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Foreword

The study is related to severa strategies developed by the Inter-American Devel opment
Bank (IDB), including those on rural poverty reduction, rural finance, agriculture, water
resources, coastal resources and energy. The study benefited from the analyses carried
out for these strategies, but it clearly concentrates on the Bank’s actions in forestry and
the forest industry. It deals with private sector investments as well as public goods pres-
ent in the forests of the region.

The IDB has carried out three related studies on forestry and biodiversity. The first one
deals with the policies that may change the trend toward converting forests to other uses
in Latin America and the Caribbean. The study results were presented in a book pub-
lished in English and Spanish (Forest Resource Policy, K. Keipi (ed.), IDB 1999). The
second project produced a report on biodiversity, which was aso published in English
and Spanish (Financing Biodiversity Conservation, Bayon et al., IDB 2000). The third
(forthcoming) study analyzes forestry and forest-based industries (forest clusters) as \e-
hicles of development in Argentina, Brazil, Chile, Colombia and Mexico. Other related
Bank papers include a study of urban forestry in Latin America and the Caribbean (Good
Practicesfor Urban Greening, Sorensen, et d., IDB 1997).

The IDB has sponsored a number of additional studies on various instruments of envi-
ronmental and natural resources financing that are related to the forestry sector. They in-
clude the use of environmental fundsin Latin America, continuing analysis of the Bank’s
possible role in the application of financiad instruments related to the Framework Con-
vention on Climate Change (FCCC) and the use of forests as carbon sinks.

The overall objective of this study is to present recommendations for the IDB’s forest-
related lending and support to ingtitutional and policy development in borrowing member
countries. The recommendations in this paper may be used for future forestry considera-
tions for rural development and natural resource management programs.

Walter Arensberg
Chief
Environment Division
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Executive Summary

Financing Sustainable Forestry

There is lack of clarity among decisonmakers in
Latin America and the Caribbean (LAC) on what
forest development and conservation mean and
how they should be financed. The current debate
on whether sustainable management of natura
forests can compete in profitability with unsus-
tainable practices and other land use options is
likely to continue. The working hypothesis of this
study is that forest development can be a feasible
financial proposition for investors both in natura
forest management and plantation forestry. There
are two key issues. The first is how financing can
help forest owners and managers shift from un-
sustainable to sustainable practices, athough the
former tend to be more profitable in the short run.
The second is how to make the environmental
services and values of forests, which are currently
considered externdities, to pay for ensuring their
future maintenance.

A whole range of financing instruments has he-
come available for forest investments. They in-
clude various economic instruments (taxes, royal-
ties, environmental/forestry fees) and public sec-
tor mechanisms (sector and project loans and
grants, credit lines, subsidies, debt-related instru-
ments, forest and environmental funds, targeted
grants). Such market development instruments as
forestry-based carbon offsets and water resource
charges hold even more promise to raise the nec-
essary financing for investments in sustainable
forest management. Private capital mobilization
through venture investment is another under-

tapped opportunity.

In order to make these instruments work to their
full potential, the public sector has to provide the
ground rules and targeted support. Many of the
new instruments will involve public-private part-
nerships in various forms. Also, various individ-
ua instruments tend to deal with forest-based
benefits separately from each other, which is im-
practical for forest owners and managers trying to
optimize their operations in specific local condi-

tions. Therefore, there will be a need to package
these benefits in order to convert various opportu-
nities into financial flows and revenues.

The overdl financing potential of forestry in Latin
America and the Caribbean is conservatively es-

timated at US$6.8 billion” per year over the next
10-year period. More than two thirds (72 percent)
would go to industrial plantations, while the bal-
ance would go to natural forest management in
production and protected areas. The estimate does
not, however, cover al the investment require-
ments of environmental and socia forestry. If the
Clean Development Mechanism (CDM) of the
Kyoto Protocol becomes applicable to forest-
based carbon sequestration, it would significantly
add to the above estimate.

The existing financial flows to forestry in Latin
America and the Caribbean are poorly known.
The multilateral public sector commitments
amount to $2.7 billion (about $0.8 hillion per
year), supplemented by a large number of smaller
projects financed by bilateral and other sources.
Foreign direct investment was estimated at $500
million in 1998 but no information on portfolio
investment is available. About 50 cross-border
and internationa investments in forest plantations
and industrial processing were identified in the
region. Their importance is expected to increase
along with the overdl globdization of the indus-
try.

The Role of the IDB

The IDB'’s involvement in forestry is well estab-
lished. Its 1991 forest policy alows the Bank to
fund a wide range of forestry activities. However,
in the 1990s there has been a mgor shift from
production-oriented projects to environmenta and
socia forestry. At the same time, many necessary
elements to contain the problem of deforestation
and achieve sustainable forestry in the region have

1
Unless otherwise noted, all currency figures are in
U.S. dollars.



not been addressed. The Bank’s annual financing
level in the forestry sector has dropped in the
1990s, from $100 million to between $20 and $40
million toward the end of the decade. This levd is
inadequate to address the problems that the sector
faces and to tap the investment opportunities d@-
fered by sustainable forest management.

The Bank’s current production forestry instru-
ments are well targeted to complement capital
market financing, the main source of financing for
private investment. Direct support for pilot and
pioneer projects can play a particularly important
strategic role. Certification of forest management,
for example, is a promising sustainability tool that
contributes to internalizing socia and environ-
mental costs. The Bank should support forest cer-
tification efforts in the region.

Social forestry loan projects could target activities
such as agroforestry and farm forestry, non-timber
forest products and various community-based for-
est services in order to help generate rura income
and create new jobs.

Traditional loan projects in watershed manage-
ment, establishment and maintenance of networks
of protected forest areas, urban forestry and envi-
ronmental conservation will remain relevant envi-
ronmental forestry tools. Institutional strengthen-
ing and policy development will also be needed to
build up the capacity of member countries to de-
sign and implement new and innovative schemes
for the commercialization of environmental serv-
ices from forests.

Measures to promote the demand for financing
sustainable forest management will be required to
increase the Bank’ s role in the forestry sector. The
main bottleneck is the lack of awareness and u-
derstanding of the opportunities offered by forests
among decisonmakers in the ministries of fi-
nance, national planning agencies, and national

financiad indtitutions. Forestry is a particularly
difficult sector for international development fi-
nancing ingtitutions because investments are
sometimes not perceived as profitable and ac-
countable undertakings, forest lands are subject to
complicating stakeholder interests, and the size of
investment projects is typically fairly small. Nev-
ertheless, close anadysis of success stories indi-
cates that sustainable forest management can be
profitable. This can be achieved by following the
actions proposed below.

(i) Create adequate awareness among macro-
level decisionmakers of the forestry sector’s
potential contribution to sustainable devel-
opment in Latin America and the Caribbean.
(i) Use nationd forest programs as entry points
to Bank financing within an appropriate in-
stitutional framework.

(i)  Continue to include forest components in the
loan programs for other sectors (rura devel-
opment, infrastructure and energy invest-
ments, tourism, urban development).

(iv) Analyze the implications of international
forest policy processes in meeting the needs
for assistance of Bank members.

(v) Pioneer and promote the use of new financ-
ing instruments for sustainable forestry.

(vi) Facilitate and support private sector invest-
ment in forest management. This will aso
create interna pressures for policy reforms
and indtitutional strengthening in member
countries.

(vii) Strengthen existing strategic aliances and
develop new ones a nationa and interna-
tiona levels within the region.



Financing Sustainable Forestry

Why Are Forests Important?

Latin American and Caribbean forests cover 936
million hectares, representing more than a third of
the total land use. Conversion to other land uses
and overexploitation in accessble areas now
threatens the region's forest areas. FAO (1999)
estimates that the current rate of deforestation in
the region is 5.8 million hectares per year, or more
than a third of the global change (Annex 1). Most
of this deforestation is the result of converting
natural forests with a variety of productive and
environmental functions into margina agriculture
land with little or no economic or environmental
vaue.

The value of forests is paradoxically often recog-
nized only after they have been lost. They are es-
sential in maintaining life-supporting systems by
protecting soil and water, housing the bulk of the
Earth's biodiversity, and contributing to climatic
conditions. The impact of forest loss is felt far
beyond the forested areas through siltation of riv-
ers and waterways, sedimentation of dams, re-
duced water supply to agriculture and urban
communities, increased land erosion and climate
change.

Latin American and Caribbean forests house
about 85.000 plant species or some 31 percent of
the world total. In South America, about 20 per-
cent of forest habitats have aready been lost,
while the loss has been even greater elsewhere.
Most protected areas in the region are located in
natural forests covering 230 million ha but inade-
quately managed (Keipi 1999a).

Despite the undisputed benefits derived from the
region’s forests, the sector’s characteristics make
investment financing more complex than in most
other sectors. According to Moura et a. (1999),
forests have long gestation periods (from 6 to
more than 100 years), which is a source of risk for
forest management. Moreover, benefits are not
necessarily reaped by the owner of the resource,
but may be passed on to the next generations. For-

ests are also characterized by the uneven distribu-
tion of benefits and costs over time. Initid in-
vestment outlays can be large and annua man-
agement costs relatively small; yet, while most of
the revenue occurs at the end of the rotation pe-
riod (typicd in afforestation and reforestation ac-
tivities). Non-market benefits or public goods are
important in this sector (particularly through envi-
ronmental services provided by natura forests),
and investors have been unable to capitalize on
these benefits” The poor definition of rights as
well as conflicts in the use of forest products and
services may aso make investment a complicated
and risky exercise (e.g. Kaimowitz et al. 1999).

These characteristics make forestry different from
other land uses, particularly agriculture, where
similar problems of long-term financing are not
encountered. In particular, the link between n-
vestor and beneficiary is direct in agriculture and
non-market benefits play no role or only a limited
one. However, there are also important similarities
such as maintenance of landscape values.

Concept and Profitability
of Sustainable Forest M anagement

Forest management is a multipurpose activity,
aimed at producing a desired set of forest products
and services that respond to market demand. Goal
setting is a political process where stakeholder
priorities are balanced with each other. The con-
cept of sustainable forest management has been
introduced to guide management practices to a1
sure that the economic, ecologica and socia val-
ues of forests are maintained. The International
Tropica Timber Organization (ITTO), which has
10 members in the Latin America and the Carib-
bean region, has defined SFM as follows (ITTO
1999):

2
Some investors may capture environmental services,
e.g. through carbon trades.



Sustainable forest management is the
process of managing forests to achieve
one or more clearly specified objectives
with regard to the production of a con-
tinuous flow of desired forest products
and services without undue reduction
of its inherent values and future pro-
ductivity and without undue undesir-
able effects on the physical and social
environment

It is important to note that the definition of sus-
tainable forest management depends on current
societal values, which are defined through the
political process. As these values change over
time, what is meant by sustainable forest man-
agement in operationa terms also changes. How-
ever, the man economic principle of
sustainability remain; namely, that the costs and
benefits of forestry activities should be equivalent
over the long term. This means that sustainable
forest management must be profitable if it is to be
undertaken on along-term basis.

There is little comprehensive information on the
profitability of sustainable forest management in
Latin America. Most recent studies have focused
on the issue of sustainable timber management
vis-a-vis conventional logging in natura forests.
Pearce et a. (1999) has compiled a useful sum-
mary of these studies which leads to the following
main conclusions:

(i) Conventiona logging in natura forests can
be highly profitable, but wide variation in b-
ca conditions means that this is not always
the case.

(i) Conventiona logging tends to be financidly
much more attractive for private investors
than sustainable timber management by a
factor of 1.5 to 4.

(i) Returns to conventiona logging are high in
the short term but tend to disappear, while
sustainable timber management provides
lower initid returns, but they are sustained or
Mmay increase over time.

Plantation forests cover about one percent of the
totd forest area in the region.3 They have been
mainly established with fast-growing exotic spe-
cies (Eucalyptus, Pinus) and more recently with
native species. Plantations are mostly for indus-
triadl uses and they are economicaly viable but
their initiation has in many cases required exten-
sive public sector subsidy programs. Justification
for such support has derived from important bene-
fits to loca communities and improved environ-
mental conditions (Keipi 1999a).

The concept of sustainability broadens the scope
of forest management beyond timber, encom-
passing the sociad and environmental benefits of
forests. Aslong as forest owners and managers do
not capture these benefits, they fal outside the
scope of the economic analysis. However, these
benefits may bridge the gap between unsustain-
able and sustainable forest practices and, as soon
as they can be redlized, investors will switch to
sustainable forestry.

Currently, deforestation and unsustainable forest
practices appear more profitable in the short term
because they emit “wrong” signas (i.e. negative
externalities are not incorporated into prices) from
the market. This needs to be rectified by reducing
the opportunity costs of forest management in a-
der to make unsustainable forestry less attractive
and by countering extra-sectoral policy con-
straints. This is not an easy endeavor because in-
vestments in sustainable forestry are different
from those in most other sectors given their sig-
nificant externdities and long time horizons
(PROFOR 1999).

Benefits from carbon sequestration, biodiversity
and water supply are examples of services which
occur at globd, regiona, nationa and locd levels
and which have the potential to be internaized
through market or other mechanisms. Such pay-
ments can be arranged administratively (GEF,
pollution abatement subsidies) or through the
market. Environmental externalities may be taken
as a vaid judtification for long- or medium-term
subsidies, provided that their efficiency and dis-
tributional impacts are desirable or acceptable.

3
Regional estimates of the area of plantation forests
vary from 8 million to 11.1 million ha (Keipi 1999a).



Experience suggests that market measures require
adequate policy guidelines and regulatory meas-
ures. Incentives are generaly more cost-effective
than regulation but they need to be supported by
an adequate level of regulation (Richards 1999
PROFOR 1999). The relevant incentives have to
be applied not just within the forest sector, but
aso in any other sectors that have spillover effects
on forests (Pearce et al. 1999).

The Roles of the Public and Private Sectors
in Financing Forest Projects

Public and private financing have distinct but
complementary roles in the forest sector. The pur-
pose of public sector financing is to achieve pub-
lic goals, whereas private capital generates wealth
and creates markets (and is placed at risk). Public
funding will increasingly be targeted at leveraging
private investment. These distinct roles, however,
become less clear-cut as they are extended to take
advantage of the new opportunities offered by the
“commoditization” of the environmental services
of forests, the application of market-based instru-
ments and the effect of other incentives on
sustainability.

The change in roles is coupled with the change in
flows. While private financia flows to the re-
gion's forestry sector have been increasing (Gen-
try 1998; Joshi 1998, cf. aso section 3.2), the
public sources have been losing their relative im-
portance. This emphasizes the need for leveraging
private investment through public funding.

Another switch in the role of the public sector is
to move away from direct involvement in man-
agement and production toward addressing insti-
tutional constraints by creating enabling envirar-
ment for private investment (World Bank 2001).
Financing for sustainable forestry will have to
come mainly from private sources. In the past,
private actors have paid little attention to envi-
ronmental and social issues. However, awareness
of the environmental risks caused by unsustain-
able operations is changing the attitudes of foreign
and ingtitutiona investors. Ethically oriented in-
vestors also emphasi ze sustainability and equity as
selection criteria for their portfolio. These trends
are opening new potential sources of financing for

sustainable forestry management, provided that
such investments can aso be economicaly viable.

The problem to be overcome is often the up-front
costs of infrastructure, research and information,
and human resources development that the private
sector cannot be assumed to bear. In addition,
high apparent risks involved in the transition from
unsustainable to sustainable forestry, coupled with
the lack of understanding of forestry investments,
also act as barriers to private investment in sus-
tainable forest management. Private-public sector
partnerships are essentia in solving these issues.
To make such partnerships work in practice, there
needs to be an alignment of interests for sustain-
able forest management. While the public sector
should ensure that private capital is used in a ©-
cidly and environmentaly responsible manner,
the private sector needs to influence the govern-
ment so that the enabling conditions for sustain-
able forestry are established, including up-front
investments and risk mitigation. Partnership no-
dalities need to be tailored to locd stuations. This
is a rapidly evolving field in Latin America (see
next Chapter).

For the purposes of the IDB, forestry projects
could be divided into three main categories ac-
cording to their primary objectives (while recog-
nizing that multiple outputs are amost aways
targeted):

(i) Production/commercial forestry projects in
natural forest management and plantations
are implemented for profit by the private
sector. Outputs are usudly timber and non-
timber forest products but can aso include
services such as ecotourism. Despite the
profit seeking motivation of investments,
strict adherence to environmental precautions
should be required and due consideration
should be given to the protection of indige-
nous peoples’ rights and other social issues.

(i) Socially targeted projects may contribute
significantly to aleviating poverty and im-
proving socia equity through the generation
of income and employment Forestry activi-
ties are typically integrated into farm pro-
duction systems (agroforestry and slvopas-
toral systems). These projects can be targeted



at entire communities (and their organiza-
tions) or individual farmers, and they can
also address the cultural and spiritua values
of forests. The term “social” is used herein a
broad sense including all types of forest ac-

tivities with socia goals4
(>iii) Environmental forestry projects are aimed at
providing public goods through the environ-
mental services of forests. These include
such activities as watershed protection,
biodiversity conservation, and carbon se-
questration. The resulting benefits may be
reaped at global, regional, nationa or local
levels.

The incrementa costs of productive forestry,
which are necessary to meet the environmenta
and socia requirements of sustainable forest man-
agement, are a key barrier during the transition
from unsustainable to sustainable practices. Con-
cessionary public financing could exercise sub-
stantial leverage to remove these barriers. It could
finance enabling activities such as forest invento-

ries, the preparation of management plans, train-
ing, and research and the introduction of improved
technologies such as reduced impact logging. In
addition, concessionary funding could play a role
in ensuring the market and non market-based
valuation of the full range of forest goods and
services (Mouraet al. 1999).

International Agreements Related to Forests

The objectives of severa regional cooperation
mechanisms are relevant to the promotion of sus-
tainable forest management (SFM). For example,
they provide useful frameworks for developing
appropriate mechanisms for financing of sustain-
able forestry. The most far-reaching instrument is
the Central American Forestry Convention, which
successfully mobilizes subregional and national
action for the promotion of SFM (see Box 1).

The countries of the Amazon Cooperation Treaty
agreed in 1995 on a proposal that set criteria and
indicators for sustainability of Amazonian forests.

Box 1. Central American Forest Convention

Several important political and legal instruments have been established in Central Americato promote envi-

ronmental conservation and sustainable development. One of them is the Regional Convention for the Man-
agement and Conservation of Natural Forest Ecosystems and the Development of Forest Plantations (1993),

also known as the Central American Forest Convention (CAFC). Its main objectives are to (i) promote na-
tional and regional mechanisms to prevent changes in land use in areas under forest cover with forestry po-
tential, (ii) rehabilitate deforested areas, (iii) reorient settlement policies on forest lands, (iv) create disincen-
tives for actions which lead to forest destruction, and (v) promote a process of land use planning with sus-
tainable options.

The Convention not only deals with forest loss, but goes further by enabling a regional policy that creates
new land tenure and use options in areas earmarked for forestry and protection. The aim is to shift from a

predominantly agrarian focus to conservation and the sustainable use of forests. CACF also contributes to the
objectives of broader poverty alleviation strategies.

The Central American Council on Forests (CCAB) was created to implment the Convention. Close links
have been built in for coordination with the regional instruments and activities related to biodiversity, envi-
ronment and sustainable development. A regional strategy is mitigate the impact of forest fires and create a
regiona market for carbon sequestration certificates is being devel oped.

So far, implementation of the Convention has been satisfactory, athough not perfect. A major achievement
is that the implementation process involving fundamental changes in land-based development strategies has
started and will continue. New challenges include the incorporation of environmental and sustainable use is-
suesin theregional commercial agenda, among others. As awhole, the experience gained has been positive.

Source: Aguilar & Gonzalez 1999

Social forestry is often used in a narrow sense to

refer only to community forestry.




The Tarapoto Protocol attempts to promote the
sustainable development of Amazonian for-
ests? to make use of their environmenta, eco-
nomic, cultural and socia potentia, while recog-
nizing the national sovereignty of the member
states. The criteria were established at three lev-
els. loca forest management unit, national, and
global. The proposal includes provisions for broad
participation and consultation, especialy at the
local level. It forms a useful subregiona instru-
ment for harmonizing the normative framework in
the forestry sector. Its effectiveness, however, will
depend on its adoption and application in the
member states (Smula, 1999).

There are a number of international instruments
that regulate many of the functions of forests, but
only a few have been designed for the purpose of
promoting sustainable forest management. Many
mechanisms focus on a particular aspect of for-
ests, or their regulation has a direct or indirect
effect on how forests are managed and utilized.
Some of the main goals of some of these agree-
ments are, for example, environmental conserva-
tion, sustainable development, trade regulation
and economic integration. Only two instruments,
the UNCED Forest Principles of 1992 and the
1999 Proposals for Action of the Intergovern-
mental Pand of Forests (IPF, which is the prede-
cessor to the United Nations Forum of Forests
UNFF), take a comprehensive view covering all
types of forests and various elements of sustain-
able forest management as a holistic concept. Un-
fortunately, both are nonbinding.

Of the existing multilateral environmental agree-
ments (MEAS), the one with the broadest scope
from the forestry point of view is the Convention
on Biological Diversity (CBD). Its objectives are
essentia for the forestry sector: (i) conservation of
biodiversity is a precondition for sustainable for-
est management, (ii) sustainable use of the bio-
logical diversity of forests is an element of SFM,
and (iii) promotion of the fair and equitable use of
the benefits derived from the use of genetic e
sources would directly benefit resource owners.

The United Nations Framework Convention on
Climate Change (FCCC) is perhaps the most

promising new financial mechanisms for the con-
servation and protection of natural forests and the
establishment of forest plantations in Latin
America. Argentina, Belize, Costa Rica, Ecuador,
Guatemala, Honduras, Panama, Paraguay, Mexico
and Bolivia have entered into joint implementa-
tion (J) projects even though it is still in its pilot
phase.

The mechanisms envisioned in the Kyoto Proto-
col, however, not yet operational and many issues
need to be resolved. Nevertheless, the Central
American nations, with CCAD leadership and
FAO support, are preparing for the future use of
these mechanisms through by developing a Cen-
tra American Forestry Strategy for Mitigating
Climate Change. One of the objectives of this
project is to identify the regional and national po-
tential for the implementation of projects of to
mitigate the impact of climate change (Blas
Zagpata 1999).

The Convention to Combat Desertification (CCD)
takes a holistic, locally driven approach in which
the sustainable management of forests and other
natural resources is an integral part of measures to
combat desertification. The impacts of the Con-
vention cannot be assessed as yet because its f-
nancing mechanism has only recently become
operational. Leveraging other sources of financing
is one of the key elements of the CCD strategy,
which opens the door to cooperation possibilities
with the IDB.

The International Tropical Timber Agreement
(ITTA) is a commodity agreement to facilitate the
trade in tropical timber and ensure exports from
sustainable sources. ITTA seeks to balance envi-
ronmental and economic interests, a characteristic
that makes it different from other commodity
agreements. A large number of reforestation, for-
est management, forest industries and economic
and market information projects have been fi-
nanced in Latin American member countries. This
is currently one of the most tangible benefits to
forest managers from the Agreement.



Financing Instruments for Sustainable Forestry

Taxonomy of Instruments

During the last few years, the IDB has carried out
severd studies on the assessment and develop-
ment of new financing instruments for envira-
mental investments. This section looks into such
instruments from the viewpoint of their applica-
bility for financing forestry and discusses how
they could be made more effective.

Several classifications have been proposed for
financing instruments applicable to the forestry
sector and conservation projects (e.g., Bayon et a.
2000, Best & Jenkins 1999, Moura et al. 1999,
Panayatou 1994a, Pearce et a. 1997), but it g-

pears difficult to suggest an all-embracing taxon-
omy for sustainable forestry financing instru-
ments. However, for the purposes of this analysis,
instruments have been divided into five groups: (i)
credit lines and project financing, (ii) envira+
mental and forestry funds, (iii) market develop-
ment instruments, (iv) private capital market in-
struments, and (v) grants provided by or through
philantrophies and NGOs (Table 1).

The issue of direct financial subsidies usad in
government supported programs and through e
vironmental and forestry funds in Latin America,
has been particularly controversia (Vaughan
1995). The current view suggests that such incen-

Tablel. Examplesof Financing Sourcesand Instruments
for Private Forest Management | nvestments

Instrument Production | social For- | Environmental
Forestry estry Forestry

Credit Lines and Project Financing

?  bank credit lines (including SME and micro-credits) X X

? targeted grants X X X

?  project loans grants from international agencies X X X

?  debt-related instruments (debt-for-nature swaps) X

Environmental and Forestry Funds

? national forestry funds X X X

?  environmental funds X X

?  conservation trust funds X

Market Development I nstruments

?  forestry-based carbon offset payments X

?  water resource use charges X X

?  tradable development rights/extraction quotas X X X

?  tradable protection right paymenst X

?  bioprospecting fees X X

Private Capital Instruments

?  venture capital funds X X

?  securitization X (X) X

? guarantees (policy guarantees, forest business guar- X X)
antees)

Grants by Philantrophies, NGOs

?  conservation grants X

?  research and development grants X) X X

?  nonreimbursable social development financing X

?  sustainable forest business devel opment grants X (X)

Key: X applicable, (X) applicable but with limitations



tives may be used if justified as compensation for
positive externalities of forest investments that
cannot be reaped by landowners. For example,
payment for environmental services that can be
identified and, if possible, quantified would qual-
ify. Haltiaand Keipi (1999), who provide a com-
prehensive review of the subject, suggested that if
direct financial incentives are used, they should be
cost-effective and targeted (only the marginal cost
of adoption that compensates for the opportunity
cost).

The following discussion focuses on examples of
market development instruments and the mobili-
zation of private capital and philanthropies for
financing sustainable forest management and con-
servation in Latin America and the Caribbean.
The specific issues related to public-private sector
partnerships and packaging, which are involved in
many of the individua instruments identified, are
reviewed at the end of this section.

Market Development Instruments
Carbon Sequestration

During the last ten years, forestry-based carbon
offsets have evolved from a theoretical idea into
market-based instrument for accomplishing the
global environmental objectives of the Framework
Convention on Climate Change. The most impor-
tant aspect of the subsegquent Kyoto Protocol is the
adoption of legaly binding commitments by 37
developed countries and economies in transition
(collectively called the “Annex 1 countries’) to
reduce their greenhouse gas (GHG) emissions by
an average of 5.2 percent below 1990 levels (the
“basdling”) by the years 2008-2012. Forestry and
land-use change activities were included among
the recognized strategies that countries could use
in meeting these GHG reduction commitments.

The Latin America and the Caribbean region has
spearheaded joint implementation of carbon se-
questration projects. By 1998, there dready were
27 projects in various phases of implementation,
in spite of the fact that formal agreements on how
such projects could qualify for meeting the emis-
sion reduction targets had not yet been reached.
Cogta Rica has the most extensive and sophisti-
cated program in this field (including other envi-

ronmental benefits of forests) while Argentina,
Belize, Bolivia, Colombia, Ecuador, Guatemala,
Honduras, Mexico, Panama and Paraguay are im-
plementing individual projects in order to gain
experience (Roveda 1999). In relation to forestry
(including renewable energy projects), two of the
financing mechanisms provided by the Kyoto
Protocol (the Joint Implementation and the Clean
Development Mechanism) are potentialy impor-
tant to the mobilization of resources for SFM ac-
tivities (Moura et a. 1999). Additiona financing
for carbon sequestration could make many mar-
gina reforestation projects profitable.

Water Resource Use Charges

The value of forests in watershed management has
been widely recognized. A large number of proj-
ects have been financed for this purpose, includ-
ing by the IDB. However, only recently has atten-
tion been given to the wider use of water charges
paid by the hydro energy sector or water consum-
ers (including urban communities, industry and
irrigation farmers) to pay for the services that for-
est management can ensure. It is aso recognized
that upstream management is often more cost-
efficient than heavy investment in infrastructure
or the maintenance of downstream water canas
and reservoirs.

Resource use charges for water are designed to
correct market failures in order to make upstream
farmers choose environmentally desirable invest-
ments that protect the water supply to downstream
populations. Compensation is provided to induce
environmentally benign practices. Water fees and
tariffs are adjusted to pay for such measures.

In Colombia, a law requires the hydroeectric
power companies to transfer 3 percent of their
gross sales to regional autonomous corporations,
and another 3 percent to the municipalities where
watersheds and reservoirs are located. The former
are used for protecting the watersheds, while the
latter go for environmenta improvement (Rodr i-
guez and Ponce 1999). In Costa Rica, the water
and power companies are charged annua fees of
$6 million and $3 million respectively. The fees
are used to finance the conservation of some 1.3
million ha of forest in the watersheds supplying
water to the city of San Jose (Heindrichs 1997).



Another recent example is the Watershed Conser-
vation Fund (FONAG) established in Quito, Ec-
uador by the municipal government and the pri-
vate sector, with the assistance of The Nature
Conservancy (TNC). Funding is raised from water
charges paid by eectricity companies and private
water users as well as the public water authority.
Grants and loans are then provided to upstream
individuals and communities to help them con-
serve the watershed through tree planting, protec-
tion, erosion control, and development of aterna-
tive livelihoods. The concept brings new elements
to financing conservation by means of water
charges by relying on a participatory approach
and entrusting implementation to NGOs.

Further conceptual development could be done in
commoditizing watershed conservation services
through landowner certification, as already prac-
ticed in Costa Rica. This kind of approach is
likely to work best in clearly defined watershed
areas that protect the supply of fresh water to u-
ban centers. A large number of such cases could
be identified in the countries of the region.

M obilization of Private Capital and
Philanthropies

The private capital markets could play a much
more significant role than at present in financing
SFM-based activities if the ingtitutional and q-
erational barriers to such investments were re-
duced. Severa instruments in commercia private
sector financing that could be applied to forestry
are detailed below.

(i)  Debt financing through banking system can
be used both for forestry or the forest n-
dustry. Targeted credit for forestry has been
rare in Latin America and the Caribbean.

(i) Venture capital funds are expected to fill a
much-needed void in the provision of risk
capital to emerging biodiversity-based busi-
ness, including forestry as one of the prior-
ity sectors (Mouraet a. 1999) (Box 2).

(i) Securitization (the process of turning an as-
set, debt, obligation or aggregation of these
into marketable security such as stocks or
bonds) is an example of conventiona fi-

nancing instruments that could be used in an
innovative way in forestry.

(iv) The first forestry sector-specific policy
guarantee has been planned for the Russian
Federation (World Bank 1998b).

Best and Jenkins (1999) have identified grant
funding from philanthropies and NGOs as one of
the key sources for strategic investment in forest
conservation. In genera, their god is to expand
the preservation of forest ecosystems. In addition
to public conservation projects, philanthropies
have started to seek to leverage the early stage
development of forest land acquisitions that can
accomplish public goals by the commercia pri-
vate sector. Such investments can aso teke the
form of conservation easements or the establish-
ment of forest conservation funds.

The scope of NGO-financed activities is aso in
the process of change. The notion is to increase
effectiveness by joining forces with other sources
of financing and governments. This represents a
gradua shift from traditional grant-funded local
socid or environmenta projects toward more -
fective interventions in the development of poli-
cies and financing mechanisms by the NGOs.
TNC's work on water resource charges, IUCN'’s
involvement in the development of nationa envi-
ronmental funds, and WWF's support to the c-
velopment of certification under the Forest Stew-
ardship Council are examples of such new ap-
proaches. This makes them potential partners for
the IDB and other sources of international fi-
nancing in Latin America and the Caribbean.

Public-Private Partner ships

Public-private partnerships (PPPs) have become a
common mechanism in financing (mainly) infra-
structure investment all over the world. They refer
to “a form of collaboration or joint endeavor te-
tween the public and private sector for the pur-
poses of implementing a major project, whereby
the resources, strengths and capabilities of each
are brought together” (United Nations 1998). (f-
ten, partnership brings the private sector capita
and business management capabilities together
with the public sector’s potentially stronger risk



Box 2. Venture Capital Fundsfor Sustainable Forest M anagement

Private sector forestry investment funds function like other sectoral investment funds, matching forestry’s char-
acteristic investment profile to the needs of potential investors. The attractiveness of forestry as opposed to other
sectoral investments includes protection against inflation, possible tax advantages and the insulation of stock
growth from market fluctuations.

Private sector forestry investment funds are relatively common in the devel oped world, particularly in the United
States, Australia, and New Zealand. Increasingly, opportunities are also being realized in the plantation estates
of the developing world (e.g., Chile and Argentina). One specific example is Xylem Investments Inc., an inter-
national timber investment management firm, which makes private equity investments in international publicly
traded plantation-based forestry companies based on expectations of a significant appreciation of forest assets
(generally). Nominal rates of return are 15 percent.

Forestry investment funds are likely to focus on the establishment and management of plantations and the down-
stream wood products industries. In this regard, the short rotations with associated cash flows attainable in the
tropics make such funds potentially highly replicable. However, this assumes that hecessary preconditions arein
place, such as efficient capital markets, available information, political and macroeconomic stability, etc.

Biodiversity venture capital funds are another example of equity or quasi-equity instruments. Their investments
are generally considered to be inherently high risk. Reduction of the risk barrier is their main justification.
Therefore, sector investment programs or funds have been designed to address the special need of biodiversity-
based businesses. A recent exampleisthe Terra Capital Fund, supported by the MIF, which has been set up to
bring together investment management expertise (Banco Axial, Environmental Enterprises Assistance Fund,
Sustainable Development Inc. and IFC), advanced sector know-how, and local and foreign capital. Another ex-
ample of relevance is the MIF/TNC Environmental Enterprise Fund known as EcoEnterprises Fund (ondo
EcoEmpresas) which will have $10 million available for venture capital and technical support to environmen-
tally responsible business projects (Bayon et a. 2000).

Priority given to forestry will be highly dependent on the expected return of projects. The funds are likely to fi-
nance natural forest management and utilization, emphasizing non-timber forest products. If they do not become
significantly involved in timber harvesting operations based on SFM, for which there is alarge potential in sev-
eral Latin America and Caribbean countries, their role is likely to remain limited to biodiversity-specific activi-
ties. The slow start of Terra Capital indicates that the establishment of these ventures isa complex exercise.

bearing capacity for long-run investments with transferred to the private sector, which pays

public benefits. a lease payment for the use of the facility

provided by the project (e.g., management

Typical public-private partnership contracts in- of ecotourism facilities).

clude:

() Contracting out or management contracts, (v}  Build Operate Transfer (BOT) IS t_he most
where the private sector provides a service comman form of partner_shl p- A project may
or manages a project for an agreed period be developgd by the private sector, Wh'Ch
and fee without assuming the risk of fi- takc—s_the primary r&sponsbllr_[y for fundl_ng,
nancing or profitability (e.g., contractual Elannlnsg}hpundl?g ?nd operatlgg tfhe project

I o or a iciently long period of time to
harvesting in government-owned forests). sarvice and repay the debt raised for this

i Joint ventures, where the public and private purpose ar_1d arn an adequate profit. Control

() sectors jointly finance ovr\)/n and opgrate a C.)f the project 1S then f[rans‘erred to the pub-
project (e.g., partid public ownership in for- I'C. Sector, which retains permanent owner-
est industries). ship of t.he assets. Thert_a are many variations

(i) Leasing, where al or a substantid part of of BOT, forest concessions are a typical ex-

the risks associated with funding, develop- ample.

ing, managing and operating a project are




(v) BOO (Build Own Operate), where neither
control of the project nor ownership of its
assets is transferred back to the government,
but remains in private hands. Privatization
of state-owned forest industries is an exam-

ple of this type of contract.

The benefits that PPPs may offer participants can
be grouped into five categories (United Nations
1998):
()  Fiscal benefitscould be obtained as a result
of easing budgetary constraints, optimal
risk allocation by sharing, accurate costing,
and obtaining private sector expertise and
know-how at reasonable costs.

Economic benefits may derive from speed
of delivery, increased responsiveness to
demand, reliability of services, efficiency in
implementation, access to internationa
funding and fostering of loca capita mar-
kets.

(if)

(i) Technological benefits could include trans-
fer of technology, training and access to in-

novation.

Social benefits result from meeting peopl€e's
needs, raising living standards, improving
the environment, and balancing socia and
commercia priorities. The potential for d-
locating freed public resources to hedlth,
education and other essentia areas could
contribute an additional benefit.

(iv)

Political benefits may arise from the redefi-
nition of the government’s role toward s+
pervison and regulation and the attraction
of private sector funding. These types of
partnership may contribute significantly to
stable investment climate.

(v)

PPPs are particularly suited for promoting the ce-
velopment of the forest sector in cases where the
government is reluctant to give up its controlling
power to private enterprises. Overal government
control over the management and use of forest
resources can be ensured through the negotiation
of contracts. The negotiation may facilitate public
sector understanding of key bottlenecks created by
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current policies and regulations and encourage it
to take the necessary steps to eiminate them. In-
deed, one of the key objectives of PPPs is to re-
move barriers to sustainable forestry ventures in a
coordinated and cost efficient way to enable the
private sector to bring capital and expertise to the
implementation of investments.

Partnership concepts are present in many of the
financia instruments described earlier. They are
expected to become increasingly common in all
efforts aimed a promoting sustainable forest
management and conservation. The key require-
ment is the alignment of private and public inter-
ests in such ventures, which has been often over-
looked by the parties involved. In the forestry
sector, this tends to involve a lengthy process of
consultation and negotiation where the role of
“champions’ on both sidesis crucial.

Public-private partnerships have been essentia in
developing the concept of payment for environ-
mental services in Costa Rica. This experience
could be replicated in other countries. In doing so,
however, it is important to bear in mind that con-
ditions in Costa Rica were particularly advanta-
geous for the success of this scheme (Moura et d.
1999). Costa Rican public opinion was widely
concerned about the environment, and the country
had a long tradition of democratic collective a-
tion entrepreneurship. In addition, the Costa Rican
tourism sector depends on the value of the coun-
try’s ecosystems. In turn, the country’s economy
is dependent on tourism as a source of foreign
exchange. International organizations helped con-
ceptualize development opportunities, and land-
owners and farmers were effectively organized.
Finaly, secure land tenure significantly reduced
therisk of investments in farestry.

Packaging Forest-Based I nvestments

The instruments and mechanisms discussed earlier
may be used to combine the benefits available
from forests. This is necessary as forest owners
and managers try to optimize their overdl pro-
duction function based on the various benefits
obtainable from forest resources. In doing so, they
will also have to project how the vaue of ther
forest property is likely to change in the future.
The conventional production function that maxi-



mizes net revenue from timber is expanded by
introducing other products and services, each
having with its own price and cost. There are
trade-offs between these outputs. The landowners
attempt to choose an optimum combination in
their specific situation.

Packaging of investments becomes a useful and
practical way to convert opportunities into finan-
cia flows and revenues, which can be used to pay
the cost of capital involved in the operations. The
Costa Rican experience shows how water user
fees and carbon sequestration benefits can be
combined into a service package provided by for-
est owners. In this pioneering arrangement, funds
are raised from beneficiaries of forest goods and
services and channeled to public and private forest
owners and managers. The system has raised a lot
of interest at nationa and international levels, but
a full assessment is not yet possible because it is
not yet fully operational (see Box 3).

The FONAFIFO concept in its present form rep-
resents only a first approximation for packaging

environmental services to pay for them. This g
proach keeps sustainable forest management as
the main goal, rather than focusing on an individ-
ual service (water, carbon, biodiversity, natura
beauty, etc). A blunt approach by dividing the
compensations to landowners into three categories
is probably initially a pragmatic one, and it could
later be adjusted by type of forest management
activity and its capacity to produce various envi-
ronmental benefits Heindrichs 1997). The pay-
ments made to landowners must be based on
services provided and should not be a transfer
payment. This provides a strong motivational &-
pect for the scheme and is adso financialy attrac-
tive.

In the packaging approach the various benefits
need to be weighted to provide a single “product”
of intangible forest benefits. The various types of
project interventions provide different outputs.
These are naturaly site specific.

Box 3. Financing through Costa Rica’'s National Forest Fund

The Costa Rican government established a National Forest Fund (Fondo Nacional de Financiamiento
Forestal, known as FONAFIFO) to compensate forest owners and managers for reforestation and conser-
vation activities in natural forests. According to the law, the Fund receives its resources from a gasoline
tax, revenues from selling CO, certificates to international buyers (joint implementation), and the emis-
sion of forestry conservation certificates. There are also a host of other national and international sources
of funds that could be made to pay for the environmental services provided by forests.

FONAFIFO can useits funds to pay private landowners for reforestation (currently $492/ha), forest man-
agement ($329), and forest protection ($49). By the end of 1997, a total of $14 million had been dis-
bursed, creating 79,000 ha of protected forest areas, 10,000 ha of sustainably managed natural forests,
and 6,500 ha of reforestation. The demand has exceeded the supply and there is reported to be a backlog
of applications.

The new concept of payment for environmental services replaced the earlier approach that relied on is-
suing certificates that benefited applicants by granting them tax breaks. This approach put small forest
owners at a disadvantage and the focus was given to forestation. The earlier system also lacked transpar-
ency and the main source of funds was the government, thus creating a drain on the budget. The new
concept aims at shifting the fi\nancial burden from the state to the private sector and the beneficiaries of
forest services.

The establishment of payment fees is based on three types of activities (reforestation, forest management
and protection), which may be considered the first approximation at the initial stage. Thereisa possibility
to develop a more differentiated classification of forest management types, and assigning for each type a
rating of the various environmental services based on its “production potential.” The different environ-
mental services could also be weighted in relation to each other to arrive at a total score for the valuation
of environmental servicesin a specific forest area as a whole. The compensation to forest owners carry-
ing out in different types of forest management activities could then be established based on the total
score.

Sources: Heindrichs 1997, Bayon et al. 2000
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Financing Potential and Funding Flows in Forestry

Financing Potential

The overdl financing potential of the region’s
forest sector for the period 1998-2010 is estimated
at $88.2 hillion or $6.8 hillion per year (Table 2,
see dso Box 4). About 72 percent of this tota
($63.7 billion) would be in the industrial forestry
sector, including production facilities and addi-
tiona industria plantations for raw materia pro-
curement. The cost of the management of natural
forests (including protected areas) accounts for 28
percent of total sectoral investments, amounting to
$24.6 billion in 1998-2010 or $1.9 hillion annu-
aly.

services provided by forests are not available to
allow similar estimations.

The data presented in Table 2 must not be taken as
an investment plan or project proposals. The pur-
pose is to demonstrate the magnitude of invest-
ment opportunities in sustainable forestry. Indi-
vidual projects are naturaly to be designed sepa-
rately and implemented by the private sector,
public sector and internationa financing institu-
tions. However, it is important to have an overal
view of the sector’s investment prospects to raise
awareness among investors and decisionmakers of
the potential offered by the forest sector.

Table2. Financing Potential in Forestry and Forest Industriesin
Latin America and the Caribbean 1998-2010

Activity Total period Average annual
(In billions of US dollars)
Industry 62.3 4.8
Plantations 14 0.1
Subtotal 63.7 49
Natural forest management 16.3 1.3
Protected areas 8.3 0.6
Subtotal 24.6 19
Grand total 88.2 6.8

Table 2 focuses on wood-based forest products
and protected area management. The estimates are
based on projections of demand and supply of
industrial forest products and net trade estimates.
Industrial investment estimates were obtained
separately for new capacity and reinvestment by
applying unit investment coefficients and asset
service life assumptions.. The projected increase
in wood is assumed to come entirely from planta-
tions. Their investment needs are estimated based
on unit investment coefficients. Indicative targets
have been established for the areas of sustainably
managed production in natural forests and pro-
tected areas to which the unit management cost
coefficients are applied. Adequate data on non-
timber forest products and the environmental

These estimates do not cover al the forestry @&-
tivities. No comprehensive estimates are available
of the investment requirements in the various
fields of socia and environmental forestry. The
activities quantified in Table 2 would aso con-
tribute very significantly to socia objectives,
given that the goal of all forest investment should
be sustainable forest management and conserva-
tion. In the same way, timber will be an output of
many projects whose primary goad is socid (e.g.
agroforestry) or environmental (e.g., watershed
management, carbon sequestration). That timber
may partly be used for industrial purposes.

