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Executive Summary 
 

Drought is a complex challenge with wide-ranging impacts. A shift to a more proactive approach to drought 
management is emerging, with greater emphasis on investments to mitigate and prepare for future droughts, rather 
than responding to droughts once they become emergencies. However, drought has several characteristics that 
differentiate it from other natural disasters, making it more difficult to access the financing needed despite the 
business case for proactive drought management. Drought is often slow-moving, highly political and less visible than 
other natural disasters. The vast majority of disaster risk financing from development partners focuses on other 
natural disasters – with much of this focused on immediate response and recovery efforts rather than mitigation 
activities. Among the 10 countries most impacted by drought, the total resources available for disaster risk mitigation 
and preparedness – including all natural hazards, not only drought – were only seven cents per person a year. 

To fund a proactive approach to drought management, countries must think creatively about how to reorient 
existing funding sources while tapping new resources that catalyze investment by households and firms. Investments 
in mitigation and preparation can reduce the impacts of droughts and potentially their frequency and their severity, 
in addition to providing substantial co-benefits. For small, localized drought events, reserves, budget contingencies 
and contingent credit can be arranged in advance of a drought and provide the resources needed for response and 
recovery. To help households build savings in advance of drought, national coordinating bodies should also work 
with partners to expand access to formal microsavings, informal savings groups and remittances. At higher risk levels, 
insurance and other financial instruments help governments, households and firms transfer drought risk. 

To date, much of the focus on financing for drought has been on insurance, but a more diverse approach is needed. 
As part of a broader national drought plan, a drought finance strategy defines the mix of financial instruments 
needed by governments, households and firms to manage drought risk and identifies the steps needed to ensure 
these financial instruments are available when needed. The UNCCD Global Mechanism has an important role to play 
in helping Parties develop and implement effective drought finance strategies. The following recommendations can 
contribute to this goal: 

Continue to raise the profile of drought with development partners. UNCCD should continue to use its global 
platform to highlight the need for additional resources to address this critical challenge. 

Support further research on the business case for drought. Identifying and quantifying the co-benefits of 
investments in assets that support drought resilience will help make the case that investing in proactive drought 
management is good business. 

Consider updating the DRAMP framework. With the development of guidance on assessing the benefits of action 
and costs of inaction in dealing with drought, as well as this study and other work on drought finance, there is an 
opportunity to incorporate these various resources into a comprehensive tool for national drought commissions. 

Provide technical assistance to Parties for developing drought finance strategies. As part of the support provided 
to Parties in developing national drought action plans, the UNCCD Global Mechanism should consider providing 
technical assistance specifically on drought finance. 

Consider a catalytic fund for drought finance innovation. A modestly sized challenge fund managed by the UNCCD 
Global Mechanism could provide resources for Parties to identify and pilot fintech innovations from other sectors 
and scale promising drought finance innovations that have been tested in other countries. 

Identify ways COVID-19 green recovery programs can support drought management. To expand the level of 
funding available to national drought commission, the UNCCD Global Mechanism should review planned green 
recovery programs to see how drought activities can be included. There should be a specific emphasis on land and 
watershed restoration, as well as drought management in the context of climate adaptation. 
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Introduction 
 

Drought is among the most challenging and complex natural disasters. Unlike other disasters, such as 
earthquakes and floods, which are defined events with a clear beginning and end, drought is the absence 
of water – a creeping phenomenon that evolves over multiple time scales. Meteorological drought is 
defined by sustained dry weather patterns. This leads to hydrologic drought, when surface water and 
groundwater begins to decline following several months of meteorological drought, as well as agricultural, 
ecological and socio-economic drought, where the lack of water negatively impacts the agricultural sector, 
and ultimately the environment, society and the economy more broadly (see figure 1). Although there has 
been progress in understanding drought, we are still limited in our ability to predict when drought will 
start, how long it will last and how bad it will be.1 This greatly complicates efforts to find the financial 
resources needed to prepare, respond and recover from drought. 

The impacts of drought are severe and wide-reaching. Globally, it is responsible for five percent of all 
natural disaster damages and losses.2 The most lethal natural hazard to livestock, drought is responsible 
for nearly nine out of ten disaster-related livestock losses.3 However, the impacts go far beyond 
agriculture. For example, during severe droughts factories and schools are often forced to close due to 
lack of water, impacting economic growth and children’s educational outcomes. Insufficient waterflow 
due to hydrologic drought can make hydropower dams and river transport difficult or impossible. As seen 
in 2015 in São Paulo, Brazil, and 2017 in Cape Town, South Africa, even the largest urban areas can be 
crippled by drought. 

Figure 1:  The Five Types of Drought and Their Impacts 

  

 
1 Wood, Eric F., Siegfried D. Schubert, Andrew W. Wood, Christa D. Peters-Lidard, Kingtse C. Mo, Annarita Mariotti, and Roger S. Pulwarty. 

"Prospects for Advancing Drought Understanding, Monitoring, and Prediction", Journal of Hydrometeorology 16, 4 (2015): 1636-1657 
2 EMDAT: OFDA/CRED International Disaster Database, Université catholique de Louvain – Brussels – Belgium, 2020. 
3 Food and Agriculture Organization, The impact of disasters and crises on agriculture and food security: 2017, Food and Agriculture 

Organization, Rome, 2018. 
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Figure 2: Global Maps of Drought Hazard and Vulnerability4 

  

 
4 Carrão, Hugo, Naumann, Gustavo and Barbosa, Paulo, “Mapping global patterns of drought risk: An empirical framework based on sub-

national estimates of hazard, exposure and vulnerability,” Global Environmental Change, Volume 39, 108-124, 2016. 
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While many countries are at risk of drought, Sub-Saharan Africa is particularly vulnerable and has a high 
proportion of global drought losses (see figure 2). Central and South America, southern Europe, the 
Middle East and southern Australia are also exposed to drought risk, although less vulnerable.5 Climate 
change is expected to further exacerbate this challenge, with a large part of the world’s population 
exposed to drought. Climate change results in more intense but less frequent rain – this causes longer dry 
spells and more flash floods and runoff, leading to less soil moisture and increasing drought risk. Globally, 
rainfall shortfall and excess have balanced out, and incidences of drought have remained flat since 1980. 
However, the global average masks a significant increase in drought, particularly the most intense types 
of drought, in the Southern hemisphere (see figure 3). Ultimately, over the next few decades, there will 
be more drought events, and they will be more severe and last longer.6  

 

Background on the Technical Paper 

The United Nations Convention to Combat Desertification (UNCCD) was established in 1994 and is the 
sole legally binding international agreement linking environment and development to sustainable land 
management. UNCCD’s focus is on global drylands, where some of the most vulnerable ecosystems and 
peoples can be found. The Global Mechanism (GM) is an institution of UNCCD that provides support to  

 

 
5 Dilley, Maxx; Chen, Robert S.; Deichmann, Uwe; Lerner-Lam, Arthur L.; Arnold, Margaret, Natural Disaster Hotspots: A Global Risk Analysis. 

World Bank, Washington, DC, 2005. 
6 UNCCD, The ripple effect: A Fresh Approach to Reducing Drought Impacts and Building Resilience, UNCCD, Bonn, 2016. 

Figure 3: Percentage of Global Surface Area Affected by Drought, 1980 - 20151 
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countries in mobilizing financial resources from the public and private sector to address desertification, 
land degradation, and drought. As the operational arm of UNCCD, the role of the GM is to support 
countries in translating ambitions into action for drought resilience. At the fourteenth Conference of 
Parties of the UNCCD (COP 14), the Parties requested the GM identify innovative financial instruments for 
addressing drought, including insurance products, bonds and microfinance, and to provide guidance for 
facilitating access to these instruments by the Parties.7  

The purpose of this technical paper is to support this request from the Parties by developing a framework 
for drought finance and outlining specific innovative financial instruments that can be combined into a 
cohesive drought finance strategy. Chapter 1 briefly describes the unique challenges of drought that 
differentiate it from other natural disasters, complicating efforts to support a proactive approach to 
addressing risks. Chapter 2 introduces a set of financial instruments for drought management that can be 
used by governments, firms and households. Chapter 3 provides a practical set of steps for combining 
individual financial instruments into a comprehensive drought finance strategy for a national drought 
action plan. Finally, Chapter 4 presents a series of recommendations for the Global Mechanism of the 
UNCCD on how to support the development and implementation of effective drought finance strategies.  

  

 
7 UNCCD Decision 23, COP 14 
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Chapter 1:  Addressing the Challenge of Drought 
 
Drought is a complex challenge with wide-ranging impacts. The traditional approach to managing drought 
was reactive – waiting until agricultural and socio-economic drought reached a crisis state, and then 
providing immediate relief to impacted communities. This fails to address the root causes of drought and 
in the long run is a less cost-effective way of managing disaster risk. A shift to a more proactive approach 
to drought management is emerging, with greater emphasis on investments to mitigate and prepare for 
future droughts, rather than responding to droughts once they become emergencies. However, drought 
has several characteristics, including the pace at which it unfolds and the highly political nature of 
declaring drought, that differentiate it from other natural disasters, making it more difficult to access the 
financing needed despite the business case for proactive drought management. 

 

Frameworks for Drought and Disaster Risk Management 

The management of natural disasters, including drought, is typically divided into four phases. Mitigation 
focuses on actions that address the causes of natural disasters to prevent them or reduce their potential 
impact.  Efforts to mitigate drought risks might include the use of drought-resistant crops or construction 
of dams. Preparedness addresses the aspects of a natural disaster that cannot be mitigated, and includes 
planning, training and educational activities. Drought preparedness includes the development of drought 
management plans and creating systems for forecasting drought. Once a drought becomes a natural 
disaster, the response phase begins. Drought response includes efforts to save lives and address the basic 
needs of people impacted by drought. Finally, during the recovery phase restoration efforts begin 
alongside activities to reduce the impact of future disasters. As part of a drought management plan, 
recovery would include efforts to restore and strengthen the living conditions of those impacted by 
drought, while increasing their resilience to future incidences of drought.8 

Traditionally, countries and development partners have focused on the latter phases of restoration and 
recovery, taking a crisis management approach that addressed the symptoms of drought without looking 
at the root causes.9 However, many are now shifting from this reactive response to drought to a more 
proactive approach. In 2011 the World Meteorological Organization (WMO) Congress called for a high 
level meeting on drought policy to spur action on the development of proactive strategies for drought 
management. The high-level meeting, held in 2013, led to a declaration calling on governments and 
donors to fund, develop and implement proactive drought management policies.10 This shift has also been 
informed in part by the Sendai Framework for Disaster Risk Reduction, a global agreement led by the 
United Nations Office of Disaster Risk Reduction and adopted in 2015 that seeks to reduce the risk of 
natural disasters at the country, regional and global levels.11  

The Sendai Framework includes four priority areas for action. The first priority is to understand the risk, 
including the overall characteristics of the potential disaster as well as the level of exposure and 

 
8Bazza, Mohamed, Drought Preparedness, Mitigation and Response, Presented at the Latin American Regional Workshop on National Drought 

Management, Food and Agriculture Organization, Rome, 2015. 
9 Crossman, Neville, Drought Resilience, Adaptation and Management Policy (DRAMP) Framework, UNCCD, Bonn, 2018. 
10 Sivakumar, M. & Stefanski, Robert & Bazza, Mohamed & Zelaya, Sergio & Wilhite, Donald & Magalhaes, Antonio. (2017). The High-level Meeting 

on National Drought Policy: A Summary of Outcomes*: Integrating Science, Management, and Policy 
11 United Nations, Sendai Framework for Disaster Risk Reduction: 2015 – 2030, United Nations, New York, 2014. 
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vulnerability. Within the context of drought, this implies the development of systems to monitor and 
assess drought risks, with the goal of identifying communities most likely to be impacted by drought and 
their ability to cope. The second priority area calls for stronger disaster risk governance, defined as cross-
sectoral leadership and planning to manage disaster risk, in addition to the ongoing participation of 
stakeholders. Drought-related actions under this priority area would include the development of drought 
action plans or strategies, developed through engagement with the communities likely to be most 
impacted by drought. The third priority area calls for public and private investment in risk reduction and 
prevention – increasing the ratio of investment in mitigation. Finally, the fourth priority area calls for more 
preparedness to respond effectively and use restoration efforts to “build back better.” Together, these 
four priority areas encourage an ex-ante approach that anticipates risks and invests in resilience up front, 
rather than passively waiting for natural disasters to happen.  

 

Building on the Sendai Framework for Disaster Risk Reduction, the Drought Resilience, Adaptation and 
Management Policy (DRAMP) Framework supports a proactive approach to drought management and is 
intended to provide countries with a set of practical actions to address drought.12 The DRAMP Framework 
is organized around three pillars: 

 
12 Crossman, Neville and Tsegai, Daniel,   Drought Resilience, Adaptation and Management Policy Framework: Supporting Technical Guidelines, 

UNCCD, Bonn, 2019. 
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Figure 4: The Emergency Management Cycle and Sendai Framework Priority Areas 
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Implement drought monitoring and early warning systems: A problem cannot be addressed until 
it is understood. Pillar 1 includes a focus on data collection and early warning systems, with the 
goal to build the ability to monitor precipitation, temperature, soil moisture and other key metrics, 
in addition to seasonal forecasting. Pillar 1 emphasizes the importance of policy development and 
institutional capacity for effective drought management. 

Address drought vulnerability and risk: With effective data and forecasts, it is possible to 
understand drought impacts. Under Pillar 2, countries assess their vulnerability to drought and the 
risk of drought occurring. Assessments should include multiple sectors likely to be impacted by 
drought, including agriculture, energy, tourism and health, and should also seek to understand 
which communities are most likely to be impacted by drought.  

Implement measures to limit impacts of drought and respond better to drought: Under the third 
pillar, countries launch drought management activities across the four phases of disaster risk 
management. Activities focusing on mitigation and preparedness can generally be divided into 
three categories: increasing the supply of water, managing the demand for water, and reducing 
exposure and vulnerability. Response and recovery investments would typically focus on 
humanitarian assistance, such as food aid or cash transfers, and safety net programs – with an eye 
to building back better and ensuring that impacted communities are better able to respond to 
future droughts. 

These three key pillars were developed through a series of regional drought management policy capacity-
building workshops held in multiple regions from 2013 to 2015. The pillars are intended to serve as the 
basis for national drought policy and management plans, helping organize activities to prepare and 

Figure 5:  Key Investments Under the Three Pillars of the DRAMP Framework 

Pillar 1 (Monitoring) 
Pillar 2 (Vulnerability Assessment) Pillar 3 (Mitigation and Preparedness) Pillar 3 (Response and Recovery) 
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respond to drought. Activities under each pillar will require investment from national and sub-national 
governments, as well as households and the private sector. Understanding the costs of these activities 
and identifying the funding sources to pay for them is an important part of an effective drought  

management plan. While investments under the third pillar are likely to be the most capital-intensive, 
drought monitoring and early warning systems can also be a significant expense, both for the initial cost 
to purchase and install equipment as well as the ongoing operational expenses. However, despite the 
cost, investment in proactive drought management can generate significant social and economic returns. 

 

The business case for proactive drought management 

The DRAMP Framework provides a roadmap for countries wanting to invest in a proactive drought 
management strategy. In addition to the inherent value of the lives and livelihoods saved, there is a strong 
business case for this investment as well – the cost of responding once agricultural and socio-economic 
drought have triggered a crisis is likely to be much higher than investing in measures to mitigate drought 
risks up front. While the shift to a more proactive approach to drought management is happening slowly, 
there are ongoing efforts to better understand the costs and benefits of investing in proactive drought 
management.13 

Globally, natural disasters caused over US$ 210 billion in direct losses in 2020.14 The developing world is 
particularly vulnerable to the impacts of natural disasters. Between the years 1991 to 2010, there were 
nearly 9,000 disaster events in developing countries, resulting in US$ 900 billion in financial losses. This 
number likely far understates the total economic cost of disasters, as the analysis was restricted only to 
the direct impact of natural disasters.15 While the full cost of droughts globally is not known, several 
studies have found them to be among the most deadly and costly of natural hazards, with about one-fifth 
of all damage from natural disasters caused by drought.16 In the United States alone, droughts were 
responsible for 15 percent of all economic losses from natural disasters in the last 40 years, totaling US$ 
259 billion in inflation-adjusted costs.17 In the developing world, a review of nearly 50 years of economic 
data by the World Bank found that a single drought reduces growth of the agricultural sector by three 
percentage points over the following five years.18  

The costs of drought extend far beyond the immediate economic impacts. In addition to affecting water 
quantity, drought also has serious negative effects on water quality as well, including increased salinity, 
turbidity and algae blooms.19 Incidents of drought are also linked to conflict and migration. Famine, the 
most visible consequence of agricultural drought, is estimated to have killed 280,000 people globally from 

 
13 Venton, Paul; Venton, Courtenay Cabot; Limones, Natalia; Ward, Christopher; Pischke, Frederik; Engle, Nathan; Wijnen, Marcus; Talbi, Amal, 

Framework for the Assessment of Benefits of Action or Cost of Inaction for Drought Preparedness. World Bank, Washington, DC, 2019. 
14 Munich RE, “Record hurricane season and major wildfires – The natural disaster figures for 2020,” Munich RE, Munich, 2020. 
15 Kellet, Jan and Caravani, Alice, Financing Disaster Risk Reduction: A 20-Year Story of International Aid, Overseas Development Institute, 

London, 2013. 
16 Wilhite, D.A. (2000). Drought, a global assessment. Natural Hazards and Disasters Series, vol. 1. Routledge, London, UK. 
17 National Centers for Environmental Information, “Billion-Dollar Weather and Climate Disasters: Summary Stats,” National Oceanic and 

Atmospheric Administration, Washington DC, 2021. 
18 Loayza, N., Olaberría, E., Rigolini, J., Christiaensen, L., Natural disasters and growth: going beyond the averages. Policy Research Working 

Paper 4980, The World Bank, East Asia and Pacific Social Protection Unit & Development Research Group, Washington, DC, 2009. 
19 Mosley, L.M, Drought impacts on the water quality of freshwater systems; review and integration. Earth Science Reviews, 140: 203–214, 

2015. 
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1991 to 2000. Additionally, food insecurity can have long-term health impacts on children, seriously 
impacting human capital development.20 

With the massive economic and social costs of drought, even a reactive approach to drought management 
is likely to have a strong return on investment. However, the business case for a proactive approach, with 
ex-ante measures to effectively mitigate and prepare for drought, is even stronger. The United States 
Federal Emergency Management Agency (FEMA) estimates that every US dollar of investment in drought 
mitigation results in at least two US dollars in avoided costs from future disasters.21 More generally, a 
single US dollar of government grants for disaster mitigation and preparedness is estimated to result in 
six times that amount in cost savings.22 Investments in drought monitoring and early warning systems 
under the first two pillars of the DRAMP Framework are also estimated to have large economic benefits 
– potentially as much as US$ 35 billion per year globally.23 

 

Disaster risk financing and drought 

Despite the significant economic, ecological and social costs of drought, the vast majority of disaster risk 
financing from development partners focuses on other natural disasters – with much of this focused on 
immediate response and recovery efforts rather than mitigation activities. While there is a need to raise 
the profile of drought within disaster risk financing, resources to address all types of natural hazards total 
only six percent of all development assistance.24 To fund a proactive approach to drought management, 
countries must think creatively about how to reorient existing funding sources towards the goal of drought 
management while tapping new resources.  

An analysis of disaster risk financing by the Overseas Development Institute found that between the years 
1991 to 2010, there was a total of three trillion US dollars in development assistance.25 However, over this 
20-year period, only 13% went to address disaster risk mitigation and preparedness – less than US$ 1.3 
billion globally per year. Almost all disaster financing focused on immediate emergency response. Over 
the time period studied, funding was generally flat, with a few spikes following major earthquakes. 
Disaster risk financing has also shifted in focus from hard infrastructure to technical assistance over time, 
and resources have mostly been concentrated in a small number of large projects in middle-income 
countries. 

As a share of disaster risk financing, development assistance for drought mitigation is miniscule. This is in 
large part due to the inequities in disaster risk financing across countries. Least-developed countries are 
among the most likely to be impacted by drought, but the amount of disaster risk financing reaching these 

 
20 Gerber, Nicolas and Mirzabaev, Alisher, Benefits of action and costs of inaction: Drought mitigation and preparedness – a literature review, 

Integrated Drought Management Programme Working Paper No. 1, World Meteorological Organization and Global Water Partnership, 
Geneva, 2017. 

21 Logar, I. and van den Bergh, J.C. (2013). Methods to assess costs of drought damages and policies for drought mitigation and adaptation: 
Review and recommendations. Water Resources Management, 27(6): 1707–1720. 

22Multi-Hazard Mitigation Council, Natural Hazard Mitigation Saves: 2019 Report. National Institute of Building Sciences, Washington DC, 2019. 
23 Hallegatte, S. (2012). A cost effective solution to reduce disaster losses in developing countries: Hydro-meteorological services, early warning, 

and evacuation. World Bank Policy Research Working Paper (6058). World Bank, Washington DC, USA. 

24 Per the OECD’s official definition, “development assistance” is the flow of concessional funds (expressed in grant equivalents) to developing 
countries which are provided by official agencies, including state and local governments, with the objective of promoting economic development 
and welfare. 
25 Kellet, Jan and Caravani, Alice, Financing Disaster Risk Reduction: A 20-Year Story of International Aid, Overseas Development Institute, 

London, 2013. 
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countries is low both on overall and per capita levels. Among the 10 countries most impacted by drought, 
the total resources available for disaster risk mitigation and preparedness – including all natural hazards, 
not only drought – was only seven cents per person a year. 

 

Figure 6: Annual Funding for Development and Disaster Management26 

 

 

Barriers to financing drought 

By itself, disaster risk financing is clearly insufficient to address the challenge of drought in most countries. 
As a result, countries will need to explore how other categories of development assistance and their own 
domestic resources, including taxes and other sources of revenue, can be used to implement a proactive 
drought management strategy. However, drought has several characteristics that make it significantly 
different, and harder to finance, than other natural disasters.27 

Occurs over multiple time scales. Much like climate change, drought is a creeping phenomenon – 
slow, incremental change until an inflection point is reached. Defined by the absence of water, 
which happens gradually over time, drought is easy to ignore in its first stages. Later, once 
agricultural and socio-economic drought have begun, countries lurch into a crisis response – a 

 
26 ibid. 
27 World Meteorological Organization and Global Water Partnership, National Drought Management Policy Guidelines: A Template for Action, 

Integrated Drought Management Programme (IDMP) Tools and Guidelines Series 1. WMO, Geneva, Switzerland and GWP, Stockholm, 
Sweden, 2017. 
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pattern sometimes referred to as the “hydro-illogical cycle.” Since the problem is easy to ignore 
until it is too late for effective ex-ante interventions, finding resources can be a difficult competition 
with other, more immediately urgent priorities. 

Lack of a universal definition.  Due to the complexity of drought, there is no single definition or 
indicator for measuring its existence or severity. This can sometimes lead to inaction or confusion, 
and makes it difficult to secure resources, particularly financing tied to the declaration of a natural 
disaster.  

Politics of drought relief. In addition to the technical challenge of identifying drought, the political 
economy behind drought can hinder financing. Determining when, where and how to declare a 
drought and who receives emergency assistance is a political decision, often colored by regional or 
urban-rural tensions. 

Lack of capacity for planning and implementation. Drought management is an evolving field, and 
monitoring can require highly specialized skills. The capacity of some countries may be 
overwhelmed by the challenge of drought planning and implementation of drought strategies, 
particularly when dealing with many competing priorities and a large number of development 
partners. 

Cross-sectoral challenge. As a complex environmental, social and economic problem, drought 
impacts multiple sectors and layers of government. Coordination across several ministries, regional 
and municipal governments is a difficult and time-consuming process. Additionally, due to the 
diffuse nature of the challenge, there may not be a single institution that feels ownership for 
managing drought and accessing financing.  

Less visible. Unlike other natural disasters, which happen quickly, violently and often unpredictably, 
drought is typically slow-moving.28 Unlike other natural disasters, which typically result in 
widespread damage to buildings and other structures, the impacts of drought are more pervasive 
and less readily visible. As a result, droughts are less likely to receive local and international media 
coverage, which is important to creating a sense of urgency for providing financing. 

Driven by the Sendai and DRAMP frameworks, the shift to a more proactive approach to drought risk 
management is helping to reduce the impact of droughts on communities. However, with existing disaster 
risk finance still largely focused on other hazards and immediate response and recovery, countries will 
need creative strategies to obtain the financing needed to invest in drought resilience. It is important to 
understand how existing resources can be aligned towards the shared goal of drought management, and 
what options are available for bringing in new resources, particularly outside of traditional disaster risk 
financing channels. 

 

 

  

 
28 However, the challenge of flash droughts is also an area of concern. Flash droughts are rapid onset events that occur due to unusually high 

temperatures and/or winds and result in abnormally high evapotranspiration rates. 
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Chapter 2:  Understanding Drought Finance 
 

Existing disaster risk financing resources from development partners are extremely limited. In the short 
term, countries will need to explore other sources of development assistance to find the resources needed 
to manage drought. With development assistance a decreasing portion of many developing countries’ 
budgets, domestic resources are an important source of funding for drought management. Indonesia and 
the Philippines, for example, are among the largest recipients of disaster risk financing, receiving 
approximately US$ 200 million and US$ 100 million, respectively, between 1991 to 2010. However, this is 
only a small share of their overall disaster risk budgets. Indonesia invested ten times that amount in 
domestic resources, while the Philippines invested 20 times more than the external development 
assistance they received.29  

 

Funding and Financing 

Domestic resources include three main sources of government revenue: taxes, user fees and transfers 
(typically development assistance in the form of grants). Taxes are involuntary fees levied on citizens, 
firms or other entities by national or sub-national governments. Common types of taxes in the developing 
world include income tax, value-added tax (VAT) and taxes on capital gains or personal property.30 Unlike 
taxes, user fees (referred to as tariffs in some cases) are voluntary and typically tied to the use of a specific 
public service, such as domestic water supply, electricity or irrigation. Finally, transfers include all other 
government revenues – typically development assistance in the form of grants or private philanthropic 
support. Transfers typically only include development assistance that flows through government systems. 
Some development partners fund projects directly, creating parallel systems to government. While 
coordinating with this support is an important part of a comprehensive drought management strategy, it 
would not typically be considered a source of government revenue. 

Together, these three sources of revenue represent government funding. This is distinct from financing, 
although the two terms are sometimes used interchangeably.  Funding is used to pay expenses within a 
fiscal year. In the case of drought management, operational expenses might include salaries for public 
officials managing an early warning system or the costs associated with providing training on drought-
resistant crops to farmers. Current year funding may also be used to cover the cost of emergency 
expenses, such as food aid programs or cash transfers for farmers, especially for smaller or more localized 
drought events. By contrast, the cost of larger capital investments, such as the deployment of a national 
network of hydrometeorological sensors or expansion of irrigation canals, is typically spread across 
multiple fiscal years through government borrowing, also referred to as financing. This is done for two 
reasons. First, from a practical perspective, government funding may simply not be sufficient. Capital 
investments are expensive, and even if annual funding levels were sufficient, competing demands from 

 
29 Kellet, Jan and Caravani, Alice, Financing Disaster Risk Reduction: A 20-Year Story of International Aid, Overseas Development Institute, 

London, 2013. 
30 Das-Gupta, Arindam and Bird, Richard Miller, Public Finance in Developing Countries (June 30, 2012). Rotman School of Management Working 

Paper No. 2111065 



Guidance Note on Drought Finance 

13 
 

multiple sectors make government funding a scarce resource. In addition,  when governments are able to 
access long-term borrowing, the cost of assets is typically spread across their usable lifespan. So, for 
example, if a water treatment plant has a 30-year lifespan, the cost of that plant should be spread over 
30 years as well. Not only does this reduce the upfront cost of the asset and create incentives that it is 
used productively (since it should generate sufficient benefits to justify the ongoing cost), it also 
encourages what is known as intergenerational equity – those who will benefit from this asset in the 
future are also asked to help pay for it. In the case of emergency response and recovery, larger drought 
events may swamp government budgets, requiring borrowing.  

Financing can come in the form of commercial sources (such as a bond issuance) or concessional sources 
(such as a long-term, concessional rate loan from a development bank). For many developing countries, 
borrowing from commercial sources can be challenging, particularly at the tenor31 required to finance 
long-lived assets. Similarly, concessional borrowing is typically heavily rationed – demand for 
development finance is often much higher than supply. 

In either case, borrowing to fund drought investments or emergency response in the present impacts the 
future. Debt service (the cost of repaying the principal and interest of the loan) must be covered through 
funding generated in future years – making less resources available in the future. To justify borrowing, 
the future benefits from a drought mitigation investment should be greater than the future costs of paying 
back the loan. 

In addition to credit, savings and insurance can also be used to pay for drought response and recovery. 
Government savings, in the form of contingency budgets or disaster reserves, provide a way for 
governments to set aside current funding in case it is needed in the future. However, much like borrowing, 

 
31 The tenor is the length of time until a loan is due. For example, a loan that must be paid back in 10 years has a 10-year tenor. 
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saving has an opportunity cost as well. The money that is set aside for the future could have been used 
for another, potentially more productive purpose in the present. Additionally, fiscal discipline is needed 
to avoid “robbing the piggybank” to use these funds for other purposes. The costs of drought recovery 
can also be managed through insurance programs that share and transfer risk. Insurance also incurs costs 
in the present in the form of premiums, which are typically paid through current funding. Much of the 
thinking to date on financing for drought risk has focused on insurance. However, borrowing, saving and 
insuring each offer benefits and trade-offs and all three are part of an effective approach to drought 
finance. The process of balancing these trade-offs and securing resources for drought management 
comprises a drought finance strategy. As part of a drought finance strategy, proper risk layering is also 
critical. Some droughts will be smaller and more localized – these can be effectively managed through 
savings and borrowing. However, some droughts are so large and widespread that insurance is a more 
appropriate tool. Risk layering is the process of dividing disaster risk by potential impact and likelihood, 
and then mapping the right financial instrument to each layer. 

 

The Building Blocks of Drought Finance 

Drought finance spans multiple types of finance, echoing the complex and cross-sectoral nature of 
drought, and focuses on how governments, households and the private sector acquire and use financial 
resources to invest in assets and transfer risk to mitigate, prepare, respond to and recover from drought. 
While disaster risk financing has been the core framing for drought finance, other related types of finance 
can serve as useful building blocks to provide financial instruments and sources of financing – particularly 
in regards to mitigation and preparation. 
 
Infrastructure finance: Focuses on identifying the resources needed for the construction, maintenance, 
and operation of infrastructure – investments in the water, land and agricultural sectors are typically the 
most relevant for drought management. Capital investments for major infrastructure projects can require 
hundreds of millions of dollars and often have a usable lifespan measured in decades. Financing these 
assets on a fully commercial basis can be challenging for many developing countries and even many 
developed countries partially subsidize infrastructure investment. Blended finance, which combines 
commercial borrowing with concessional lending and/or equity investments from development partners, 
can increase the overall level of financing available for a project while also incentivizing more efficient use 
of the asset through oversight from commercial investors. 

Infrastructure finance for drought management would typically include investment in water supply and 
sanitation infrastructure, such as treatment plants, storage reservoirs and distribution networks as well 
as infrastructure for water resource management and irrigation. Investments in land restoration and 
rehabilitation may also fall under the category of infrastructure finance, although it is less common. In 
some sectors, public-private partnerships (PPP) are used to outsource infrastructure financing, 
construction and operations functions to private developers, although this is used less commonly in the 
water sector than in energy or transport. 

Disaster risk finance: The type of finance most closely associated with drought management, disaster risk 
finance is defined by the Centre for Disaster Protection32 as the system of budgetary and financial 

 
32 An initiative of the United Kingdom’s Foreign, Commonwealth and Development Office 
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mechanisms to credibly pay for a specific risk, arranged before shocks occur. Disaster risk finance supports 
the use of ex-ante financial instruments such as contingent financing and insurance to fund drought 
response. Countries, businesses and individuals, as well as groups such as farmer associations and water 
user groups, can also self-insure against smaller, more localized drought events through the use of savings, 
dedicated reserves or budget reallocations. The combination of multiple instruments to address a range 
of hazards is known as risk layering and is an important part of effective drought response. 

Climate finance:  Water is the main channel of climate impacts, and droughts are expected to become 
more frequent and more severe in many regions. Climate finance can be an important resource for 
developing a drought finance strategy. However, climate finance is not a single financial instrument. 
Rather, it is an approach to financing the reduction of greenhouse gas emissions or adaptation to climate 
change impacts (such as the increased risk of drought) through an array of financial instruments. For 
drought management, adaptation is the 
more relevant of the two aspects of climate 
finance, which can help in addressing the 
additional costs associated with climate-
induced drought. 

Adaptation finance is a focus of the Green 
Climate Fund, the Adaptation Fund, The 
Global Environment Facility’s Least 
Developed Countries Fund and the major 
development banks, all of which provide 
grants, loans, guarantees, equity 
investments and other instruments. To access climate finance, drought planning should be closely linked 
to National Adaptation Plans (NAP) and Nationally Determined Contributions (NDC) to identify 
opportunities to incorporate drought mitigation activities into the country’s climate strategy. Although it 
is an evolving concept, climate adaptation finance typically emphasizes “additionality.” In essence, the 
goal is to avoid double-counting development funding by focusing adaptation resources on the 
incremental negative impacts caused by climate change. While it is often difficult to draw a bright line, a 
climate finance investment would typically not fund an overall drought management program, but rather 
a portion of the total program based on the expected impacts of climate change on drought. 

Environmental finance: Closely related to climate finance, environmental finance uses financial 
instruments to support the sustainable use of natural resources. The goal of environmental finance is to 
identify “double bottom line” investments that support both financial and ecological returns. At its most 
straightforward, environmental finance focuses on environmental, social and governance (ESG) investing, 
where potential investments are pre-screened for potential positive social and/or environmental impact. 
More complicated arrangements include performance-based financing that links the returns of the 
investment directly to the environmental benefits it generates and payments for ecosystems services. 

Environmental markets are a subset of environmental finance. Carbon credits are the most widely known 
of market-based mechanisms, but several countries, including Australia, South Africa and Chile also use 
markets for trading water rights. Water markets, which are generally relevant in water-scarce countries, 
entail the voluntary trading of water in some measurable form or the right to use water from one user to 

Drought and Climate Finance: The Great Green Wall 

Spanning 11 countries across Africa, the Great Green Wall is a 
massive initiative to restore degraded land and create green jobs. 
In 2020, the International Fund for Agricultural Development 
(IFAD) and the Green Climate Fund announced a plan to invest 
over US$ 1 billion into the Great Green Wall Umbrella Program 
(GGW Up) to expand financing for this continent-spanning 
initiative. Working closely with UNCCD, the program will support 
the sustainable management of natural resources, improve 
livelihoods for smallholder farmers and develop climate-resilient 
infrastructure – all of which will strengthen the drought resilience 
of participating countries.  
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another. The purpose of water markets is to increase the allocative efficiency of water usage, managing 
demand more effectively and increasing drought resilience.33  

Financial inclusion: An expansion of the concept of microcredit34, financial inclusion has the goal of 
ensuring that everyone has access to a range of affordable, relevant financial services. While the initial 
focus was on credit for business investment, financial inclusion has expanded to include consumer credit, 
insurance products and savings accounts. Remittances are also an important aspect of financial inclusion. 
For rural households, money transfers from relatives employed in urban areas or abroad often represent 
a major portion of cash income. Many poor households, particularly those at risk of being impacted by 
drought, have traditionally engaged with the financial sector only informally – borrowing from 
moneylenders or saving in the form of 
livestock or building materials. Financial 
technology (fintech) such as mobile money 
has enabled a new generation of financial 
services by reducing transaction costs and 
reducing the need to visit bank branches. 

Financial services providers working in 
financial inclusion include specialized 
microfinance institutions, non-
governmental organizations (NGOs), 
mainstream commercial banks and state-
owned banks. As a part of a drought 
finance strategy, financial inclusion 
provides vulnerable households and 

 
33 Matchaya, Greenwell, Nhamo, Luxon, Nhlengethwa, Sibusiso, Nhemachena, Charles. (2019). An Overview of Water Markets in Southern Africa: 

An Option for Water Management in Times of Scarcity. Water. 
34 Very small loans with short tenors for low-income individuals to invest in informal businesses. Popularized by Bangladesh’s Grameen Bank, 

whose founder Mohammad Yunus was awarded the Nobel Peace Prize in 2006 for his work. 

Figure 8: Types of Finance Contributing to Drought Finance 

Gender and Finance 

When exploring options for supporting drought finance at the 
household level, such as agricultural loans or savings accounts, it is 
important to keep in mind the ways that gender impacts both access 
to and use of financial services. Although one goal of financial 
inclusion is to reduce the gender gap in access to formal financial 
services, disparities still exist. Within households, gender dynamics 
influence who can save and spend money and where it can be saved. 
Agricultural practices can also drive gender gaps in finance, with men 
tending to focus on livestock and staple crops in many countries, while 
women have smaller plots closer to home. As a result, the types of 
crops considered “investable” in agricultural finance will determine 
who is more likely to access loans and other products. 

For more information on gender and financial inclusion, see CGAP’s FinEquity  
platform at http:// https://www.findevgateway.org/finequity 



Guidance Note on Drought Finance 

17 
 

businesses with the tools to manage risk (for example, through a microinsurance product for farmers 
linked to rainfall or savings accounts to self-insure) or invest in resilience, such as a microfinance program 
for rural households to diversify income sources. 

Agricultural finance: Given the serious impacts of drought on the agricultural sector, agricultural finance 
is also interrelated with drought finance. Addressing the entire agricultural value chain, agricultural 
finance provides a broad suite of tools that assist in improving production efficiency and managing risk. 
Crop insurance, particularly index-based insurance linked to pre-determined metrics, has been a central 
part of drought management strategies, helping farmers manage the risk of drought-induced crop-failure. 

However, a raft of other financial instruments can help farmers and other firms in the agricultural value 
chain increase their productive capacity and efficiency, and therefore their resilience to drought shocks. 
For farmers, agricultural loans and lines of credit – often provided by specialized financial institutions or 
state-owned banks – provide the opportunity to invest in inputs and finance land and equipment. 
Repayments are often tied to the harvest cycle, addressing the cash flow challenges faced by many 
farmers. Further up the value chain, agricultural finance can help support the marketing, processing and 
export of agricultural products through loans for capital investment and short-term liquidity needs. This 
helps build stable markets for high-value crops, allowing vulnerable farmers to transition from rain-fed 
staple crops such as maize. 

Each type of finance offers a set of financial instruments relevant for drought management. These 
instruments can be divided into several categories, and an effective drought finance strategy is likely to 
combine elements from all categories for multiple stakeholders. For example, the strategy may include 
direct government borrowing for water storage reservoirs while also working to expand private 
microinsurance markets for smallholder farmers. 
 
 
Financial Instruments for Drought Finance:  Credit  
 
Credit, as well as credit enhancements such as guarantees that facilitate access to loans, is used to invest 
in assets that support resilience to future drought impacts. At its most basic, credit is a contractual 
agreement where a borrower receives something of value now – typically cash -- and agrees to repay the 
lender in the future, usually with interest. Tangible assets (such as reservoirs, early warning systems and 
irrigation canals) as well as intangible assets (investments in planning and preparedness) are important 
tools for mitigating drought risks and preparing for future droughts. Credit allows governments, 
households and the private sector to acquire assets immediately and then spread the cost of these 
investments over time. 
 
Concessional loans. Typically provided by development banks, such as the World Bank or Asian 
Infrastructure Investment Bank, directly to national governments. The finance ministry or planning 
ministry generally manages the relationship with development banks, although line ministries are likely 
to work closely with sector specialists. Concessional loans usually offer below-market interest rates and 
longer tenors than would be available in commercial markets and are often bundled with technical 
assistance. For the poorest countries, many development banks have special windows featuring zero-
interest rate loans or grants. Concessional lending has traditionally been used for large physical 
infrastructure, but policy loans (which provide general budget support linked with policy reforms) and 
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performance-based loans are increasingly common. The World Bank’s Performance for Results (PfR) 
product, for example, links financing to results and is used for scaling up existing government programs, 
such as a national safety net program for drought support. Additionally, the Green Climate Fund offers 
concessional loans for climate adaptation investments. Loans are usually developed under a medium-
term programming strategy – engaging with the relevant ministry and development bank officials early to 
elevate the importance of drought is critical to accessing scarce concessional lending. The Climate Smart 
Agriculture and Water Management Project in Bangladesh is one example of a concessional loan with 
impacts on drought management. The US$ 120 million loan by the World Bank in 2021 is financing 
investments in drought-resistant seed varietals and water efficiency.    

Bonds and commercial lending. National governments35 can also finance infrastructure and other assets 
for drought resilience by issuing bonds – a form of debt instrument that involves set repayments of  

principal and interest that can be traded by investors. Bonds typically have high transaction costs, often 
as much as one percent of the face value of the bond, due to the time and expense required to structure 
and market them. Bonds can be issued as either general obligation bonds, which are backed solely by the 
credit rating of the issuer, or revenue bonds, which are tied to a specific revenue source such as water 
tariffs. Investors typically require a fully commercial rate of return, which may not be feasible for many 
drought investments, particularly those that require financing over a longer period of time. Traditionally, 
only larger developing countries with more developed capital markets have issued bonds on international 
financial markets, which offer a broader pool of investors with the tradeoff of foreign exchange risk and 
a risk premium. In the United States, for example, the state of California has issued over US$ 17 billion in 
general obligation bonds since 2002 to fund water-related projects, including nearly US$ 3 billion for 
drought preparedness. Many developing countries have experience with domestic bond issuances, which 
do not have foreign exchange exposure but usually have short tenors, making them impractical for most 
infrastructure investment. Some developing countries also borrow directly from domestic and foreign 
banks to finance investments, although this also entails high transaction costs. 

Green bonds, blue bonds and climate bonds. A specific type of “labeled” bond, green bonds, blue bonds36 
and climate bonds target ESG investors interested in supporting climate mitigation and adaptation (or 
other environmental impacts) while also earning market-rate financial returns. Pioneered by the World 
Bank, these bonds are typically screened for potential positive climate and environmental impacts by 
organizations such as the Climate Bonds Initiative. The transaction costs for these bonds are typically the 
same or lower than traditional bonds, and they often trade at a premium, reducing the cost of borrowing, 
due to the high demand from ESG investors for these investments.37 Developing country governments, 
including Indonesia, Thailand, Egypt and Mexico, have begun to issue green bonds. Drought resilience 
investments would be strong candidates for green bonds and climate bonds, particularly if a link to climate 
adaptation can be shown. Following an unprecedented drought, the city of Cape Town in South Africa 
issued its first green bond, accredited by the Climate Bonds Initiative. The US$ 72 million bond has a tenor 
of 10 years and is being used to finance the upgrading of reservoirs, water efficiency investments and 
wastewater reuse.  

 
35 As well as sub-national governments with borrowing authority, quasi-public entities such as ringfenced utilities and large firms. 
36 Similar to green bonds, blue bonds are screened for positive environmental impact but are focused on coastal and marine conservation and 

restoration efforts. 
37 Climate Bonds Initiative. Sovereign Green, Social and Sustainability Bond Survey, Climate Bonds Initiative / HSBC, London, 2021. 
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Impact bonds and resilience bonds. Unlike traditional bonds, which have a fixed repayment schedule, an 
impact bond is a financial instrument that links improved social or environmental outcomes with 
repayments. For example, a government might finance a preventative health program, with the goal of 
reducing the number of hospital visits. The financing for this program would be tied to the number of 
visits – the less visits, the more successful the program and the more money the government saves. A 
portion of this savings is then passed on to investors in the form of higher impact bond repayments. 
Resilience bonds are a hybrid financial instrument that combine elements of both impact bonds and 
catastrophe bonds (also known as “cat bonds,” these are described in the section below on insurance 
products and are a loan that is triggered when a natural disaster occurs). Resilience bonds allow 
governments to invest in projects to reduce the risk of a natural disaster in the future, reducing the cost 
of financing for a cat bond.38 These savings are paid back in the form of a rebate, which can be used to 
finance the resilience project. For drought finance, a resilience bond could finance a national drought 
preparedness program, with the rebate determined based on the estimated reduction in economic losses 
due to drought. 

Blended finance. For both governments and firms, financing on purely commercial terms may be 
challenging, particularly for investments in drought resilience, which may lead to long-term cost savings 
without generating immediate cash flows for debt service. Macroeconomic conditions, the development 
of the domestic financial sector or perceived riskiness can result in high interest rates and short tenors. 
Blended finance combines grants, concessional lending and commercial lending to support projects with 
strong social impacts that are not commercially bankable. For national governments, development banks 
as well as export credit agencies support blended finance through credit enhancements such as partial 
guarantees, which cover a portion of the commercial lender’s losses in the event of default. This support 
can encourage lenders to offer better terms than they might otherwise offer. Development banks can also 
provide support in structuring and bundling projects. For example, a project to expand more efficient 
piped water service to households might focus concessional finance on the expansion of distribution 
networks into low-income neighborhoods, with commercial loans used for efficiency upgrades and leak 
reduction. While the new piped water connections help households increase their resilience against 
drought shocks, the incremental revenues generated may not make the project commercially viable. At 
the same time, the efficiency investments have an immediate payback, making them more commercially 
viable and improving the overall resilience of the project. In countries where sub-national governments 
or independent public authorities have the ability to 
borrow commercially, national governments can 
also provide credit enhancements to encourage 
participation by commercial lenders. In addition to 
guarantees, national governments can also develop 
intercept programs, which are an agreement to 
divert a portion of sub-national fiscal transfers to 
lenders in the event of a default.  

Microcredit and small and medium enterprise 

(SME) finance. Many poor and vulnerable 
households are entrepreneurs by necessity – due to 
the lack of stable formal employment they seek self-

 
38 A guide for Public Sector Resilience Bond Sponsorship. RE:focus Partners, 2015. 

Costa Rica: Microfinance for Ecosystem-

Based Adaptation 

With support from the United Nations Environment 
Programme (UNEP), microfinance institution 
Fundecooperación is providing farmers in Costa Rica with 
technical assistance and microloans to invest in climate 
resilience, including rainwater collection, drip irrigation 
and sustainable agroforestry. Since 2012, UNEP’s 
Microfinance for Ecosystem-Based Adaptation has helped 
farmers in the drought-vulnerable Dry Corridor of Central 
America access over US$ 29 million in financing. 

For more information, see:  http://ww.unepmeba.org 
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employment in the informal sector. Often, income from a microenterprise supplements farm wages or 
other seasonal labor. Multiple sources of income also provide a way for households to manage risk. 
However, despite evidence of high returns to capital for microenterprises these businesses have often 
been shut out of the formal financial sector due to lack of collateral, credit history and high perceived risk. 
Microcredit addresses these challenges by relying on social capital in lieu of credit history and small, 
frequent repayments to reduce risk. Microloans are generally less than one to two thousand US dollars 
and have short tenors and frequent (sometimes weekly) repayments. Typically, microloans are intended 
to purchase productive assets or provide working capital for small businesses. Compared with 
microenterprises, SMEs are larger, usually employ more people and are more capital-intensive. Despite 
their important role in growth and job creation in many developing countries they are often considered 
the “missing middle” – too small for bank loans and too large to work with specialized microfinance 
institutions. As part of a drought finance strategy, microcredit can help vulnerable households – 
particularly those primarily employed in the agricultural sector – build resilience by supporting alternative 
and complementary sources of income that are less exposed to drought risks. Microcredit can also assist 
vulnerable households in investing in assets to manage drought risk, such as cisterns and rainwater 
harvesting equipment. SME finance focused on businesses exposed to drought risks can help in building 
the resilience of the local economy in advance of drought events. National micro finance associations, 
government-led microcredit initiatives, commercial banks with SME lending windows and state-owned 
banks are potential partners for national drought coordinating agencies to explore microcredit and SME 
finance as part of a drought finance strategy.    

Revolving loan funds. With an initial influx of capital from a national government, development partner 
or other public source, a revolving loan fund provides concessional lending for a specific purpose. As loans 
are paid back, the reflows are then used for further lending. In countries where sub-national governments 
or public utilities have the authority to borrow, revolving funds can be a useful tool for supporting 
investments in drought resilience. Established in 2008, the Philippines Water Revolving Fund is the only 
revolving loan fund focused on the water sector outside of the United States and Europe, although it does 
not currently have a drought resilience component.  

Agricultural credit. The nature of farming results in irregular cash flows that make conventional financing 
difficult. During the planting season, farmers purchase inputs such as seeds and fertilizer, not realizing the 
gains on these investments until the harvest season. Agricultural loans, often provided by specialized 

United States:  Revolving Funds for Drought Resilience 

In the United States, the largest source of public financing for water infrastructure are the Environmental Protection 
Agency’s Clean Water State Revolving Funds. Several western states, which are often impacted by water scarcity and 
drought, have used their revolving funds to prioritize investments that contribute to drought resilience. In the state of New 
Mexico, for example, municipalities applying to the fund are more likely to be selected if they emphasize water efficiency 
and reuse or include tariff structures that encourage more efficient use of water. 

For more information, see: U.S. EPA Water Infrastructure and Resiliency Finance Center, State Revolving Funds: Financing Drought Resilient 
Water Infrastructure Projects, EPA, Washington DC, 2018. 
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financial institutions or state-owned banks, usually feature balloon repayments, with the entire principal 
due at the end of the loan. This allows farmers to purchase inputs and then pay back the loan after harvest, 
although it significantly increases risk for both the borrower and lender, particularly in areas prone to 
drought. Agricultural loans are also used for purchasing equipment like tractors, which increase farm 
productivity, contributing to resilience. Leasing is also common in many countries for more expensive 
agricultural equipment. The national drought coordinating body can work with financial institutions 
providing agricultural loans to ensure they are reaching vulnerable farmers, financing water-efficient 
irrigation technologies and supporting sustainable farming techniques for greater resilience to drought. 

Emerging Innovations for Drought Finance 

Fintech is the application of new technologies to financial services, often by smaller, nimbler firms that focus on providing 
simple solutions for specific needs of consumers and businesses. Increased smartphone usage and cheap computing power 
have enabled fintech businesses to thrive. Generally, customer-facing fintech solutions remove friction and lower costs, often 
increasing speed and adding value versus traditional financial services. Fintech solutions already address some of the needs of 
developing-nation households— applications include payments and mobile money, pay-as-you-go (PAYG) models, insurance 
technology (insurtech), and virtual banks. 

PAYG Irrigation. Although irrigation systems can help smallholder farmers multiply their productivity, the systems are relatively 
expensive: Farmers incur capital expenses for equipment and operating expenses to fuel pumps, and harvest cycles result in 
irregular cash flows. Smallholder irrigation technologies such as solar-powered water pumps are rapidly increasing in 
availability and declining in cost, though cost remains a significant barrier for many farmers. PAYG business models allow 
farmers to access these pumps and irrigation systems at no upfront cost. Users pay in advance for the water that they pump 
using mobile money (much like prepaid mobile), and the pump is shut off automatically when credit runs out. 

Blockchain Water Rights Trading. Blockchain is a distributed ledger system – a way of sharing an unchangeable, verifiable 
history of transactions without management from a centralized authority. Blockchain tools provide decentralization, 
transparency, and efficiency, providing a foundation for new ways of managing water resources that would previously have 
been infeasible. Blockchain is under consideration to streamline the management of water rights in several countries, providing 
an open and transparent record of ownership that can help remove middlemen and prevent fraud. For example, Fremantle, 
Australia, is rolling out a “smart city” initiative that includes a partnership with Power Ledger to manage water and power 
assets. The Power Ledger platform will provide a transaction layer for energy and water systems, which will allow for peer-to-
peer trading of energy and water assets.       

Improving Parametric Insurance. While indices offer a number of advantages, particularly speed of payout, challenges such as 
basis risk, index data collection and lack of trust remain. New insuretech applications are addressing these challenges head on. 
Satellite imagery can be used to monitor drought remotely, with data automatically analyzed through machine learning 
algorithms to improve accuracy. Blockchain can potentially build user trust and provides an auditable trail of transaction data. 
VanderSat and Swiss Re are working with the Agricultural Insurance Association of Kazakhstan to launch a drought finance 
insurance product built on a blockchain platform and linked to a soil moisture index tracked with satellite imagery and is 
expanding to ten additional countries.  

Forecast-Based Financing and Machine Learning. A unique approach to humanitarian relief developed by the German Red 
Cross and the International Federation of the Red Cross Red Crescent (IFRC), forecast-based financing uses early warning 
systems to position and distribute disaster assistance in advance of the disaster occurring. Combining forecast-based financing 
with satellite imagery and machine learning can help strengthen the accuracy of forecasts and allow more precise geographic 
targeting of resources for drought response. 

(For more information on fintech and water, see Ikeda, John and Ken Liffiton, Fintech for the Water Sector: Advancing Financial 
Inclusion for More Equitable Access to Water, Water Global Practice Discussion Paper, World Bank, Washington DC, 2019 and also 
the UNDP Biodiversity Finance (BIOFIN) Initiative Catalogue of Financial Solutions) 
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Agricultural value chain finance. Agricultural finance extends beyond the farm to span the entire value 
chain. By supporting input suppliers, traders, processors and exporters with financial services, value chain 
finance contributes to a more stable and productive agricultural sector that is less dependent on rain-fed 
staple crops. For example, the African Development Bank financed the creation of a network of District 
Value Chain Committees throughout northern Ghana. These committees are helping coordinate farmers, 
processors and exporters and link them with financing. Warehouse receipts provide documented proof 
of ownership of agricultural commodities, allowing them to be used as collateral for borrowing. 
Receivables financing, including factoring and forfaiting, allow firms to convert accounts receivable into 
cash at a discount. Additionally, leasing can be used to acquire agro-processing equipment.  

Contingent finance.  Unlike other type of loans, the principal from a contingent loan is made available 
once triggered by a natural disaster. Because the loan is arranged in advance of the disaster, resources 
can be quickly accessed once triggered – an important characteristic since time is of the essence during 
disaster response. While contingent financing does not finance assets that contribute to the mitigation of 
drought risks, it is a core financial instrument for disaster preparedness, particularly in the middle risk 
layer, where disaster risks are too large to effectively address with reserves but too small and too frequent 
to insure against. Triggers can be either soft or hard. A soft trigger is generally tied to the official 
declaration of a state of emergency, while a hard trigger is linked one or more objective metrics, such as 
rainfall. National governments are able to access contingent finance through development banks, some 
of which offer both standalone products in addition to embedding contingent financing in other loans. 
The World Bank, for example offers a Development Policy Loan with Catastrophe Deferred Drawdown 
(CAT DDO), which provides up to US$ 500 million when a national state of emergency is declared if a 
satisfactory disaster risk management plan is in place.39 World Bank project loans can also include a 
Contingent Emergency Response Component (CERC), which allows financing to be reprogrammed in the 
event of a natural disaster. For example, due in part to the increasing exposure to drought risk in Lesotho, 
several World Bank loans to the country have incorporated CERCs to streamline reprogramming of funds 
in response to a natural disaster. CERCs are also being used extensively as part of the World Bank’s COVID-
19 pandemic response support to countries. 

 

Financial Instruments for Drought Finance Savings  

Savings at the government, household and firm levels provide both a way of acquiring assets and self-
insuring against shocks. Loosely defined, savings are the surplus funds remaining following spending 
during a given period. At the government level, savings would typically take the form of a contingency 
fund or special reserve account held over multiple fiscal years. Households generally save in either one of 
two ways: formally through savings accounts in financial institutions such as banks or credit unions or 
informally, either in the form of tangible property, cash or informal group savings cooperatives. For firms, 
savings would typically be listed on the balance sheet under cash and other liquid assets, although the 
funds themselves would generally be held in a financial institution. 

Savings provides a way to put away money over time to purchase assets. While this reduces interest 
expense and encourages financial discipline, the asset is not available for use until a sufficient amount has 
been saved. Saving up for assets is more common for households, particularly those who are not able to 

 
39 World Bank. “IBRD Catastrophe Deferred Drawdown Option (Cat DDO),” World Bank, Washington DC, 2018. 
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readily access credit, than for governments or firms. All three groups use savings as a tool to smooth 
consumption over time in response to shocks. However, a key barrier to effective savings is the temptation 
to spend them in the present for other purposes, rather than keeping them in reserve for when they are 
needed – a concept referred to in behavioral economics as time inconsistent preferences.   

Contingency budgets and reserve funds. Many governments set aside funding to manage unexpected 
demands or respond to disasters, although this may be difficult or impossible for resource-constrained 
developing countries. A contingency budget is a more general fund, usually two to five percent of annual 
government revenues, set aside for undefined exceptional events. 40 Reserve funds have a more formal 
structure, and are held off-budget. In both cases, these instruments are best-suited for high-frequency, 
low-intensity droughts. Although funds for response and recovery can be accessed more quickly than with 
other types of instruments, the issue of time 
inconsistent preferences, as well as competing 
political pressures, can make it challenging to 
use these instruments – particularly 
contingency budgets. The slow-moving and less 
immediately dramatic nature of drought make 
it even more difficult to save and allocate 
funding than for other natural disasters. To 
avoid the risk of funding being diverted for 
other purposes, drought reserve funds should 
have clear (and ideally objective) measures for 
determining when they can be tapped, as well 
as a strong legal structure to ensure these 
measures are followed.  

Microsavings. For many years, the conventional wisdom held that poor households did not save. 
However, more recent research demonstrates this is clearly not the case. Many poor households, 
particularly smallholder farmers and those working in the informal sector, have highly variable incomes. 
To smooth consumption over time, they would either need to borrow – often from moneylenders at 
extremely high rates – or save. Savings also serve as a buffer against shocks such as drought.41 Banks often 
have high minimum deposit requirements, fees or other barriers that discourage poor households from 
opening formal savings accounts. As part of the push for greater financial inclusion, a new generation of 
microsavings products are making savings more affordable, safe and convenient. For example, PRODEM, 
a microfinance institution in the Dominican Republic, offers a savings product alongside its agricultural 
microloan for smallholder farmers. