicated to EMDEs.

Sources: Morningstar; Refinitiv; and IMF staff calculations.
Note: Panels 1 and 2 are based on listed firms only—more than 6,200 in total, of which more than 1,300 are from EMDEs. Panel 1 excludes US firms for the Refinitiv 
ESG scores because the data have a bias toward covering small US firms and penalize these firms for not reporting E data. This is not the case for most other ESG 
rating providers. Panel 1 shows a smoothed distribution function of the ESG scores. A higher score implies better ESG performance. Panels 3 and 4 include data up to 
the end of second quarter of 2022. AE = advanced economy; AUM = assets under management; EM = emerging market; EMDE = emerging market and developing 
economy; ESG = environmental, social, and governance.

Figure 2.5. ESG Scores and Fund Allocations Are Systematically Lower for Firms in Emerging Market and Developing
Economies
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firms (Figure 2.5, panel 2). Online Annex 2.6 contains 
a more formal regression analysis, showing that in 
addition to size, industry composition, firms’ financial 
performance, and other unobserved firm characteristics 
cannot fully account for the lower ESG scores of these 
economies’ firms.9 These results also hold true for E 
scores only. Which ESG characteristics can account for 
the systematically lower scores of emerging market and 
developing economy firms is difficult to pinpoint. A 
large number of data points are used to construct ESG 
scores, and these data points differ depending on the 
industry. Further, the individual ESG characteristics 
that feed into the scores, and the weight they receive, 
are at the discretion of ESG scoring providers and vary 
substantially across providers.

Allocations to emerging market and developing 
economies (equities and bonds) by ESG investment 
funds are also lower than those by non-ESG funds 
(Figure 2.5, panel 3).10 One reason for the significant 
and persistent difference is the lack of ESG funds 
dedicated to these economies (Figure 2.5, panel 4). But 
emerging market and developing economy allocations 
between ESG funds and other funds also differ for 
global funds that invest in both advanced and emerg-
ing market and developing economies (see Online 
Annex 2.7).11

Harnessing the Opportunities to Scale Up 
Private Climate Finance in Emerging Market 
and Developing Economies

Given the scale and variety of climate investment 
needs, a single instrument or approach is unlikely to 
be sufficient or advisable. The opportunities discussed 
in this chapter present a set of feasible and comple-
mentary tools for different use cases and country 
circumstances.

9Another potential explanation is the lack of reporting of ESG 
data, which induces a penalty in the analyzed ESG data. This is, 
however, not the case for all ESG scoring providers.

10The difference in allocations to emerging market and developing 
economies between ESG and non-ESG funds holds true separately 
for equities and bonds. See Online Annex 2.7. All online annexes are 
available at www.imf.org/en/Publications/GFSR.

11A link between systematically lower scores of emerging market 
firms and low ESG fund allocations to these economies’ assets is sug-
gestive, but it is difficult to establish it formally. To what extent ESG 
funds use ESG scores (and from which providers) in determining 
their investment allocations is typically not publicized. Further, ESG 
funds often combine the use of ESG scores with other criteria to 
determine their asset allocations.

Innovative Financing Instruments and the Role of 
Multilateral Development Banks

Innovation in climate finance has proceeded rapidly, 
including four distinct types of instruments and 
approaches that address different fundamental chal-
lenges and therefore have different use cases (Table 2.1 
and Online Annex 2.4). Structured finance vehicles 
purchase green bonds from emerging market banks 
and target large institutional investors. MDBs pur-
chase equity or provide a credit risk guarantee to these 
structures to reduce the risks such that pension funds 
or insurance companies can invest. Blended finance 
more broadly combines public and donor capital to 
de-risk infrastructure investments for private capital, 
thereby helping to mobilize and scale up climate pri-
vate finance. Outcome-based sustainable debt instru-
ments, such as sustainability-linked bonds, include an 
incentive mechanism to address information asym-
metries between issuers and investors (called “green-
washing,” when sustainability benefits of investments 
are not as high as issuers claim). In “pay-for-success” 
private financing for public sector projects, third-party 
investors, including private investors, provide the 
initial investment and develop a project. The public 
sector then purchases the project for an amount linked 
to the project’s sustainability performance—investors 
receive higher compensation with higher performance 
measured by indicators agreed on in advance.

The public sector, including MDBs and DFIs, has 
an important role to play in employing some of these 
instruments.12 To attract private capital, the various 
risks associated with emerging market and develop-
ing economy financial assets (ranging from credit, 
foreign exchange, and macroeconomic risks to gover-
nance and political risks) must be reduced. National 
development banks, MDBs, and DFIs can efficiently 
employ their resources and expertise to crowd in 
private finance. By absorbing a portion of these risks, 
providing technical assistance and capacity develop-
ment, and lending their reputation and expertise, 
these institutions can play an important role in 
attracting private investors that would not other-
wise have provided funding for climate-beneficial 

12Unlike MDBs, which provide financial assistance to promote 
economic and social development, DFIs are specialized development 
banks or subsidiaries set up specifically to support private sector 
development. These are usually majority-owned institutions of 
national governments and source their capital from national or inter-
national development funds or benefit from government guarantees.
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Table 2.1. Selected Innovative Financial Instruments for Climate Finance

Type of 
Instrument

Structured Finance  
and EMDE (Closed-End)  
Fixed-Income Funds

Blended Finance for 
Infrastructure and  
Other Complex Projects

Outcome-Based 
Sustainable Debt 
Instruments

Private Finance for  
Public Sector Projects 
(“Pay for Success”)

Examples Green bond funds: 
IFC-Amundi; Axa’s 
Blue Like an Orange 
(in progress) 

Equity, mezzanine/first-loss 
finance for infrastructure 
projects

Sustainability-linked 
instruments (bonds, 
loans, commercial paper, 
etc.)

Environmental impact 
“bonds”

Description Green bonds issued by 
EMDE banks (against 
green loans) are 
securitized into green 
bonds with the public 
sector providing credit 
risk reduction 

MDBs or the public sector 
make an equity or 
mezzanine investment, 
or provide a guarantee 
to de-risk and crowd in 
private investors

Issuer receives a bonus 
(pays a penalty) if 
sustainability target 
agreed on in advance 
(based on clearly defined 
indicators) is met 
(missed)

Contract with a public 
sector authority that 
pays if predefined 
environmental outcomes 
are achieved

Use case Emerging markets with 
existing bank loans to 
green projects

New infrastructure 
projects (for example, 
in the energy sector); 
use of new types of 
technologies with 
potentially higher risks; 
agriculture

Support firm-level or 
government-level 
alignment with 
sustainability targets 
(such as greenhouse-
gas-emission 
reductions)

Adaptation finance, 
nonbankable transition 
finance

Fundamental 
challenges 
addressed

Reduction in credit risk 
(through elevation 
to investment-grade 
finance), scaling, 
diversification, potential 
currency risk reduction 
through pooling

Mitigation of credit 
and political risks; 
mitigation of information 
asymmetry problems

Information asymmetry 
(“greenwashing”)

Capacity limits in 
developing complex 
green projects (such 
as in infrastructure); 
potential inefficiencies in 
public sector investment

Targeted private 
investors

Institutional investors, 
including pension 
funds and insurance 
companies

Specialist investors and 
investment funds; local 
investors

All Specialized funds, donor 
funds, MDBs

Mechanism to 
ensure climate 
benefits

Selection of eligible bank 
loans; usual green bond 
certification

Project selection and 
technical assistance

Bonus (or penalty) 
provides incentive to 
fulfill sustainability target

Project selection; due 
diligence

Public sector/
MDB involvement

De-risking (purchase equity 
tranche/provide first-loss 
guarantee); technical 
assistance

Own resources for equity/
mezzanine investment 
and guarantees; provide 
specialized expertise for 
project design

None. Sovereigns could 
issue to support market 
development and set 
standards

Direct investment; technical 
assistance

Design/incentive 
issues

Requires existing bank 
loans and technical 
assistance for banks to 
issue green bonds

Complex contractual 
agreements; extensive 
equity/mezzanine 
investment and 
guarantees can create 
moral hazard; limits 
returns for other equity 
investors

Sustainability targets 
may not be sufficiently 
ambitious; penalties 
need to be high enough 
to motivate issuer to 
achieve target

High financial and political 
risks for private 
investors

Potential to scale 
up finance

High Limited by public sector 
MDB resources

Limited by issuer 
characteristics

Limited by fiscal resources

Source: IMF staff illustration.
Note: EMDE = emerging market and developing economy; MDB = multilateral development bank.



57International Monetary Fund | October 2022

C H A P T E R 2 S C A L I N G U P P R I v A T E C L I M A T E F I N A N C E I N E M E R G I N G M A R K E T A N D D E v E L O P I N G E C O N O M I E S

investments in emerging market and developing 
economies. Naturally, this entails risks for the public 
sector, which need to be managed appropriately 
(Prasad and others 2022).

The emerging market green bond fund established 
by the International Finance Corporation (IFC) and 
asset manager Amundi exemplifies efficient use of 
MDB resources to attract private finance. The fund 
(AP EGO) set up by Amundi pooled green bonds 
issued by banks in various emerging market and 
developing economies. It thereby leveraged on the 
expertise of local banks and their critical role as a 
source of financing in these economies. The IFC, 
part of the World Bank Group, purchased a first-
loss/equity tranche of the green bond fund. This 
reduced the credit risk for other investors to what 
is called “investment-grade level,” allowing pension 
funds to invest (see Online Annex 2.5). IFC’s equity 
investment of $125 million enabled a fund totaling 
$2 billion, a multiple of 16 (Bolton, Musca, and 
Samama 2020).

MDB resources could be targeted more to attract-
ing private sector climate finance. On average, MDBs 
attracted only 1.2 times the amount of private finance 
(equity and debt) relative to commitments of their 
own resources in 2020 (Figure 2.6, panel 1). There is 
an ongoing and long-standing discussion about how 
to leverage the resources of MDBs most efficiently for 
climate finance (Basu and others 2011). The use of 
equity has the greatest potential to maximize co-fi-
nancing because it enables a potentially high multiple 
of additional debt finance. The use of equity, how-
ever, remains very limited, at about 1.8 percent of 
total MDB commitments to private climate finance 
in emerging market and developing economies 
(Figure 2.6, panel 2).

Scaling up MDB commitments significantly would 
ultimately require an expansion of their own resources 
for climate finance. Developing climate-resilient and 
beneficial infrastructure projects is a key component of 
climate finance for economies at all levels of develop-
ment. Infrastructure finance faces various well-known 

MDBs
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Figure 2.6. Multilateral Development Banks Have Scope to Draw in More Private Climate Finance for Emerging Market and
Developing Economies

MDBs crowd in private finance on average of only about 1.2 times the 
resources they commit themselves ...
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... in part because they invest a small share in equity instruments or 
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challenges, including a lack of investable projects. 
Supporting the complex development of infrastructure 
projects, including through technical assistance, and 
providing financing constitute the core contributions 
of MDBs.

Sustainability-linked bonds, the main out-
come-based debt instrument to date, have been very 
popular among emerging market issuers and have the 
potential to be used even more. These bonds feature a 
contractually agreed sustainability performance target 
based on a key performance indicator.13 Unlike green 
bonds and other use-of-proceeds instruments, issuers 
may use the proceeds freely. Emissions and other envi-
ronmental goals (mainly energy efficiency and water 
consumption) are the dominant performance indica-
tors among emerging-market-based issuers of sustain-
ability-linked bonds (Figure 2.7, panel 1). These bonds 
may also be used as a transition financing instrument 
if a target for reduction of greenhouse gas emissions 
is in line, say, with a net-zero-emission pathway. 

13For instance, a sustainability performance target could be a firm’s 
direct (scope 1) and indirect greenhouse gas emissions (scope 2), and 
the associated key performance indicator could be a specific level 
that the company pledges to achieve by, say, 2030.

These features can be appealing to emerging market 
and developing economy issuers. Unlike green bonds, 
which require firms to engage in projects using highly 
developed green technologies, sustainability-linked 
bonds signal an improvement over time, independent 
of the current level of development.

Apart from operational advantages for emerging 
market issuers, outcome-based instruments can signal 
to investors that the issuing firm is committed, for 
example, to improving its emissions over time. The 
financial incentive to reach the target, if set suffi-
ciently high, can be a strong incentive for the issuer 
and alleviate investors’ concerns about greenwashing. 
Sustainability-linked bonds, and other outcome-based 
instruments, are also very suitable for investors looking 
to ensure the sustainability impact of their investments.