The estimated global volume of funds associated
with the flexible mechanisms for meeting the



emission targets of the Kyoto Protocol is very
large, reaching hbillions of U.S. dollars annualy
(Roveda 1999). This is expected to provide sig-
nificant new funding for forest management &-
tivities for those Latin American nations that are
well prepared when the protocol becomes opera-
tiond.

Funding Flowsto Forestry

The difficulties involved in obtaining reliable data
on financia flows in the forestry sector are widely
recognized (e.g., Joshi 1999). The present analysis
draws on available data from a variety of sources
that were complemented by a survey of donor
agencies and multilateral financing institutions.

Multilateral Public Sector Financing

The total rough estimates of commitments on on-
going and planned projects financed by the IDB,
the World Bank, and the GEF was $2.7 hillion for
1999. The World Bank is clearly the largest
source of financing (72 percent), particularly hke-
cause of its contribution to forest development in
Brazil and the other large countries of the region.
The IDB contribution reaches 20 percent. Brazil is
the largest recipient of multilateral financia flows
(43 percent), followed by Mexico (9 percent),
Peru (6 percent) and Colombia (6 percent).

The IDB has the largest number of projects(60),
compared to the World Bank’s 50 projects. The
GEF is reported to have 11 major projects related
to forestry in the region. The average size of proj-
ects is largest in the case of the World Bank
(about $40 million). The comparable figure for the
IDB is only $11.5 million. The GEF average con-
tribution to projectsis even smaller ($8.7 million).

The World Bank portfolio is heavily concentrated
on Brazil (50 percent of the regiona total) and the
commitments in six other countries are in the
range of $100 million or more (Chile, Colombia,
Haiti, Mexico, Peru and Uruguay). The largest
IDB commitments are in El Salvador, Mexico,
Venezuela and Brazil. The IDB portfolio aso
contains a large number of smal projects, in the
range of few million U.S. dollars. The main GEF
contributions are alocated to Brazil, Argentina
and Panama.
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In addition to the multilateral development banks,
severa other internationa sources provide fund-
ing for forestry projects in the Latin America and
the Caribbean region. The ITTO has provided fi-
nancing for 35 projectsin Latin America valued at
$25.7 million. The FAO is implementing 14 proj-
ects with a total cost of $38.6 million financed by
various donors (ITTO 1999, www.fao.org/Regio
nal/LAmericajproyecto). The ITTO and FAO are
aso implementing severa pre-project activities
and small technical cooperation projects.

Bilateral Public Sector Financing

Data on bilateral sources is limited to seven donor
agencies (EU, CIDA, DFID (UK), DIDC (Fin-
land), GTZ, NORAD and USAID).5 The Euro-
pean Commission is financing the largest number
of projects (125), with a significant amount going
to smal projects with an average size of
$1.1 million. Great Britain (DFID) and Germany
(GTZ) have the next largest project portfolios in
Brazil (67 projects), Bolivia (24), Ecuador (22)
and Peru (21). These four countries have been the
most successful in atracting bilateral donor
grants.

Private Sector Financing

Detailed comprehensive statistics on private sec-
tor forestry financing in the region are not avail-
able. However, there is an increasing amount of
scattered information available from various
sources. Commercial private sector flows, both
foreign and domestic, are generaly divided into
direct and indirect investments. Direct investments
are generally for capital goods (e.g., equipment,
land, etc.) or services (e.g., training), while indi-
rect investments take the form of ether debt (e.g.,
commercial bank loans) or equity (e.g., common
and preferential stock, portfolio investment, ven-
ture capitdl).

Domestic non-commercial private sector flows
tend to be implicit investments in the form of b-
bor, equipment, technical knowledge or assis-
tance. At the internationa level, financia re-

° Several other donor agencies are supporting forestry
in the region, but data could only be obtained for these
seven.



sources are mobilized through grants or conces-
sonary financing (eg., environmental sinking
trust funds) by the NGO community and philan-
thropies (Best and Jenkins 1999).

Foreign private capital flows into forest-based
investments increased in the 1990s. There are
three main channels for private capital flows: for-
eign direct investment, portfolio equity investment
and commercia bank loans.

Foreign direct investment (FDI) is carried out by
companies, often through joint ventures with local
firms. Typicaly, FDI in forestry takes the form of
investment by a multinational company in the
shares of aloca company.In the case of portfolio
equity investment, individuals and institutional
investors purchase publicly traded stocks and
bonds on locd capita markets.Commercial bank
loans are the most traditional form of private
capital flow. It takes a variety of forms, including
loans from commercia banks to public and pri-
vate investors, as well as revenues from the sales
of publicly or privately issued bonds in the capital
markets. Private debt covers a wide spectrum of
investments, from those that resemble FDI, to
those that are more akin to portfolio investments.

Foreign private capital, particularly FDI, is not
only an important source of financing, but is aso
essential in acquiring technology, know-how, and
management skill. FDI is less volatile than port-
folio investment and it tends to have a long-term
horizon with regards to returns. FDI is also attrac-
tive because it does not require fixed repayment
and does not increase the nation’s debt burden
(Gentry 1998).

According to UNCTAD (1999), FDI flows to the
wood and wood products sector in Latin America
and the Caribbean were estimated at $120 million
in 1997 and $242 million 1998, corresponding to
0.3 percent and 3.2 percent of total FDI during
those two years. However, the data corresponds to
investments from five OECD countries only and
excludes some important investors in the sector
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(the Nordic countries, Malaysia, New Zealand and
the Republic of South Africa). In addition, in-
traregiona FDI, which is dgnificant in Latin
America, is not included. Therefore, the actua
level is likely to be much higher, probably closer
to $500 million. In view of the region’s forest re-
source potential and economic growth prospects,
FDI islikely to increase in the medium term.

Traditiondly, international forestry investments
were manly related to logging concessions in
natural forests. Table 3 provides information on
some transnational logging companies with major
concessions in Latin America. The role of Maay-
Sian companies is striking among the firms.

The available information on international and
cross-border investments in forest plantations and
forest industries in Latin America shows a heavy
concentration in Brazil, Argentina, Mexico and
Chile. The largest group is foreign investors,
mainly multinational companies in the pulp, paper
and timber business, that invest in the region as
part of their raw material or marketing strategies.
Some new players have recently come into the
picture. They include timberland investors who
specialize in investments in forest plantation proj-
ects worldwide drawing their resources mainly
from ingtitutional investors, and environmental
investors who seek projects in forest conservation
and carbon sequestration, etc.

Less information is available on foreign portfolio
investment in the Latin American forestry sector,
but it has obviously increased its role in forestry
and forest-based industries as in other sectors.

International capital markets have started to rec-
ognize the potential and characteristics of forestry
investments (particularly fast-growing planta-
tions). Well-informed investors rightly perceive
many such investments as relatively low-risk
long-term opportunities, with positive real rates of
return that complement traditiona portfolios
(FORM 1999).



Table3 Some Transnational Logging Companieswith Concessionsin Latin America 1999

Company Country of Origin Host Country Holdings (hectar es)
Berjaya Group Malaysia Suriname 300,000
Guyana 760,0007
Equatorial Resources United States Brazil 600,000
KTS Group Malaysia Brazil 415,400
Kwitaro Malaysia Guyana 760,000°
Mafira Group Malaysia Guyana 760,000
Mitsubishi Group Japan Brazil 34,710
MUSA Indonesia Suriname 800,000
NV Tacoba Malaysia Suriname 150,000
Primegroup Holdings Ltd. Malaysia Guyana 800,000
Rimbunan Hijau Group Malaysia Brazil 53,997
Samling Corporation Malaysia Guyana 1,690,000
Brazil 993,694°
Solid Timber Sdn Bhd Malaysia Guyana 760,000
Tenaga Khemas Sdn Bhd Malaysia Guyana 793,354°
WTK Group Malaysia Brazil 313,719
Total 9,984,874

Source: Sugal and Mittermeier 1999

a

h . . . ~ . . . A

Conclusions

Despite of the difficulties in obtaining reliable
data of financia flows in the forestry sector, espe-
cidly on the private sector financing, there are
certain general conclusions that can be made on
the basis of the literature (Gentry 1998, Best and
Jenkins 1999):

There has been a rapid shift in financia flows to
the region’s forestry sector away from the public
toward the private sector as part of the broader
privatization processes in forest resource man-
agement and utilization. At least in the short run,
“green” sources of financing in the private sector
are likely to exceed the available supply of proj-
ects that meet the profitability and environmental
criteria

If the Kyoto Protocol becomes operational, un-
precedented amounts of financial flows may fe-
come available for environmental forest manage-
ment in Latin America and Caribbean. Philan-
thropic financing seldom appears in the readily
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available financia flow statistics. From the coun-
try case studies prepared for this paper it is evi-
dent, however, that it has an important role both in
social and environmental forestry, and often em-
ploys innovative instruments.

Overseas development assistance has been de-
clining in recent years but it continues to have an
important role in the forestry sector. Unfortu-
nately these flows have been scattered among a
large number of smal projects. Large programs
with a potentia for addressing forestry problems
on the required scale are few. There is significant
potential for leveraging private sector investment
both through international development assistance
and public funding in the country level. Currently,
this potential is not being fully utilized. Foreign
direct investment and other commercia private
flows (including intraregional investments) are
increasing rapidly. There is a concern that these
investments may lead to environmental degrada-
tion or adverse socid impacts, but the industry is
taking a series of actions to address these con-
cerns.



The Role of the IDB

A Review of IDB Loan Financing in Forestry

Since its establishment in 1959, the Bank has fi-
nanced a large number of forestry and related
projects. In the beginning, they were mostly d-
rected at industriaization, timber plantations and
training. In the 1970s and early 1980s, the focus
shifted to socid and community forestry with
strong socia development objectives. Gradually,
ingtitutional strengthening and forestry as a com-
ponent of rural and agricultural development proj-
ects gained more weight. In the late 1980s and the
1990s, soil and water protection as well as biodi-
versity conservation received increasing impor-
tance.

The IDB’s financia commitments to forestry
started to increase in the late 1980s, reaching a
peak in 1992 when the level IDB investment
amounted to $130 million. Toward the end of the
1990s, commitments dropped to $20 to $40 mil-
lion. These figures should be interpreted with
some care because forestry sector activities are
not easily identifiable in Bank statistics. Forestry
activities are implemented under a number of dif-
ferent budget items within various types of prg-
ects and these items may or may not be classified
under forestry heading.

A total of 27 forestry projects financed by the IDB
or the Inter-American Investment Corporation
(11C) in 15 countries were analyzed for this study.
All the projects were implemented in the 1990s.
The total value of the projects was $1 hillion. The
average project size was $38 million and projects
ranged from $1 million to $132 million. Local
counterpart financing averaged 30 percent of prg-
ect cost. Ten projects were co-financed by inter-
national partners indicating the sector’s potentia
for leveraging overseas development assistance
(ODA) funding from other sources.

In most of cases, forestry represented a compo-
nent of larger programs carried out in the envi-
ronmental, rural development or agricultural sec-
tor. Full-fledged forestry loan projects were fi-
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nanced in Ecuador, Guatemala, Nicaragua, Uru-
guay and Venezuela However, in the case of
some watershed management projects, the over-
whelming majority of investments were in for-
estry (e.g. the El Cgjon project in Honduras). On
the other hand, the Mexico City Ecologica Con-
servation Program ($200 million) was originally
conceived as an urban forestry project, but in the
final design, direct forest investments amounted to
only $85 million. During the 1990s, more than
one forest project was financed in Brazil, Colom-
bia, the Dominican Republic, Ecuador, Guate-
mala, Honduras, Mexico, Nicaragua and Panama.

Financing for these projects was justified based
on environmental (44 percent), economic (33 per-
cent) and/or socia criteria (23 percent). In most
projects the target group was the rura popula-
tion/farmers. However, the needs of city dwellers
were aso been addressed in watershed manage-
ment and urban forestry projects. More than half
of the projects clearly aso benefited public sector
organizations, whereas dightly fewer supported
the strengthening of private sector entities.

The Multilaterd Investment Fund (MIF) window
offers significant potential for financing relatively
small-scale private forestry projects. It has fi-
nanced two forestry and biodiversity projects in
the past and provided equity capital to four envi-
ronmental enterprise funds, which invest in profit-
able small- and medium-scale enterprises.

The potential for I1C financing of private invest-
ment in forestry is dgnificant, particularly in
plantations and forest industries. However, there
is very limited awareness among potential benefi-
ciaries in the sector about the availability of this
window. As a result, the IIC funded only three
forest operationsin the 1990s.

Various incentives (typicaly subsidies for affor-
station) have been the most common financing
mechanism to reach farmers or other target bene-
ficiaries. In some cases revolving funds and small-
scale loans have been used as instruments to e+



sure the sustainability of financia flows and reach
beneficiaries. Almost half of the projects have
provided support to strengthen public sector in-
stitutions.

The|DB’sMandate
and Compar ative Advantages

The Eighth Replenishment of Resources (1994)
gave the Bank a clear mandate to finance sustain-
able management and the conservation of forests
in the Latin America and the Caribbean region
(IDB 1994). The crosscutting nature of forestry,
straddling economic, socia and environmental
objectives with linkages to many sectoral policies
and strategies makes it easier to comply with the
mandate.

The IDB has many comparative advantages in
forest sector financing in Latin America and the
Caribbean. The ingtitution has a good image and
high profile in its member countries, as well as a
srong capacity to bring various stakeholder
groups together to address difficult policy issues.
Its many successful interventions have also given
the Bank a good track record in the forestry sec-
tor. The Bank has been the largest single source of
international public funding in forestry in a num-
ber of smaller countries in the region during sev-
eral years in the 1990s. In addition, the institution
has a good outreach capacity made possible by its
extensive network of country offices, which alow
frequent contacts with national partners.

As a result of its presence in the field, the Bank
has acquired excellent regional and national
knowledge, which facilitates informed decision-
making. The Bank’s role in policy development at
the regiona level contributes to coordinated -
proaches and makes it a natural partner in cross-
border projects. Finaly, the Bank’'s innovative
environmental financing can be easily expanded
to sustainable forest management projects in gen-
eral. Access to GEF grant financing could be
linked with IDB loans for biodiversity conserva-
tion projects with global benefits.

The Bank has a further advantage of possessing
various types of financing mechanisms, each
serving different types of financing needs applica-
ble in forestry. In addition, the Bank has access to
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grant resources from donor trust funds, which can
be used for project preparation.

In spite of the Bank’s good track record in support
of forest financing as a component of larger pro-
grams, it has not been particularly successful in
the amount of lending to forest projects in recent
years, dthough this is true adso for the World
Bank (World Bank 2001). A key reason for the
low lending level appears to be lack of clarity on
what forestry projects can encompass and how
they can be effective instruments to further the
Bank’'s objectives of reducing poverty, and in-
creasing socia equity, competitiveness and envi-
ronmental conservation. In addition, emphasis has
recently been placed on environmental projects
undermining the potential offered by industrial
and socia forestry projects.

The main issues in forestry financing have been
the perceived low rates of return and high risks
Conventiona lending does not fit well with these
sectoral characteristics. However, limited forestry
components have successfully strengthened vari-
ous environmental and rural development pro-
grams. This is especially true for watershed man-
agement projects, which have been a key element
in the Bank’s environmenta portfolio. But, at the
same time, the perception of forestry has been
reduced to a supplementary activity rather than an
object of lending on its own right for develop-
mental and socia goals. Funding for biodiversity
conservation suffers from the same problem of
often being on the margin (Bayon et a. 2000). On
the other hand, there is significant, unutilized
revenue generating potential in sustainable for-
estry. This would make the sector easier to fi-
nance than pure environmental conservation ac-
tivities such as biodiversity preservation.

Based on this background, it is proposed that the
Bank adopt the following misson statement for
financing sustainable forest management:

The Bank seeks to promote conservation
and the sustainable management of forest
resources in Latin America and the Carib-
bean through improvements of its existing
instruments and adoption of new and inno-
vative financial mechanisms, capitalizing
on the economic, social and environmental



values of forests, drawing on public-private
partnerships and  participation  of
stakeholders (including the civil society,
indigenous people and the private sector),
aswell as capacity building.

Financing Forests by Bank Subregion6

As dready indicated, the overal financing poten-
tia in the forest sector of Latin America and the
Caribbean was estimated at $88.2 hillion in the
period 1998-2010, or $6.8 hillion per year. The
countries that make up the Bank’s Region 1 have
the largest investment potentia because of their
strong industrial base and extensive forest re-
sources (see Annex 1). It is estimated that their
tota financing potentia is $64.3billion, or 73
percent of the total. Region 2 countries could ac-
count for $10.9hillion, and Region 3 for
$13.1hillion. The breakdown of the financing
potentia by type of activity is somewhat different.
Industrial investment requirements dominate in
Regions 1 and 2; while in Region 3, the financing
potential in natural forest management is more
important than in industrial activities.

Financing Forests with Different Functions

As in most other sectors, the Bank’s role in for-
edtry is, to a large extent, to act as a catayst for
additional investment. With its extensive profes-
sional and financial resources and its regional
coverage, the IDB has the capacity both to explore
new avenues in financing and to take more risks
than the national governments or private inves-
tors. In particular, new opportunities for forest
financing can be found in the commerciaization
of various forest-based environmental services,
including investments through private?public
partnerships.

It is emphasized that unless policy and market
fallure problems are tackled, it is unredlistic to

° Region 1 includes Argentina, Bolivia, Brazil, Chile,
Paraguay and Uruguay. Region 2 includes Belize,
Costa Rica, El Salvador, Guatemala, Honduras,
Mexico, Nicaragua, Panama, Dominican Republic and
Haiti. Region 3 includes Bahamas, Barbados,
Colombia, Ecuador, Guyana, Jamaica, Peru, Suriname,
Trinidad and Tobago and Venezuda
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expect large-scale private investment in sustain-
able forest management. Consequently, the IDB’s
support for policy and institutional reform through
loan projects targeted at the creation of enabling
environments for profitable business and sustain-
able development in forestry should be given the
first priority. Of particular importance in policy
reform is the development of improved conces-
son systems for natura forest management in
countries where concessions are used. The exam-
ple of Bolivia is a useful reference on how the
structure of industrial forestry can be overhauled
through a policy reform involving new rules for
concession alocation.

Production Forestry

In production forestry, the Bank’s current instru-
ments are well targeted to complement funding
from the capital markets, the main source of f-
nancing for private investment. Direct support for
pilot and pioneer projects can play a particularly
important strategic role. The growing of trees for
industrial uses can take place on lands suited for
forestry or in fertile soils that could aso be used
for agriculture. The distinction is important as the
latter areas tend to fal under the jurisdiction of
agricultural authorities and typica tree crops n-
clude fruit trees or rubber. In addition, on forest-
lands, tree growing has to take into account exter-
nalities such as biodiversity conservation, a con-
cern that has no bearing on the use of agricultural
lands.

Brazil, Chile and Uruguay present important suc-
cess stories in plantation forestry in Latin Amer-
ica. Several other countries have tried to replicate
these experiences with fewer results. The main
bottlenecks have been found in macroeconomic
stability and poorly defined property rights. In
these cases a critical mass of the resource base
was created also with the assistance of public
sector subsidies. As shown by Hdtia and Keipi
(1999), in the future such subsidies should be g-
plicable if they meet criteria related to efficiency
(see thefirst chapter of this study).



Figurel
Financing Potential in Forestry and Forest Industries
in Latin America and the Caribbean by | DB Region, 1998-2010?
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While the pulp and paper industry would require
large areas of concentrated plantations to alow
large-scale investments in processing, there is also
atrend to promote tree planting by private farmers
as one productive option for lands where crop
production or grazing may be no more profitable
(e.g. in Brazil). Such schemes involve participa-
tion of the industry in the landowner’s investment
and may also include advance payments of the
harvest to address the issue of long gestation peri-
ods (Indufor and STCP 1998). These schemes can
easly integrate social aspects in industria for-
etry.
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Certification of forest management is a promising
sustainability tool because it contributes to inter-
nalizing social and environmental costs. The Bank
could support certification efforts in sector work
as a complementary policy instrument to reach
SFM at the nationd level, including development
of certification criteria and local capacity to im-
plement them through improved management
practices.

It could also finance sectord investment programs
where certification is an essential e ement to -
sure effectiveness and to reduce environmentd




and other risks. Under certain conditions, inde-
pendent certification could serve as an appropriate
element of loan conditionality linked with sup-
porting private investment in forestry.

Some Latin American countries are adready ad-
vanced in the development of certification (nota-
bly Brazil and Bolivia), while many others still
need assistance to build up capacity.

Social Forestry

Social forestry contributes both indirectly and d-
rectly to socia sector reforms. The direct contri-
bution to poverty aleviation in rural areas can be
observed through sustainable natural resource
management and utilization. Welfare and socia
security networks are improved with increasing
incomes and the diversification of the rura econ-
omy, which can be achieved partially by forest-
based activities. Social forestry is a particularly
valuable element.

Socia forestry loan projects could be targeted at
rural income and employment creation through
such activities as agroforestry and farm forestry,
NTFPs and various other community-based forest
activities. Even though the short-term benefits of
social forestry projects may be postive (e.g., n-
creased self-sufficiency, reduced risk to liveli-
hoods), these investments should aso be consid-
ered in the long-term strategic context: are they
leading to production systems which can be prof-
itable enough to maintain rura populations with
an adequate level of income in the long run? The
answer to this question will decisively influence
the project design, not only in forestry but also in
social services.

Forests contribute to natural disaster prevention
and mitigation by providing both physical and
economic shelter against unforeseen events. This
is an important consideration because the poor are
most vulnerable to the negative impacts of natura
disasters both in urban and rural communities.

Environmental Forestry

In environmental forestry, traditiona loan project
interventions in watershed management, estab-

20

lishment and maintenance of forest protected area
networks, urban forestry and environmental con-
servation will remain relevant. Institutional
strengthening and policy development will also be
needed to build up member countries capacity to
desgn and implement new and innovative
schemes for the commercialization of environ-
mental services from forests. This is crucid for
achieving an improved vauation of forest re-
sources, which should have a positive impact on
the profitability of forestry projects. Such schemes
and projects include the establishment of user fees
for downstream water users to protect upstream
watersheds, forest-based nature tourism/ecotour-
ism, carbon sequestration, and biodiversity pros-
pecting.

It is, however, recognized that, with the exception
of carbon sequestration, these activities tend to be
location specific. They may be localy important
but, in view of the magnitude of forestlands in the
Latin America and the Caribbean region, they will
only play a complementary role for forest owners
and managers to take better care of their forest
resources than in the past. From their point of
view, appropriate mechanisms should be devel-
oped for compensating entire bundles of services
that their forests can generate under different
management regimes. An important criterion in
this context is whether beneficiaries will be urban
or rura communities. It would be much easier to
develop mechanisms for payment/compensation
of environmenta services for urban communities.

The IDB could play a pioneering role in this work,
which is currently spearheaded by philanthropies
and NGOs with limited resources, building on
their experience and cooperation. As already dis-
cussed, number of preconditions should be in
place before these mechanisms can work in prac-
tice. In spite of the various limitations, compensa-
tion or commercialization of environmental serv-
ices to forest owners offers magjor possibilities to
generate financing for sustainable forest manage-
ment.

M easur es to Promote Demand
for Forest Financing

The Bank’s most important client is the public
sector of its member countries. Therefore, actions



to increase the demand for Bank financing should
focus on national governments. Lending to for-
estry in the public sector is, however, changing in
scope as the implementation of forest manage-
ment shifts to the private sector.

The problem of limited demand for lending to
forestry does not lie with nationa forestry
authorities that are responsible for the conserva-
tion and utilization of forests. The bottleneck is
the lack of awareness and understanding of the
opportunities offered by forests in the sustainable
development of nations among decisonmakers in
the ministries of finance, nationa planning agen-
cies, national financia institutions, etc.

In order to induce demand, both external and n-
terna issues should be addressed through inter-
ventions that put forestry financing on a level
playing field with other sectors. The complexity
of the problem cannot be used as an excuse to shy
away from the support that the countries of Latin
America and the Caribbean need to achieve SFM.
The following lines of action are proposed:

(i) Create adequate awareness among macro-
level decisonmakers of the forestry sec-
tor's potential in contributing to sustan-
able development in the Latin America
and the Caribbean countries.

(i)  Usenationa forest programs as entry points

to the Bank’s financing within an appropri-

ate ingtitutiona framework.”

(>iii)  Contribute to, and distill the implications of

the international forest policy processes in

meeting the needs for assistance by Bank
members.

(v) Pioneer and promote the use of new fi-
nancing instruments for sustainable forest
management.

FAO, the Netherlands, and several other bilateral
donors are supporting the development and establish-
ment of national forest programs. Two such programs
in Colombia and Nicaragua, generated large investment
programs for IDB financing in 1993 and 1996.
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(v) Facilitate and support private sector in-
vestment in forestry, which will aso create
internal pressures for policy reforms and in-
ditutional strengthening.

(vi)  Strengthen existing and develop new strate-

gic dliances at nationa and internationa
levels within the region.

In addition to these proposals, there is a need to
strengthen the Bank’s own capacity to deliver fi-
nancing to forest program, including speciaized
staffing, training of staff in country representa-
tions and backstopping capability from headquar-
ters.

Raising Awareness of the Investment Potential of
Sustainable Forest Management

As dready mentioned, there is lack of recognition
in Latin America and the Caribbean that sustain-
able forest management is a profitable and ethi-
caly attractive investment. However, decisions on
investments, and consequently the demand for
financing, largely depend on expected profitabil-
ity. Consequently, the most important measure to
creste demand for financing, in broad terms, is
making it clearly understood how forestry sector
operations could be made profitable and competi-
tive with other sectors. The purpose is not to ex-
pect specia treatment (lower interest rates and
other softer terms, lower profitability requirement,
etc.) for forestry investments but a fair judgment.
Because of the strong role of positive externalities
present in many forest investments, there is a need
to broaden the view of profitability assessment
beyond the traditiona financia measures and to
make an effort to quantify all the benefits.

Raising the level of demand for forest financing
so that it corresponds with its potential contribu-
tion to socioeconomic development and environ-
mental conservation requires raising awareness at
the country level on the developmental and envi-
ronmental potential of forests. In particular, this
should be geared to the decisionmakers responsi-
ble for resource alocation (finance, national plan-
ning, etc.).

Integrating sustainable forest management consid-
erations and components into investments in sus-



tainable agriculture, biodiversity conservation,
mitigation of climate change, rural development,
natural disaster prevention, and other larger pro-
grams would require further work on the identif i-
cation of linkages between sectors so that the -
tential of forestry interventions is duly considered
in program and project design. The Bank’s posi-
tive experience on watershed management prg-
ects shows how such understanding can lead to
lasting significant results. The role of the Bank’s
Sugtainable Development Department in identi-
fying these opportunities should be strengthened.

National Forest Programs
as the Bank's Entry Point

The Bank has a major opportunity in participating
in the design and implementation of national for-
est programs as the broadly endorsed approach
for sustainable forest development (UNDESA
1997, World Bank 2001). These programs provide
an early entry point to project pipeline for the IDB
both for policy reform and project financing,
rather than waiting for these processes to result in
requests to the Bank.

Well-gtructured national sectoral planning exer-
cises can create demand for financing feasible
actions. The review of the Bank’s earlier work in
technical cooperation and loan projects revealed a
high correlation: when the IDB supported national
forest sector planning exercises, a loan project
followed (e.g. Colombia, Nicaragua). The United
Nations Forum of Forests has adopted these pro-
grams as the generic concept to organize partici-
patory, country-driven policy and program proc-
esses. In such support, cooperation with other
sources of ODA would be highly desirable. A-
though some past efforts to develop and imple-
ment national forest program in the Latin America
and the Caribbean region have suffered from po-
litical changes and accountability problems, there
has been a marked improvement in their quality.
The IDB could benefit from this effort and pro-
vide funding for the resulting investment pro-
grams.

In the Latin America and the Caribbean region, 14
countries are in various phases of nationa forest
program implementation, and 12 countries are in
the process of revising their programs. Six coun-

tries are gill in the planning phase (FAO 2000). A
recent example is Brazil, which is in the process
of preparing a national forest program the first
time in the country’s history. Earlier efforts have
focused on individud states or the Amazon re-
gion. Mexico is in the process of launching a for-
est development strategy (Plan estratégico 2001).

National forest program processes will aso in-
volve the preparation of national financing strate-
gies for sustainable forest management These
exercises are particularly relevant for the IDB’s
participation because they could result in the de-
sign of nationally applicable financing instru-
ments and measures for fund-raising and invest-
ment promotion. The strategy prepared with par-
tial IDB funding for Mexico could result in Bank
funded investment programs (Plan Estratégico
2001).

There are also other policy frameworks related to
forestry, which would be useful entry points for
the IDB. These include national biodiversity
strategies and national environmental programs.
They would be important in countries where the
environmental values of forests are more impor-
tant than their economic role.

Cooperation with the Private Sector
and Pronmotion of Private | nvestment

Even though the Bank’s main clients are member
governments, the private sector is expected to play
an increasingly important role in the future devel-
opment of the Latin America and the Caribbean
region. In the forestry sector, there is a clear shift
toward the private sector in the implementation of
forest management, while normative functions
remain the government’s role.

The key measures to promote private sector n-
vestments in forestry are the reduction of barriers
to sustainable forest management resulting from
an inadequate policy framework or operational
constraints (skilled labor force, information on
production potential, participation of stakeholders,
markets, etc.). However, it is stressed that the a-
velopment of an enabling business environment
does not mean laissez-faire. Adequate forest man-
agement standards need to be in place and en-
forced to ensure sustainability.



The private sector also has an important role to
play in creating the demand for public sector f-
nancing. Without strong requests from the pro-
ductive sector, it is difficult to convince ministries
of finance and other public agencies responsible
for resource allocation of the need for government
investments in capacity building to create ena-
bling conditions for private operations. This kind
of leveraging could be achieved particularly
through national forest program exercises at the
country level, but also through the private sector’s
own initiative. The actions of the wood industry
association in Bolivia are a good example of these
efforts.

The Bank could undertake the following actions
in the area of cooperation with the private sector
and promotion of private investments in sustain-
able forest management:

() Assstance to governments to create ena-
bling conditions for private sector invest-
ment in forestry, including appropriate
regulation combined with incentives.

(i)  Support through technical assistance to
strategic private sector organizations in for-
estry and the forest industry.

(i) Support private sector cooperation and
business development through the organi-
zation of business meetings (involving in-
vestors and foreign buyers of forest prod-
ucts) and workshops. Such events could
play a role in promoting appropriate tech-
nologies for sustainable forest management
aswell.

Pilot and promote public-private partnership-
based investment in sustainable forestry; apply
cettification as an insrument to ensure
sustainability provisions in forestry financing.

Participation in International Policy Devel opment
to Promote the Demand for IDB Financing

Financing of sustainable forest management in
developing countries has been one of the key top-
ics in international policy debate since the
UNCED in 1992 (Joshi 1999). Continued progress
in policy development has been made under the
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Intergovernmental Pandl on Forests (IPF) and its
successor bodies, the Intergovernmental Forum on
Forests (IFF) and the United Nations Forum of
Forests (UNFF).

The problem of finance for sustainable forestry is
closely related to the other elements of the inter-
national agenda, notably institutiona arrange-
ments and trade and the environment. The debate
has focused on the establishment of an interna-
tional forest convention and its financing mecha-
nism. Many countries in Latin America and the
Caribbean have been reluctant to commit them-
selves to new obligations without firm indications
about the necessary financial assistance from ce-
veloped countries. For their part, developed coun-
tries have been reluctant to make such commit-
ments due to past decisions to reduce official -
velopment finance in recognition of substantial
financia flows from the private sector to devel-
oping countries.

The Bank needs to be actively involved in the de-
velopment of international forest policy as it d-
fects its member countries. International forest
policy will also shape the future framework for
financing the forestry sector at the multilateral
development banks. The IDB should remain
abreast of policy developments to help analyze
their implications for its member countries and
foster strategic aliances with other partners. The
IDB’s participation in the internationa and re-
gional forest policy processes is essential for cre-
ating a demand for Bank financing. This involves
participation in the work of the United Nations
Forum on Forests to achieve and finance sustain-
able forest management in Latin America and the
Caribbean; participation in the Internationa For-
estry Advisors Group to exchange experience and
promote co-financing arrangements with bilateral
and other donor agencies operating in the region;
and supporting regiona and subregional policy
and cooperation processes 6uch as the Consgo
Andino de Medio Ambiente, CAAMO, and the
Consgo Centroamericano de Bosques y Areas
Protegidas CCAB-AP).

Srategic Alliances

There are a large number of organizations work-
ing to promote sustainable forestry in Latin



America and the Caribbean. Some of them, like
IDB, take a holistic view, while others focus on a
particular aspect or activity. Many of these or-
ganizations could be useful Bank partners in cre-
ating the necessary demand for lending, raising
concessonary funding, and implementing proj-
ects. From the IDB’s point of view, strategic ali-
ances should preferably lead to co-financing and
coordinated implementation of activities. Alli-
ances should leverage the competitive strengths of

participants.

Natural Bank alies include such regional bodies
as the Economic Commission for Latin America
and the Caribbean (ECLAC), the Andean Devel-
opment Corporation (CAF), the Amazon Coop-
eration Treaty, and CCAB-AP in Centrad Amer-
ica, among others. Research organizations like
CATIE could aso be useful partners for the IDB
because they possess in-depth knowledge for the
transfer of technology.

An existing cooperation agreement with the FAO
Investment Centre has not been used for the
preparation of forestry projects in any significant
way. However, the FAO regiona office and
country representatives have good knowledge of
the sector and established, continuous contacts
with and access to sectora authorities. FAO
would be a useful aly for the IDB in developing
program and project financing since it is coordi-
nating the technical preparation of national for-
estry programs in the region.

ITTO isfinancing a large number of pilot forestry
projects in reforestation and forest management,
forest industries and economic information and
market intelligence in the region. ITTO projects
are generaly smaller than those financed by the
Bank and focus on providing technical assistance.
Many of these interventions should be followed
up or implemented in parale with investment
projects; but direct linkages for such purpose have
often been lacking. Different decision-making
procedures and project cycles make full coordina-
tion difficult. Nevertheless, ITTO and the IDB
could play complementary roles in financing and
cooperate more closely than at present. ITTO isan
especialy valuable potentia aly for the IDB ke
cause it is one of the few international organiza-
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tions that support the development of the forest
industry based on sustainably managed forests.

The World Bank is aso an important potentia
partner for the IDB, despite of the fact that both
organizations have similar comparative advan-
tages. There are several examples of fruitful coop-
eration between the two organizations at the e-
giona, national and project levels (e.g., Colombia,
Nicaragua, etc.). The Revised Forest Strategy of
the World Bank aso emphasizes the importance
of improved donor collaboration (World Bank
2001). The UNDP Program on Forests (PRO-
FOR), which is being transferred to the World
Bank, has contributed significantly to the recent
conceptua development of financing mechanisms
for SFM and is putting these concepts into prac-
tice in countries such as Costa Rica and Guyana.

Severd bilateral donors are active in the Latin
American forestry sector and many of them have
made co-financing with institutions like the IDB a
priority. Concessionary funding provided by them
is particularly valuable in social and environ-
mental forestry projects. Co-financing arrange-
ments could make IDB-supported projects paat-
able for ministries of finance in member countries.

The recent opening of GEF financing through the
IDB is an important milestone for increasing con-
cessionary funding to environmental projects. The
GEF quidelines emphasize leveraging private
sector investment, providing its windows in dif-
ferent forms, through direct project and program
financing, and through specialized funds. While
financing biodiversity protection is one of the
principa activities of GEF, a few policy issues
continue to limit the GEF's role in funding SFM
for productive investments. The IDB could con-
tribute to the GEF dialogue about how to resolve
these issues as they apply to Latin America and
the Caribbean.

In the area of forestry, the Bank has worked with
private sector organizations on a project-by-
project basis only. They represent, however, a-
other potentia aly, carrying political weight in
the national decision-making process by partici-
pating in setting priorities and defining policies.
National associations of farmers, landowners, n-
dustry, contractors, and others should be made



aware of the IDB’s as a potentia source of fi-
nancing for sustainable forest management. Bank
technical cooperations could be alocated to help
these organizations improve their capability to
assist their members in shifting from unsustain-
able to sustainable forest prectices.

Finally, but not least important, closer co-
operation with NGOs is apparently a still largely
unexplored opportunity. Alliances in this area
may take some time to mature but it is likely to
lead to long-term benefits for both parties. Much
of the conceptual development in promoting sus-
tainable forest management is taking place in pilot
projects and research efforts carried out by NGOs
and philanthropies. The IDB could help put many
of these new ideas into practice on a larger scale.
The track record of such organizations as the Na-
ture Conservancy, Conservation International and
WWEF proves that, while pursuing their own goals,
NGOs can be strong partners for multilateral de-
velopment ingtitutions. The cooperation with the
IUCN in the area of anadysis of financia instru-
ments for biodiversity conservation is a good ex-
ample of this type of partnership (see Bayon et d.
2000).

Strategic aliances can be useful tools for creating
a demand for IDB financing and partnerships for
implementation. Discussions with potentia alies
for this study revealed a considerable interest in
such cooperative undertakings. The Bank is often
expected to take the initiative. To do so may n-
volve organizing joint seminars, workshops and
conferences with potential alies, carrying out
consultations on parale or co-financing possi-
bilities; involving potentia aliesin project identi-
fication, preparation and implementation; provid-
ing technical assistance to national bodies the can
later work with the Bank to create a demand for
forestry lending; and consulting with potentia
adlies in the development of the Bank’s policies
and strategies.

Conclusions

Deforestation and the unsustainable use of forests
are issues that have been accorded increasing pri-
ority on the globa development agenda. A num-
ber of international, regional and country proc-
esses are underway to formulate appropriate e
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sponses to the problem. These efforts stem from a
concern that neither political decisionmakers nor
the markets adequately recognize or account for
the positive externdities of forests the negative
externdities of unsustainable forest management.
Policy and market failures lead to the sector’s un-
derperformance in terms of measured economic,
socia and environmental benefits.

Although the Bank recognizes the need to act on
these issues, lending volumes to the forest sector
have been on the decline. One of the reasons is
that the Bank may underrate the investment -
tential of the sector. There is a lack of awareness
of the full range of investment opportunities
available in the forest sector, and there is also in-
adequate clarity on what kind of activities the
Bank could or should finance as stand-alone for-
estry projects, or as components in projects with
broader objectives. There is a risk that this will
result in the suboptimal alocation of resources
since, as closer scrutiny indicates, the Bank's
globa priorities are highly relevant and applicable
to forest sector operations.

The Bank’s focal areas include social sector e-
forms; stronger growth, enhanced competitiveness
and environmenta sustainability; governance,
modernization and reform of the state; and re-
giona integration (DB 2000). In each of these
areas the forest sector is able to make a significant
contribution. Forestry has remarkable potential to
enhance the well-being of rura residents as well
as their and environmental and social security.
The sector can also significantly expand its output
and strengthen the competitive advantages of the
region as a forest producer. Forests and their man-
agement are essential to the environmental
sustainability of the region. The responsibility for
the production of forest-based public goods and
services can be increasingly shifted to the private
sector, promoting the objectives of modernizing
the functions of the State. Regiona integration in
forest-related policies, particularly trade and n-
vestment, are essentia to alow individual coun-
tries to achieve sustainable forest management.

However, there are technical barriers that hinder
the Bank’'s activities in the forest sector. Fully
tapping existing investment opportunities will re-
quire diversification of the financing instruments



currently in use in the forest sector. The trad-
tiona public sector loans extended by the Bank
will remain important in the environmental and
social sectors, with typical applications in water-
shed management, biodiversity conservation and
rural development. In industria forestry their role
is mainly to establish enabling conditions for pri-
vate investment through policy development, hu-
man resource development, research, and similar
activities. These loans can aso be used for other
activities to promote pr ivate investment in SFM.

Given the significance of externaities in the for-
estry sector, the Bank isin a position to contribute
to the introduction and expansion of the use of
market development instruments such as carbon
offsets, water use charges, and venture funds.
These are a new group of instruments that seek to
create, promote, or develop new markets for
services and products provided by sustainable for-
est management activities, and which may not be
recognized as tradable commaodities or services by
the existing markets. Commaoditization of previ-
ously non-marketable products and services (mar-
ket creation) has a potentially high impact both on
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economic and sociad development as well as on
natural forest conservation. These are drategic
instruments in promoting the shift from unsustan-
able to sustainable forestry practices, and provid-
ing an economic justification for many protection
measures. The transaction costs of the use of such
instruments could be reduced by packaging vari-
ous, previoudy non-marketable forest benefits
into asingle “product.”

The forest sector does not have a strong image
among key decisonmakers in the member coun-
tries and in the Bank. Specia efforts are needed to
win recognition for the development potential of
the forest sector. In the ember countries, aware-
ness-raising efforts need to target key ingtitutions
a the highest level of political decision-making,
including ministries of finance and nationa plan-
ning agencies. There is aso a need to strengthen
the Bank's own capacity to deliver financing to
sustainable forest management, including spe-
cidized daffing, staff training in country repre-
sentations and backstopping capability from
headquarters.
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Annex 1

Key Forestry IndicatorsBy CountriesIn Latin America And The Caribbean

Forest cover | Percentage | Natural Annual Production | Production
area of land forest area | change | of fuelwood | of industrial
area and charcoal | roundwood
1000 ha % 1000 ha 1000
IDB1
Argentina 33942 124 33395 -89 4 498 6 220
Balivia 48 310 44.6 48 282 -581 1419 892
Brazil 551 139 65.2 546 239 -2554 135 652 84711
Chile 7 892 10.5 6 877 -29 9984 21387
Paraguay 11 527 29.0 11518 -327 6 524 3 877
Uruguay 814 4.6 658 n.s. 3050 1043
Sub-total 653 624 646 969 -3580 161 127 118 130
IDB2
Belize 1962 86.1 1960 -7 126 62
CostaRica 1248 24.4 1220 -41 3440 1651
El Salvador 105 5.1 101 -4 6 809 211
Guatemala 3841 35.5 3813 -82 13328 795
Honduras 4115 3.8 4112 -102 6 038 664
Mexico 55 387 2.0 55278 -508 16 731 5914
Nicaragua 5560 4.8 5 546 -151 3786 267
Panama 2800 3.6 2794 -64 969 118
Dominican Republic 1582 32.7 1575 -26 976 0
Haiti 21 0.8 13 0 13328 239
Sub-total 76 621 76 412 -985 65531 9921
IDB3
Bahamas 158 15.8 158 -4 0 117
Barbados 0 0.0 0 0 0 5
Colombia 52 988 51.2 52 862 -262 18 062 2703
Ecuador 11137 40.2 11092 -189 5474 5514
Guyana 18577 94.4 18 569 -9 21 468
Jamaica 175 16.2 160 -16 6 305 43
Peru 67 562 52.8 67 378 -217 7 315 1546
Suriname 14721 94.4 14713 -12 19 103
Trinidad and Tobago 161 314 148 -3 22 A
Venezuela 43995 49.9 43742 -503 918 1 366
Sub-total 209 474 208 822 -1215 38136 11 899
Sub-total 939719 932 203 -5780 264 794 139 950
IDB1+1DB2+IDB3
Other Latin American 10 318 10070 -27 2638 673
and Caribbean
TOTAL 950 037 942 273 -5 807 267 432 140623

Source: FAO 1999




