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Summary 
This document provides a summary of the results obtained from the examination of local currency 
financing as mandated by decision B.33/14. In addition, it aims to provide the fundamental 
justification for GCF’s contemplation of integrating local currency financing. The review evaluates 
various strategies for the implementation of local currency financing and investigates measures to 
mitigate risks associated with foreign currency. Furthermore, it delves into crucial factors required 
for the successful implementation of pilot programs focused on local currency financing. 

The analysis highlights the possibility for the GCF to explore different options for providing funding in 
local currencies to Accredited Entities, thereby helping them manage foreign exchange risk. This 
document proposes key changes to support the implementation of a local currency financing 
program. These changes involve endorsing the Secretariat's development of potential structures for 
local currency financing, incorporating various approaches identified in the review. Furthermore, the 
document suggests exploring measures to mitigate broader financial risks, including foreign exchange 
risk, concerning GCF's assets. It also proposes the establishment of a foreign exchange risk buffer for 
local currency funding, taking global market conditions into account. Lastly, it acknowledges the 
importance of factoring in relevant foreign exchange costs when determining the overall 
concessionality of projects and programs utilizing local currency financing. 
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I. Introduction 

1. The Green Climate Fund's Board (Board), through its decision B.33/14, requested a review 
to assess the feasibility of a local currency financing (LCF) pilot. This request was in response to the 
latest review of GCF's financial instruments (as per decision B.BM-2019/08), which recommended 
additional analysis on the opportunity to incorporate LCF in GCF’s financial toolkit. 

2. Currently, the GCF can provide funding in US Dollar, Euro, Japanese Yen, and British Pound, 
creating risk to AEs who deploy GCF’s funding in local currencies. Historically, the GCF has 
primarily allocated funding in US dollars, with a smaller proportion allocated in Euro. To use the 
proceeds from GCF to fund local interventions/ programming, the AEs convert this hard currency to 
local currency. This poses two risks for Accredited Entities (AEs) and borrowers. Firstly, there is a 
risk that the value of the fund proceeds may decrease between approval and utilization. A decrease 
in the local currency's value can result in the AE receiving less funding in local currency terms than 
initially offered. Secondly, at the time of reflows (i.e., repayment), the AE may face insolvency risk if 
the local currency devalues, possibly resulting in a higher reflow burden to the AE.  

3. Currently, AEs need to choose between hedging foreign exchange (FX) risk or absorbing it 
unhedged, often resulting in reduced concessionality. In many markets, the expenses associated 
with converting hard currency into local currency upon receipt and repayment are substantial. As a 
result, numerous AEs opt not to hedge their FX exposure. However, if an AE wishes to mitigate its 
risks, it incurs significant hedging costs. Taking these costs into consideration, including exchange 
fees and hedging expenses, GCF loans often end up being priced less competitively than market 
rates despite the initial low-interest rates offered on USD loans. 

4. Through offering local currency financing (LCF), GCF can effectively support AEs to tackle 
these challenges and accelerate the impact of its climatic programming goals. An LCF approach that 
removes FX risk from AEs addresses several of their challenges by eliminating currency conversion 
needs, protecting concessionality, and filling gaps in local currency long-tenor loans. As a result, the 
GCF can expand the additionality and effectiveness of its programming by offering support to 
sectors with domestic revenues, encouraging on-lending, and channelling greater funding to 
regions with weak FX markets. 

5. This review considers how GCF can offer local currency financing, considering the demand 
from Accredited Entities (AEs) and the existing pipeline, and GCF's capability. This review provides 
a high-level overview of the decisions that the Board will need to make if it wants to approve a local 
currency financing pilot. It reflects interviews with 30+ internal and external stakeholders, 
comprehensive secondary research, and internal socialization, including a recommendation 
validation workshop. 

II. Summary of findings and Recommendations 

2.1 Key Takeaways from Review 

6. The analysis suggests that GCF should explore options to offer funding in local currencies to 
the AEs in order to assist them in mitigating foreign exchange (FX) risk. While GCF can still offer 
funding in USD and provide grants to cover hedging costs for AEs, its significant size and strong 
reputation make it better positioned to assume FX risk and provide funding in local currency to 
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AEs. By having access to a wider range of currency management and hedging tools at a lower cost 
compared to most AEs, the GCF can maintain its concessionality. This advantage enables the GCF to 
effectively manage its currency-related expenses while providing financial support. 

7. GCF should consider offering a wide range of LCF options and remain flexible to AEs’ need 
and capacity while deciding what approach to use in each case. The analysis has identified five 
options that GCF can consider for providing LCF, each of which is suited to meeting a market 
condition that the AE would be operating within (further discussed in paragraph 10 below). Rather 
than choosing any one specific option, GCF should strive to offer the full range of options so that 
they are responsive to the AE's specific circumstances and can lower the FX cost for each AE 
depending on their needs/capabilities and operating situation. Some LCF products are not available 
in nascent markets, so offering a range of options allows GCF to meet the needs of all recipient 
countries.  

2.2 Associated Decisions for Board Consideration 

8. To provide a comprehensive range of options, the Board may consider approving a series of 
changes. It is important to note that not all of these changes are necessary for the initiation of pilot 
programs1.   

(a) Approve FX hedging of assets: Decision B.34/22, paragraph (e) provides for the Secretariat 
to explore the mitigation of the wider emerging financial risks outlined in section II of 
document GCF/B.34/13 through, for example hedging GCF’s asset positions. While the Risk 
Appetite statement2 allow for GCF to tolerate considerable FX risk on asset positions, the 
tools the Secretariat has to off-set these risks are limited to either: (1) absorbing the risk on 
GCF’s balance sheet, or (2) provide a grant to the AE to offset the expense of hedging locally. 

(b) Extend GCF’s FX commitment risk buffer to hedging assets: Decision B.19/04 (a) iii, the 
Funding Risk Policy, provides for the existence and maintenance of a hard currency 
commitment risk buffer to be updated by the Budget Committee though based on global 
market conditions3. However, if the Board extends this buffer facility to include local 
currency funding it would provide a pathway for GCF to issue a Standby Letter of Credit 
(SBLC) with local banks to provide local currency solutions; and since the calculation of the 
buffer is based on global market conditions, this will allow for variability and volatility in 
local currency markets4. In other words, this buffer could be used to meet margin 
requirements necessary to service the SBLC. 

(c) Secretariat may then develop internal capabilities and processes: Local currency funding 
adds variability and uncertainty to most processes (i.e., market movements change the 
value of financial instruments on GCF’s balance sheet). While not all local currency funding 
instruments result in FX risk/ FX exposure, the GCF will need to consider the following: 

(i) To support the revised concessionality guideline, GCF will have to take FX risk onto 
its balance sheet and enter hedging contracts to mitigate this risk.  

 
1 See annex III for additional information related to these proposed changes. 
2 As adopted by the Board and contained in annex VI to decision B.17/11, paragraph (a) (ii). 
3 B.19/04 (a) (iii) page visited on 6/17/23.  
4 Reference is also made in B.21/14, paragraph. f 
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(ii) Changes to the way that loans are provided: Commitment Authority approval limits 
may need to be adjusted, reporting requirements will need to be updated, and new 
product structures will be needed to accommodate multi-currency withdrawals. 
This would include pricing of interest rate for LC-denominated loans, as well as 
demand for new capabilities.  

(iii) Changes in risk management: If GCF decides to launch an LCF program, it will need 
to update its risk management oversight. This would include taking FX risk onto 
GCF’s balance sheet and entering hedging contracts to mitigate this risk.  

(d) Enter legal agreements: GCF will need to budget time and resources to negotiate and then 
execute the legal contracts with the financial institutions (FIs) that will hold their local 
currency and hedge their transactions5. 

9. Given the complexity of providing the “full range” of LCF instruments, the review suggests 
that GCF gradually builds capacity. The path to realizing the above vision will take time, and many 
of the changes that underpin the proposed approach may require separate Board approvals. By 
focusing on a staged approach, GCF can streamline approvals, and focus on gradually building up its 
internal capabilities and risk mitigation systems. 

III. Overview of Local Currency Financing Approach 

10. Local currency financing enables GCF to accelerate funding deployment in line with AE 
needs and GCF strategic priorities. A local currency financing approach that removes FX risk from 
AEs addresses several AE challenges by protecting concessionality, removing currency conversion 
needs, enhancing predictability, and filling gaps in access to long tenor local currency loans. As 
such, this enables GCF to expand the additionality of its programming across a greater range of 
sectors and projects by more finely supporting sectors with domestic revenues, encouraging more 
on-lending from AEs and final beneficiaries, and channelling greater funding to regions with weak 
FX markets.  

11. Debt is the most appropriate instrument in which to provide local currency financing in. 
GCF engages primarily in four financial products, of which grants face little or no FX exposure 
during disbursement and no risk at repayment, as generally, there is limited reflow. Debt has a 
similar risk profile but has a wider range of hedging options which makes it the most appropriate 
instrument for GCF to provide local currency financing in. 

12. The review identified several options for the Green Climate Fund (GCF) to facilitate local 
currency debt. These options include providing a local currency loan (Approach A) or offering a 
USD loan with a grant to cover the associated hedging costs (Approach B). While each approach is 
effective on its own, they can also be combined to achieve a balanced and impactful outcome (i.e., 
Option A.2+).  

(a) Approach A – GCF provides a local currency loan:  

(i) Provide direct LC loan: By denominating its loans, both principal and interest, in LC, 
GCF shifts the FX risk onto its own balance sheet. Consequently, GCF assumes risk 

 
5 Institutions that require ISDA agreements to hold or trade FX may include but are not limited to bank accounts or FX 

trading accounts with internationally recognized financial institutions. 
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associated with having an open FX position on its balance sheet and may hedge to 
manage its FX exposure.  

Additional options exist in managing FX exposure: 

(ii) On-lend from GCF contributors: GCF requests contributors to pay part of their 
contributions in LC and uses to on-lend in the same LC. 

(iii) On-lend LC from LC bonds: GCF provides LC loans from LC raised through a local 
currency bond issuance, with repayment in LC. 

(iv) Catalyze LC lending by local financial institutions (FIs): GCF provides incentives6 to 
local and international financial institutions (FIs) to increase LC lending. 

(b) Approach B – Provide a USD loan plus a grant to cover the AE’s hedging costs: GCF has the 
option to maintain its loan offerings in USD, thereby keeping the FX risk off its balance 
sheet. In this scenario, the GCF provides a grant to the AE to cover their hedging costs. 

13. The review recommends that the GCF looks towards AEs to understand which approaches 
work best in each market based on their needs and capacity. This will allow GCF to be responsive to 
the varying requirements of AEs and adjust for the market suitability of the target country and the 
impact on itself7. Figure 1 highlights the implications of each option on AE needs, market suitability, 
and GCF impact.  The recommendation is not to deploy all modalities but rather take a staged 
approach that builds internal capacity, capability, and experience.

 
6 Incentives include leveraging LC funding of existing banks through de-risking instruments (e.g., SBLC), setting up local 

currency funding options (e.g., creating a local green bank to issue green bonds into local capital markets, or entering an 
agreement with other DFIs that have mature treasury function to on-lend in local currency. 

7 Note: GCF impact encompasses considerations such as the operational changes required, the impact on the GCF’s 
balance sheet, and the level of control exerted by the GCF. 
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Figure 1: Summary of Options for providing LCF 

 LCF Option Description AE Needs Market Suitability Impact on GCF8 

  
A.i  

Provide a direct 
LC loan  
 

GCF denominates loans in LC 
from USD funding, absorbing 
FX risk onto its balance sheet, 
which can be hedged. 

Provides the greatest flexibility to 
meet AE funding size needs at a 
moderate cost by leveraging its 
size. 

Suitable in developing or 
established FX markets. 

High impact on GCF, given the need to absorb risk 
onto its balance sheet and develop capabilities for 
hedging, deploying LC, and managing risk. 
However, there will be a high degree of control 
over funding decisions. 

A.ii On-lend LC from 
contributor 

GCF requests contributors to 
pay part of their contributions 
in LC and use this part of the 
commitment authority to on-
lend in the same LC. 

Provides flexibility to meet high 
funding size needs at a low cost. 
However, the speed of delivering 
LC can be slow, if it has not 
already been obtained from 
contributors.  

Suitable for countries with a 
strong presence of GCF’s 
contributors. 
 

Although the foreign exchange (FX) risk can be 
transferred to the contributor country, it has 
minimal impact on the Green Climate Fund (GCF). 
This is because the GCF experiences low FX risk as 
a result of limited currency translation and a 
reduced need for operational adjustments. 
However, GCF may have to share control over 
funding decisions with contributors. 

A.Iii On-lend LC from 
LC bond 

GCF provides LC loans by 
raising an LC bond, with 
repayment in LC. 

This model is not conducive to 
meeting high funding amount 
needs, has very high costs, and 
has a very low speed of delivery 
to AEs. 

Suitable for countries with 
mature financial markets for 
AEs to raise funds. This is the 
best way to support local 
financial markets. 

High impact on GCF because there is a need to 
build bond issuance capabilities and governance 
oversight. This will be a change and not something 
GCF seeks to do immediately. However, the FX risk 
is low, and the level of control over funding is high. 

A.iv Catalyze LC 
lending by 
financial 
institutions  

GCF provides incentives to 
local & international FIs to 
increase LC lending and 
increase the quantum of LC 
loans in the market.  

This model is not conducive to 
meeting high funding amounts 
needs and has very high costs. 
However, the speed of funding 
delivery to the AEs is high. 

Suitable for countries where 
there is an availability of local 
banks that can offer LC loans. 

Moderate impact on GCF because while this model 
requires low internal operational investments and 
has low FX risk, GCF will have a lower degree of 
control over funding. 

B Provide a USD 
loan plus a 
grant to cover 
hedging costs 

GCF lends in USD but provides 
a grant to the borrower to 
hedge FX risk.  

This model is not conducive to 
meeting high funding amount 
needs and has high costs. 
However, the speed of delivery is 
very high. 

Suitable in countries where 
AEs have existing FX 
capabilities (e.g., local bank 
account/ experience with 
translation/ hedging). 

Low impact on GCF due to a low need for 
operational investments, low FX risk, and a high 
degree of control over funding decisions. 

 
8 Impact at GCF is an evaluation of 3 parameters – i) extent of operational changes needed; ii) risk on GCF’s balance sheet; and iii) degree of control by GCF 
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14. The most appropriate approaches will depend on market maturity and dynamics. The 
approach the GCF uses for local currency will depend on the markets AEs cover and their cost of 
capital. Not all options can be feasibly offered in all markets because of varying topologies and AE 
dynamics:  

(a) GCF can potentially offer all approaches in countries with strong markets. In markets with 
reasonably liquid FX markets, a range of derivatives (including forwards and currency 
swaps) would be available. Furthermore, a strong presence of FIs allows GCF to consider 
options to catalyse funding or raise funds locally. It is also reasonable to assume that 
contributors have these currencies available or could convert funds. 