Current practical challenges for sustainability- 
linked bonds remain. While sustainability targets are 
sometimes seen to lack ambition (ING 2021), the 
penalty for not reaching them is often low—in the 
case of sustainability-linked bonds, less than 25 basis 
points for most emerging market issuance (Figure 2.7, 
panel 2). Typically, the penalty comes in the form of 
a step-up the issuers must pay on the bonds’ coupon 

Greenhouse gas only
Greenhouse gas and other environmental
Greenhouse gas and other non-environmental
Other environmental
ESG score
Multiple E, S, and G
Social

Emerging market and
developing economies
Advanced economies

Figure 2.7. Sustainability-Linked Bonds—Conceptually Solid Instruments with Practical Issues

Most sustainability-linked bonds have either a greenhouse gas or 
another environmental target ...
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... but the small penalties are unlikely to be high enough to create 
strong-enough incentives for issuers to fulfill the pre-agreed target.
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payments if the sustainability performance target 
is missed.14 The penalty event date typically occurs 
several years after issuance to give the issuer time to 
reach the performance target. This further reduces the 
dollar value of the penalty and the incentive for the 
firm to reach the target.

A new instrument is known as “pay-for-success” 
finance for climate purposes, also dubbed “environ-
mental impact bonds.” While pay-for-success instru-
ments were developed for social projects (social impact 
bonds), they could also be applied to environmental 
projects.15 An important potential use is for adaptation 
finance. Private sector participation could be particu-
larly effective for adopting less proven but innovative 
green technologies, where the public sector lacks the 
necessary expertise. In less developed economies, where 
capacity to develop such projects is often limited, this 
financing mechanism could expand the types of poten-
tial green and adaptation projects, with the public 
sector ultimately retaining ownership of the project. 
It could also incentivize efficient implementation of 
complex projects if payments to private investors are 
designed to increase sufficiently with performance. The 
contractual arrangements are bespoke and complex, 
however, and require technical assistance as well as 
assurance against political risks—a potential role for 
MDBs.

The Role of the IMF and the New Resilience and 
Sustainability Trust

The IMF can play a catalytic role in climate 
finance through its policy advice, surveillance, and 
capacity development by drawing on its track record 
as a catalyst for official and private finance. The 
IMF can mitigate macroeconomic risk by providing 
advice through bilateral and multilateral surveillance, 
assessing countries’ economic and financial develop-
ments during Article IV consultations, performing 

14The large majority of sustainability-linked bonds features a 
coupon step-up (or penalty) in case the sustainability target is 
missed. In relatively rare cases, the coupon is reduced if the target 
is reached. The incentive mechanism, however, is symmetric to the 
case of a coupon penalty (Berrada and others 2022). Other relatively 
uncommon types of penalties include a redemption premium or a 
penalty payment to a third party such as a not-for-profit organiza-
tion dedicated to combating climate change.

15To date, environmental impact bonds have been structured only 
for US municipal projects. The first was issued by DC Water in 
September 2016 to finance the construction of green infrastructure 
to manage stormwater runoff in Washington, DC.

risk assessments in Financial Sector Assessment 
Programs, providing climate macro-financial country 
assessments, and enhancing countries’ capacity devel-
opment. The IMF is already playing a leading part 
in advocating for carbon pricing. Its Climate-Public 
Investment Management Assessment is a framework 
that helps governments identify potential improve-
ments in public investment institutions and processes 
to build low-carbon and climate-resilient infrastruc-
ture (IMF 2021a). This can help give higher prior-
ity to climate change mitigation and adaptation in 
infrastructure development.

Together with other large global policy institutions, 
the IMF can help strengthen the climate information 
architecture in emerging market and developing econ-
omies. The IMF is playing a key role identifying data 
gaps, promoting corporate climate-related disclosure, 
and developing a guidance for taxonomies to ensure 
interoperability (IMF, Bank for International Set-
tlements, Organisation for Economic Co-operation 
and Development, and World Bank, forthcoming). 
Global policy institutions such as the IMF can part-
ner with global data providers to supply them with 
regularly updated macroeconomic and climate-related 
data and make such data accessible to the public 
in a well-structured and accessible way. The IMF 
has started publishing a Climate Change Indicators 
Dashboard, which includes indicators on climate 
financing.16

Countries, particularly eligible and qualifying 
emerging market and developing economies, with 
limited fiscal space can benefit from IMF Resilience 
and Sustainability Trust (RST) financing. This new 
financing facility focuses on longer-term structural 
changes, including climate change and pandemic 
preparedness, that entail macroeconomic risk and on 
policy solutions that have a strong global public good 
nature (IMF 2022). The RST could play a catalytic 
role by helping develop a conducive investment 
climate through reforms that improve the regulatory 
environment and enhance the quality of data and 
disclosures, as well as support policies to make infra-
structure more resilient.

16The IMF Climate Change Indicators Dashboard includes 
a range of distinctive indicators that demonstrate the impact of 
economic activity on climate change, grouped into five categories: 
economic activity, cross-border, financial and risks, government 
policy, and climate change data. See https:// climatedata .imf .org/ .

https://climatedata.imf.org/


G L O B A L F I N A N C I A L S T A B I L I T Y R E P O R T: N A v I G A T I N G T h E h I G h - I N F L A T I O N E N v I R O N M E N T

60 International Monetary Fund | October 2022

Transition Taxonomies

Transition taxonomies, such as those developed in 
Southeast Asia and discussed earlier in this chapter, 
can yield significant benefits for emerging mar-
ket and developing economies. These taxonomies 
can focus on innovative technologies for sectors 
in which it is difficult to abate emissions because 
of technological and cost challenges (such as for 
cement, steel, chemicals, and heavy-duty transport). 
They also help promote corporate and financial 
institutions’ disclosure of transition plans to meet 
the Paris Agreement goals and can inform tempera-
ture ratings at the company and portfolio levels. By 
not relegating carbon-intensive industries—those 
with the greatest potential to reduce greenhouse 
gas emissions—to the sidelines, transition taxono-
mies can be an important tool for emerging market 

and developing economies and incentivize private 
investment informed by climate change targets (see 
Online Annex 2.3).

The Role of Sovereign Bond Issuance

Sovereign issuers have been latecomers to the 
issuance of sustainable debt, but they can still have 
a positive effect on private markets. In most cases, 
sovereigns issued their first sustainable debt instrument 
after the private sector did so (Figure 2.8, panel 1). 
Emerging market and developing economy sovereigns 
have generally been faster to follow the private sector. 
The time lag of sovereign sustainable bond issuance has 
been less than 2 years on average for emerging market 
and developing economies versus close to 4.5 years for 
advanced economies. Typically, sovereign issuance has 

Before sovereign sustainable bond debut 
After sovereign sustainable bond debut

Time difference among AEs
Time difference among EMDEs
Average time difference among AEs
Average time difference among EMDEs

Figure 2.8. Sovereign Sustainable Debt Issuance
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had a positive impact on private issuance, emphasizing 
the impetus to market development that a sovereign 
can provide (see Online Annex 2.8 for a formal regres-
sion analysis controlling for the momentum in the 
growth of private debt).17 In addition, sovereigns can 
help set sustainability reporting standards. All 39 sover-
eign issuers to date have detailed issuance frameworks 
setting high standards. For green bonds, for instance, 
all sovereign green bond issuance frameworks require 
at least one second-party opinion (which certifies the 
use of proceeds for green projects) and impact reports 
(which document the environmental impact).

The Potential Benefits of the New International Carbon 
Markets for Emerging Market and Developing Economies

Carbon markets offer substantial opportunities for 
emerging market and developing economies. The 2021 
United Nations Climate Change Conference, known 
as COP26, has led to completion of the rulebook 
for implementation of Article 6 of the Paris Agree-
ment, providing a framework to issue carbon credits 
in a new international carbon market, as well as to 
trade internationally transferred mitigation outcomes 
(ITMOs).18 Advanced economies should be able to 
buy ITMOs from emerging market and developing 
economies, opening up a wider market for trade 
and potentially increasing competition for emission 
reductions by these economies. Estimates show the 
potential to generate $330 billion to $475 billion in 
net financial flows to emerging market and developing 
economies by 2030 and to prevent up to 6 percent 
of these economies’ total energy-related emissions 
over the same period (IEA 2021a). Since the COP26, 
countries have initiated engagement strategies and pro-
cesses to become potential ITMO sellers and buyers. 

17Nine sovereigns (not shown in Figure 2.8) have issued a sus-
tainable bond that has not been followed by any private issuance 
from firms in the same jurisdiction. The countries and months 
of issuance are Andorra (May 2021), Benin (July 2021), Ecuador 
(January 2020), Egypt (October 2020), Fiji (November 2017), 
Isle of Man (September 2021), Serbia (September 2021), Slovenia 
(July 2021), and Uzbekistan (July 2021).

18Under Article 6.2 of the Paris Agreement, a country that is 
achieving its climate objectives faster than it has pledged to in 
its nationally determined contribution can transfer ITMOs to 
countries with slower progress. This allows countries with a broad 
spectrum of mitigation options available to focus on implementing 
the lowest-cost abatement measures to meet their climate pledges 
while selling the more expensive emission reductions to international 
buyers, thereby financing part or all of their climate action.

Despite the opportunities ITMOs present, there are 
challenges. They offer limited potential for adaptation 
purposes and make it difficult to avoid double count-
ing of emission reductions by the buyer and seller of 
ITMOs. In addition, they can be complicated when 
it comes to cost-efficient implementation of measure-
ment, reporting, and verification processes.

Conclusion and Policy Implications
Scaling up private climate finance in emerging mar-

ket and developing economies calls for a multipronged 
approach with improvements across various dimen-
sions, including support from multilateral development 
banks (MDBs), the IMF, and the public sector. This 
reflects both the scale of financing needs and the vari-
ety of investments needed to achieve material climate 
change mitigation and adaptation.

Innovative financing instruments can help overcome 
some of the challenges faced by the private sector in 
emerging market and developing economies, such as 
credit and political risks and lack of scale. In larger 
emerging markets with functioning bond markets, 
investment funds (such as the Amundi green bond 
fund set up with the help of the World Bank Group’s 
IFC) provide a good example of how to draw in insti-
tutional investors. Such funds should be replicated and 
scaled up to incentivize issuers in emerging markets to 
generate a sufficient supply of green assets to finance 
green projects. By relying on public markets, these 
funds can draw in large amounts of private finance 
with relatively little use of MDB or public sector 
resources.

New types of outcome-based debt instruments—in 
particular, sustainability-linked bonds—can help alle-
viate greenwashing if contractual details of these bonds 
are set properly. For these bonds to achieve a material 
climate impact, sustainability targets should be linked to 
emission-reduction targets in line with the Paris Agree-
ment. This type of instrument would be very suitable for 
emerging market firms with ample scope to improve their 
emission intensity. The penalties associated with missing 
the target, however, need to be set such that private issu-
ers have a sufficient incentive to fulfill the targets.

A set of initiatives focused on bolstering the issuance 
of sustainable bonds by the private sector, local govern-
ments, and government agencies should be considered. 
If small and medium-sized firms do not have access to 
the bond market, they may not be able to benefit from 
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the initiatives that involve structures with risk-mitigat-
ing features at their core. However, MDBs and inter-
national financial institutions will remain at the center 
of initiatives that channel climate funds to emerging 
market and developing economies by (1) undertak-
ing long-term initiatives to build local currency bond 
markets to create and promote the development of 
efficient, scalable, and sound markets; (2) providing 
guarantees, subsidizing issuance costs, and taking first-
loss positions in funding vehicles and securitizations; 
and (3) assisting in the issuance of climate bonds via 
technical assistance that improves governments’ institu-
tional capacity.

For less developed economies, green infrastructure 
projects will remain a key instrument, and MDBs will 
naturally play a key and long-standing role in devel-
oping such projects. More climate financing resources 
could be channeled through MDBs to support such 
projects by increasing their capital base and reconsid-
ering their approaches to risk appetite via partnerships 
with the private sector supported by governance and 
management oversight. MDBs could then make greater 
use of equity finance (currently only about 1.8 percent 
of their commitments to climate finance in emerging 
market and developing economies). MDBs’ equity can 
draw in much larger amounts of private finance, which 
currently is equal to only about 1.2 times MDBs’ own 
resources.19 This would likely require governments to 
increase MDB resources. The costs of increasing fund-
ing for MDBs would be more than offset by domestic 
economic benefits as a result of avoided costs of even-
tually worthless fossil fuel assets and by the benefits 
from reduced emissions.

The IMF can play a key role in strengthening the 
climate information architecture and helping emerg-
ing market and developing economies set up climate 
and other policies to promote private climate finance. 
Capacity building (along the lines of Article 6.8 of 
the Paris Agreement) will be paramount to foster the 
climate information architecture. Ensuring internation-
ally interoperable sustainable finance taxonomies and 
climate disclosures is essential to avoid fragmentation. 
Together with other international bodies, the IMF can 
play an important coordination and facilitation role. 
Continued advocacy and assistance with the design 

19A detailed proposal for MDBs to provide equity financing to 
replace coal with renewables is presented in a recent IMF working 
paper (Adrian, Bolton, and Kleinnijenhuis 2022).

and implementation of carbon pricing will remain cen-
tral: well-calibrated carbon prices can redirect private 
finance from polluting to “greener” investments.

The IMF’s new Resilience and Sustainability Trust 
(RST) is a catalytic tool to attract climate-related 
private investment. The RST can provide affordable 
long-term financing to support countries undertaking 
macro-critical reforms to reduce risks, including those 
related to climate change. It provides predictability by 
improving countries’ policy frameworks, with a clear 
timeline. The additional fiscal space made available by 
the RST could also be used to co-fund official and pri-
vate-sector-financed climate-related projects. In doing 
so, the RST could catalyze (official and) private sector 
investments for climate-related finance.

Shifting the focus of ESG scores toward sustain-
ability impact and ensuring proper ESG fund labeling 
practices will likely require external intervention by 
regulators and supervisors—not only at the national 
level but coordinated across jurisdictions. ESG scores in 
their current form are not designed to ensure sustain-
ability impact because they are constructed primarily 
to reflect ESG-related financial risks. In addition, the 
labeling practices of ESG funds have come under 
scrutiny because in some cases the ESG focus of the 
funds’ investment strategies may be less than advertised 
to investors. Regulators and supervisors could consider 
introducing clearer and more focused classifications and 
requirements for ESG funds. The classification systems 
of the European Union and United Kingdom are prime 
examples because they set clear and ambitious require-
ments, including for climate impact.

ESG scores are systematically lower for firms in 
emerging market and developing economies. This 
feature and others, such as the high positive correla-
tion between firm size and ESG scores, deserve further 
investigation. Increased transparency and clarification 
by ESG rating providers would be welcome.

Substantially strengthening the climate information 
architecture in emerging market and developing econ-
omies is a prerequisite for scaling up private climate 
finance. Data availability, quality, and comparability 
in climate-policy-relevant sectors (for example, energy, 
agriculture, and land use) in these economies should be 
improved, in conjunction with climate-related corpo-
rate disclosure regulations. In addition, methodologies 
to assess funding gaps should be developed promptly, 
particularly for the infrastructure gap in climate change 
mitigation and adaptation. Transition taxonomies are 
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prime tools to enhance data collection regarding decar-
bonization options and characteristics in hard-to-abate 
and carbon-intensive sectors across value chains (see 
Online Annex 2.3). While such asset-level approaches 
can inform transition plans at a corporate level, they 
may also be useful to develop portfolio-level align-
ment methodologies. They can provide a clear signal 
by emerging market and developing economy issuers 
about the climate benefits of their assets, including 
in sectors with ample scope for emission reductions. 
Shared common and operationalized principles for 
such taxonomies and other alignment approaches 
would avoid fragmentation and misalignment and 
foster comparability and consistency across jurisdic-
tions while taking into consideration these economies’ 
specific industrial structure, as well as decarbonization 
and adaptation priorities.

The international carbon market envisioned under 
Article 6 of the Paris Agreement could foster cli-
mate finance in emerging market and developing 
economies—particularly adaptation finance. The 
momentum generated by COP26 should be lever-
aged to fully implement the international carbon 
market mechanisms, since there is agreement on the 
key rules and modalities for their implementation. 
Both implementation of the bilateral trade of carbon 

emission reduction among nations (Article 6.2) and 
global trading of carbon emission reductions (Article 
6.4, similar to the Clean Development Mechanism) 
could significantly reduce the costs of achieving 
the temperature goals of the Paris Agreement. The 
global market under Article 6.4 will directly support 
adaptation finance in emerging market and develop-
ing economies by transferring a fixed share of traded 
carbon to a fund to finance adaptation projects and 
programs in developing economies (the “Adaptation 
Fund”). This has the potential to provide a very sig-
nificant increase in much-needed adaptation finance. 
Parties to the UNFCCC as well as MDBs should 
therefore provide as much support as possible toward 
timely and full implementation of the UNFCCC 
international carbon markets.

In parallel, specialized public climate funds, such as 
the Green Climate Fund (also under the auspices of 
the UNFCCC), should receive sufficient resources to 
fill the adaptation financing gap. Advanced economies 
should allocate to such funds a significant share of 
their annual financing pledges to developing economies 
under the Paris Agreement. Adaptation finance often 
cannot generate returns for private investors, but it can 
yield very large social benefits for the countries most 
affected by climate change.
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