(b) Hedging support and contributor on-lending are less viable in immature FX markets. For 
immature FX markets, hedging options are more limited. While the GCF can provide direct 
funding, a lack of trading volumes means that AEs are unlikely to afford hedges themselves. 
Leveraging the local financial markets remains possible, but local institutions will likely be 
immature, and contributors may be unwilling to convert into these currencies. Hence, 
guarantees / SBLCs for on-lending would be needed, and in the long run, technical support 
will need to be provided to enhance the local market.  

(c) LCF options are relatively limited in nascent FX markets. For markets with nascent FX 
markets, hedging is limited or not possible due to limited volume and lack of overall 
liquidity. GCF can still provide local currency loans, but options for hedging FX exposure 
would be limited. GCF can also explore options for encouraging on-lending, but this would 
be limited by the availability of local FIs. 

15. Providing direct local currency loans (Option A.i) is likely to be the principal way that GCF 
provides local currency financing. While direct LC lending places administrative burdens on GCF, it 
offers the greatest flexibility and ability to achieve its impact goals, including supporting the 
development of local capital markets. GCF can maintain control over its fund deployment and can 
also expand the reach of LC lending as many AEs reported a lack of technical capability to hedge, 
particularly in the more illiquid FX markets.  

IV. Key considerations while making local currency loans 

16. If GCF makes direct loans in local currency (Option A.i), it will absorb FX risks onto its 
balance sheet. GCF would also take on FX risk in selected options when catalyzing local currency 
lending by financial institutions, such as when issuing SBLCs.  

17. GCF’s FX exposure can be limited by using a hedge. When lending in LC, the GCF faces a gain 
in USD if the LC appreciates or a loss when the LC depreciates. These can be significant (e.g., in 
December 2022, the Sri Lankan rupee depreciated against USD by 44%9). As shown in Figure 2, a 
series of currency forwards or a currency swap can be used to fix the exchange rate to ensure 
certainty of the reflow.  
  

 
9 Central Bank of Sri Lanka, “Weekly Economic Indicators”, 19th August 2022 
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Figure 2: Illustrative example of FX hedging through a series of currency forward contracts or a 
currency swap 

 

18. While hedges can provide risk mitigation, they are not suitable in some situations. 

(a) Highly volatile markets with expensive or no hedging options: In nascent markets 
undergoing significant macroeconomic shocks such as hyperinflation, hedging costs become 
prohibitive.  

(b) Loans with uncertain timing and/or amount of expected reflows: Hedging certain financial 
instruments presents challenges, particularly with debt products like returnable grants or 
subordinated debt, where unpredictable cashflows complicate risk and price calculations. 
Beyond debt instruments, it is also important to note that hedging equity products can also 
lead to increased risk and impact on cash inflows. This is because it involves non-
deliverable methods, carrying basis risk and requiring rolling hedges. Moreover, equity 
markets may be unavailable in certain countries, making replication across projects 
difficult. 

19. It is also important to acknowledge that hedging does not eliminate all risks. For example, 
some countries have currency controls that magnify some FX risks (i.e., GCF might need extra time 
to transfer money out of a country); some hedges do not perfectly match the FX exposure leading to 
basis risk; and some hedges do not have sufficiently long tenor, creating rollover risk10.  

20. Hedges are also expensive, and as a result, many peers and AEs choose not to hedge FX risk 
unless they are of significant size. For countries with nascent FX markets, the price of the currency 
swaps11 can extend upwards of 20% of the total USD amount covered. Even for more mature FX 
markets, swap rates could range between 4-10%, reflecting why many AEs are hesitant to translate 
their USD to LC now.  

 
10 Rollover risk would occur when the hedge tenor is shorter than the loan tenor. For example, if GCF issues a 5-year loan 

and only a 1-year hedge is available, GCF would be exposed to FX risk for year 2-5.  
11 Swap rate based on a synthetic 5-year bullet loan denominated in LC 
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21. In case GCF provides an LC-denominated loan, the interest rate/pricing needs to be based 
on local currency market benchmarks or proxies. Where an LC swap rate exists, GCF could use that 
as a basis to define the appropriate local currency interest rate. Alternatively, in illiquid FX markets, 
GCF would need to rely more on experts’ input to determine the LC interest rate. Instead of 
referring to the swap rate, GCF can use peer reference rates (e.g., any published prime rate or risk-
free rate or interest rates from local commercial banks), short-term swap rates (e.g., using the 1-
year swap rate as a basis to estimate the 5-year swap rate), rates from a correlated currency (e.g., 
using Indian Rupee rates as a basis to estimate Nepalese Rupee rates), or other commercial rates 
(e.g., yields of government bonds or corporate bonds having similar tenor than the contemplated LC 
loan). 

  

Figure 3: Fixed interest rate on a synthetic 5 -year bullet loan denominated in local currency, if the 
investor requires a USD return of SOFR  6M FLAT. 
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V. Deployment of a Local Currency Pilot Program 

22. To expedite time to deployment and minimize risk to GCF, the review suggests a focused 
pilot program based on two product options. These include: (1) denominating loans in LC from USD 
funding, and (2) providing a USD loan plus a grant to cover the AE’s hedging costs, which requires 
the least operational change from the GCF’s perspective. The review recommends transactions are 
selected from the existing GCF pipeline, considering opportunities to minimize risk and costs by 
deploying in more mature FX markets initially. An overview of guiding principles for the pilot 
programme’s approach are detailed in Figure 4 below. 
Figure 4: Summary of the guiding principles for pilot programs 

Approach Guiding Principles for LCF programs 
Product Options Local currency loan: Providing LC loans is likely to be the principal way that 

GCF provides local currency financing. Testing to see how it works would allow 
for the testing of the most common transaction. To de-risk, GCF may choose a 
sector and loan type which they are comfortable with (e.g., project finance in 
the energy sector). 
USD loan plus a grant to cover hedging costs: Where appropriate, the GCF 
should also consider offering grants to AEs to cover their hedging costs.  

Number of currencies Single currency: Sticking to a single currency will allow GCF to focus on 
learning and on getting internal processes set up, however it also limits the 
pace of learning and testing new structures. More important than the number 
of currencies is the approach in assessing and de-risking the topology of a 
market when determining the specific local currency funding solutions to be 
piloted. 

Hedge Currency swap12, offshore13: When providing local currency loans, using 
offshore swap providers is recommended as they are often larger and more 
efficient. In the long term, GCF can expand to have more local hedging options 
as they are often cheaper.  
Currency swaps are recommended as they are the most common hedging 
tools/instruments.  

Currency Low-risk currencies in regions with strong FX markets: This will allow GCF 
more flexibility to adjust its approach if needed, without incurring major costs 
due to high market liquidity. For example, there are opportunities to unwind 
hedges if they are no longer needed. However, by focusing on low-risk 
currencies, GCF may not address those SIDS and LDCs most in need of a LCF 
solution. Therefore, GCF, together with AEs may need to consider hybrid 
approaches that provide partial hedging or a blend of solutions that provide 
GCF with sufficient risk mitigation while also support stakeholders most in 
need of GCF’s support. 

Support Lean on the knowledge of others: Leverage external consultants, particularly 
to help GCF build out its risk management function. 

 
12 Likely to be non-deliverable out 5 years (to match term of the loan) and/or for a shorter period and rolled over.  
13 Offshore refers to international swap providers instead of local swap providers (e.g., local commercial banks or central 

banks)  
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23. To set the pilot up, the review proposes a sequential approach for the deployment of the 
LCF pilot program, which allows the GCF to build up internal capabilities. As summarized in Figure 
5, the review recommends a period of up to 6 months for the GCF to execute the required internal 
operational changes needed to launch a pilot program. These include: 

(a) Policy changes: To support a local currency pilot program, GCF will need to change how it 
understands and prices concessionality and uses its balance sheet to address the same. 
Currently, GCF defines concessionality based on reducing the interest rate for borrowers. 
However, they do not assume FX risk on their balance sheet, passing it on to borrowers and 
potentially making GCF loans non-competitive. To successfully engage in direct local 
currency funding, the review recommends two changes: 

(i) The review recommends that the calculation to determine concessionality used by 
GCF is expanded to include paying for AE’s FX costs (further detailed in Annex 2). 

(ii) The review recommends that the Board approves the Secretariat to enter hedging 
contracts to mitigate FX risk on GCF’s balance sheet (further Detailed in Annex 2). 

(b) Develop internal capabilities and processes: The GCF will also need to implement 
operational changes across several key areas to launch its local currency pilot program. 
These span its approach to providing loans, managing risk, and the operating procedures 
needed to manage new transaction types. The review recommends three changes that need 
to be approved to support a local currency pilot program: 

(i) The review recommends that GCF begins a review of the internal capabilities 
needed to price local currency loans and seeks external assistance from experienced 
professionals to fill short term gaps identified (further Detailed in Annex 3). 

(ii) The review recommends that local currency loans be approved with USD limits that 
can be exceeded if the reason that the limits were surpassed was due solely to FX 
movements (up to a pre-determined cap) (further Detailed in Annex 3). 

(iii) The review recommends that GCF updates its risk management function such that it 
holds sufficient capabilities to: i) determine the proportion of FX risk to be hedged, 
and ii) determine the choice of hedging instruments selected. 

(c) Enter legal agreements: To enter hedging contracts, GCF will need to make legal agreements 
with key counterparties to hold, exchange and hedge different local currencies. If GCF 
decides to move ahead with a local currency funding program, it will need to budget for 
time and resources to select the relevant financial institutions that will hold GCF’s local 
currency and hedge its transactions, then negotiate and execute the legal agreements with 
them. This includes an ISDA agreement which defines the relationship between GCF and the 
hedge provider, as well as developing new FAA templates for LC loans. 

(i) The review recommends that GCF enter a hedging arrangement with appropriate 
financial institutions that will allow GCF to hedge its exposure from the pilot 
(further Detailed in Annex 3).  
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24. During the implementation of operational changes and pilot program(s), the Secretariat will 
conduct a comprehensive review of lessons learned. As a learning organization, this review will 
enable the Secretariat to identify internal adjustments that can enhance future local currency 
funding solutions, improve outcomes, and mitigate risks.  

25. While the ambition is to execute these pilot program(s) with all expedience, these timelines 
are indicative and will depend on Secretariat bandwidth, the timeline for project approvals, and 
time for funding proposal approvals. These are to be revisited by the relevant project teams at the 
time of detailed pilot design. 
 

Figure 5: Indicative timeline predicated on GCF’s internal processes and AEs’ capacity 
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Annex I:  Draft Decision of the Board 

The Board, having considered document GCF/B.36/16 titled “Consideration for a Local 
Currency Financing Pilot Program”: 

(a) Takes note of the ongoing work by the Secretariat and the Investment Committee to develop 
a local currency financing pilot program that addresses current barriers and risks 
associated with currency fluctuations at the program/project level as mandated by decision 
B.33/14; 

(b) Agrees in principle to the deployment of the possible approaches for local currency 
financing as set out in annex II, recognizing that a pilot program will implement such 
approaches in a staged manner consistent with enabling Fund policy settings; 

(c) Requests the Secretariat, in the context of the Fund’s current pipeline, to identify and submit 
funding proposal(s) that include local currency financing approaches set out in annex II 
which are feasible and can be implemented within the Fund’s existing policies, to the Board 
for consideration;  

(d) Requests the Secretariat, under the guidance of the Investment Committee, to develop a 
proposal to operationalize local currency financing approaches set out in annex II which are 
feasible but cannot be implemented within the Fund’s existing policies, including 
recommendations on the specific policy changes required, for consideration no later than 
the B.39 meeting of the Board; 

(e) Reaffirms decision B.34/22, paragraph (e), pursuant to which the Secretariat is requested, 
in consultation with the Budget Committee with respect to any related budgetary 
implications, to explore the mitigation of the wider emerging financial risks outlined in 
section II of document GCF/B.34/13 and to present to the Board any recommended action 
for its consideration; 

(f) Request the Secretariat, in consultation with the Budget Committee with respect to any 
related budgetary implications, to explore wider application of B.19/04 (a) (iii) the foreign 
exchange commitment risk buffer to allow it to be used to support margin calls on the Fund 
in connection with the deployment of the local currency financing approaches set out in 
annex II, with a view to the Investment Committee and, if applicable, the Risk Management 
Committee,  making a recommendation to the Board for its consideration no later than the 
B.39 meeting of the Board; and 

(g) Confirms that the Secretariat should consider relevant foreign exchange costs when 
determining all-in concessionality for each project/program utilizing local currency 
financing. 
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Annex II:  Summary of Local Currency Financing Approaches 

The review identified several options for the Green Climate Fund (GCF) to facilitate local currency 
debt. These options include providing a local currency loan (Approach A) or offering a USD loan 
with a grant to cover the associated hedging costs (Approach B). While each approach is effective 
on its own, they can also be combined to achieve a balanced and impactful outcome (i.e., Option 
A.2+). Figure 1 below outlines these base options. 

Approach A – GCF provides a local currency loan: Provide direct LC loan: By denominating its loans, 
both principal and interest, in LC, GCF shifts the FX risk onto its own balance sheet. Consequently, 
GCF assumes risk associated with having an open FX position on its balance sheet and can use a hedge 
to manage its balance sheet exposure (where available).  

To avoid having to bear hedging costs when offering an LC loan, additional options exist:  

• On-lend from GCF contributors: GCF requests contributors to pay part of their 
contributions in LC and uses to on-lend in the same LC. 

• On-lend LC from LC bonds: GCF provides LC loans from LC raised through a local currency 
bond issuance, with repayment in LC. 

• Catalyze LC lending by local financial institutions (FIs): GCF provides incentives1 to local 
and international financial institutions (FIs) to increase LC lending. 

Approach B – Provide a USD loan plus a grant to cover the AE’s hedging costs: GCF has the option to 
maintain its loan offerings in USD, thereby keeping the FX risk off its balance sheet. In this scenario, 
the GCF provides a grant to the AE to cover their hedging costs. 

Figure 1: Five base local currency options 

 
1 Incentives include leveraging LC funding of existing banks through de-risking instruments (e.g., SBLC) 
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Figure 2 highlights the implications of each option on AE needs, market suitability, and GCF impact.  

 LCF Option Description AE Needs Market Suitability Impact on GCF1 

  
A.i  

Provide a 
direct LC loan  
 

GCF denominates loans in LC 
from USD funding, absorbing 
FX risk onto its balance 
sheet, which can be hedged. 

Provides the greatest flexibility 
to meet AE funding size needs 
at a moderate cost by 
leveraging its size. 

Suitable in developing or 
established FX markets. 

High impact on GCF, given the need to absorb 
risk onto its balance sheet and develop 
capabilities for hedging, deploying LC, and 
managing risk. However, there will be a high 
degree of control over funding decisions. 

A.ii On-lend LC 
from 
contributor 

GCF requests contributors to 
pay part of their 
contributions in LC and use 
this part of the commitment 
authority to on-lend in the 
same LC. 

Provides flexibility to meet high 
funding size needs at a low cost. 
However, the speed of 
delivering LC can be slow, if it 
has not already been obtained 
from contributors.  

Suitable for countries with a 
strong presence of GCF’s 
contributors. 
 

Although the FX risk can be transferred to the 
contributor country, it has minimal impact on 
GCF. This is because the GCF experiences low FX 
risk because of limited currency translation and 
a reduced need for operational adjustments. 
However, GCF may have to share control over 
funding decisions with contributors. 

A.Iii On-lend LC 
from LC bond 

GCF provides LC loans by 
raising an LC bond, with 
repayment in LC. 

This model is not conducive to 
meeting high funding amount 
needs, has very high costs, and 
has a very low speed of delivery 
to AEs. 

Suitable for countries with 
mature financial markets for 
AEs to raise funds. This is 
the best way to support 
local financial markets. 

High impact on GCF because there is a need to 
build bond issuance capabilities and 
governance oversight. This will be a change and 
not something GCF seeks to do immediately. 
However, the FX risk is low, and the level of 
control over funding is high. 

A.iv Catalyze LC 
lending by 
financial 
institutions  

GCF provides incentives to 
local & international FIs to 
increase LC lending and 
increase the quantum of LC 
loans in the market.  

This model is not conducive to 
meeting high funding amounts 
needs and has very high costs. 
However, the speed of funding 
delivery to the AEs is high. 

Suitable for countries where 
there is an availability of 
local banks that can offer LC 
loans. 

Moderate impact on GCF because while this 
model requires low internal operational 
investments and has low FX risk, GCF will have 
a lower degree of control over funding. 

B Provide a USD 
loan plus a 
grant to cover 
hedging costs 

GCF lends in USD but 
provides a grant to the 
borrower to hedge FX risk.  

This model is not conducive to 
meeting high funding amount 
needs and has high costs. 
However, the speed of delivery 
is very high. 

Suitable in countries where 
AEs have existing FX 
capabilities (e.g., local bank 
account/ experience with 
translation/ hedging). 

Low impact on GCF due to a low need for 
operational investments, low FX risk, and a high 
degree of control over funding decisions. 

 
1 Impact at GCF is an evaluation of 3 parameters – i) extent of operational changes needed; ii) risk on GCF’s balance sheet; and iii) degree of control by GCF 
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Annex III: Summary of findings and recommendations – Review of Local Currency Financing 

Figure 3: Operational changes to be made by the GCF to launch a LCF pilot program. 

Proposed changes Review findings Recommendations 
1. Change in the 
way that loans 
are structured, 
approved and 
monitored  

1.1 Currently, there is no specific policy on how GCF should manage its FX 
positions when it takes on FX risk. This reflects the fact that GCF requires 
AEs to bear the FX risk and thus GCF has not historically taken FX risk 
onto its balance sheet in its regular operation. 

By issuing the loan in local currency, GCF will have taken the FX risk onto 
its balance sheet, enabling the AE to borrow without this risk. From here, 
the GCF can take no further action (resulting in FX risk on GCF’s balance 
sheet), but the review recommends that GCF to take a hedge to minimise 
such risk (see point 1.2). 

The review recommends that the Board approves the Secretariat to enter 
hedging contracts to mitigate an FX risk on GCF’s balance sheet. In this 
initial approval (for the pilot program), the Board may choose to limit the 
Secretariat to providing local currency loans only in currencies that allow 
GCF can hedge its exposure at a relatively low cost. Where the costs or 
availability of hedging instruments are prohibitive, the review recommends 
the GCF accepts FX risk on its balance sheet without a hedge. The review 
recommends that the pilot is run in a country with a liquid FX market so 
that hedging is possible.  

In the longer term, the review recommends that the Board works with the 
Secretariat, and in particular the risk management function, to determine 
an appropriate hedging strategy for different markets (see point 3.1). 

1.2 At present, GCF has limited internal expertise to price local currency 
loans. Local currency loan pricing without a swap is a complex process 
without a standardized method.  

If a swap rate is unavailable, GCF can consider a mix of options to 
determine interest rates including benchmarking against competitors, 
building from short-term swap rates, referencing rates of related 
currencies, or referencing other commercial rates. 

The review recommends that GCF begins a review of the internal 
capabilities needed to price local currency loans, and seeks external 
assistance for experienced professionals to fill short term gaps identified.  

1.3 At present, loan approval limits provided by the Board are single 
numbers that detail the maximum disbursements that the GCF can make 
to the AE who has applied for funding. As GCF approves all its limits in 
hard currency values (most commonly in USD), if the GCF provides 
funding denominated in local currency, the amount outstanding on a local 
currency transaction must be converted to hard currency to determine if 
the amount outstanding exceeds the approval limit. The value of the 
amount outstanding can change in hard currency terms due to exchange 
rate fluctuations, possibly exceeding the hard currency limit set at first 
approval. 

The review recommends that local currency loans be approved with USD 
limits that can be exceeded if the reason that the limits were surpassed was 
due solely to FX movements (up to a pre-determined cap). The value of this 
predetermined cap should capture possible FX movements over the course 
of the loan.  

In the longer term, the review recommends that the loan be structured such 
that there is both a local currency and hard currency limit, each with its 
own approval limit. 
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Proposed changes Review findings Recommendations 
1.4. If GCF decides to provide a local currency loan, comparability of key 
reporting metrics (such as grant equivalency) will need to reflect exchange 
rates. Thus, reporting on current GCF financial positions will need to 
reflect the USD value of the current amount outstanding on local currency 
transactions, based on prevailing exchange rates on the day that the 
reporting is made.  

No immediate action is required. In the longer term, the review 
recommends that reporting be provided with the prevailing FX rates. 

1.5. Standby Letters of Credit (SBLCs), i.e., bank guarantees for payments if 
contractual obligations are not met, are a market standard way to support 
local currency transaction (as a collateral) and are likely to be demanded 
in the markets that GCF interacts with. If GCF decides to use SBLCs to 
launch local currency loan, this approach will likely make up an important 
part of GCF’s FX portfolio given its ability to scale quickly and support a 
wide variety of local currency loans. To date, the GCF has not widely used 
SBLCs to catalyze bank funding. 

No immediate action is required. SBLCs are not required for the pilot and 
are not needed until GCF decides to leverage SBLC to support an FX 
transaction.  

However, in the longer term, the review recommends that GCF enter into a 
banking relationship with a reputable local bank to set up an SBLC line that 
can be leveraged to support FX transactions.  

 

1.6 If GCF decides to move ahead with a local currency funding program, it 
will need to update its risk management function to manage FX risk on 
GCF’s balance sheet. 

The review recommends that GCF updates its risk management function 
such that it holds sufficient capabilities to: i) determine the proportion of FX 
risk to be hedged, and ii) determine the choice of hedging instruments 
selected. The risk management function will need to actively mange FX risk 
resulting from LCF, including the authority to enter hedging transaction. 

In the longer term, this includes setting up hedging guidelines for the risk 
management team and developing new internal skills and capabilities to 
track and manage FX risk.  

2. Hedging Hedging transactions will require the GCF to enter into legal agreements 
with key counterparties to hold, exchange and hedge different local 
currencies. If GCF decides to move ahead with a local currency funding 
program, it will need to budget for time and resources to select the 
relevant financial institutions that will hold GCF’s local currency and 
hedge its transactions, then negotiate and execute the legal agreements 
with them. This will include the ISDA agreement which defines the 
relationship between GCF and the hedge provider.    

The review recommends that GCF enter a hedging arrangement with 
appropriate financial institutions that will allow GCF to hedge its exposure 
from the pilot. 

In the long term, this review recommends that GCF set up an internal 
treasury function, with the capabilities to oversee LC accounts that the GCF 
may hold. 
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Annex IV:  Key Terms 

Figure 8: Table of key terms 

 

 

 

Currency swap: Financial agreement between two parties to exchange a series of principal and 
interest payments in different currencies at predetermined times and exchange rates 

Currency forward: Contract to buy/sell an asset at a future price 

Exchange costs: Expenses for currency conversion 

Hard currency: GCF four operating currencies, including US Dollar (USD), Euro (EUR), Japanese 
Yen (JPY) and British Pound (GBP) 

Hedge arranger: Financial entity assisting with hedging strategies 

Hedge: Risk management approach to offset potential losses from currency volatility 

Insolvency risk: Risk of inability to meet financial obligations 

Loan Coupon: Interest rate paid on a loan 

Local currency: Primary currency demanded by borrowers in the local market (non-USD/EUR) 

Options: Derivatives providing the right to buy/sell an asset at a specified price within a time 
frame 

Special Purpose Vehicle (SPV):  Legal entity for specific transactions or asset holding 

Standby letter of credit (SBLC):  Bank guarantee for payment if contractual obligations are not 
met 

Swap rate: The agreed-upon exchange rate for swapping one currency for another 

Treasury: Department managing an organization's finances, investments, and risks 
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Annex V:  Overview of FX Risks Associated With LCF 

Hedging can be used to mitigate different FX risks that can arise before and after the initial funding 
approval. Even before disbursement to AEs, GCF could face FX exposure from the time span 
between the initial loan approval and procurement of LC. If the LC appreciates in value, GCF would 
need to provide more USD than expected initially. Even after the disbursement, GCF can suffer from 
a loss in USD value if the fixed LC reflow depreciates. Therefore, GCF can engage a hedge arranger to 
fix the USD value of the LC repayment at a hedging cost.  
Figure 4: Illustration on setting up direct LC loan 
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Annex VI:  Overview Of Using SBLC To Access LCF   

A standby Letter of Credit (SBLC) can be used as collateral to catalyze a local bank to provide LC. GCF 
can begin by identifying a suitable local bank and negotiating the lending conditions. Once approved, 
GCF can issue the SBLC (in USD) to the local bank, enabling the release of the LC loan to the Accredited 
Entity (AE) in the local currency. To maintain the bank's confidence in the LC loan, GCF must ensure 
the value of the SBLC remains intact. If the LC appreciates and diminishes the collateral value, GCF 
needs to mark-to-market and adjust the SBLC's size, accordingly, potentially requiring a top-up to 
maintain the collateral's value (e.g., a 10% appreciation requires a 10% SBLC top-up). 

Figure 5: Illustration on setting up LC loan via local bank. 
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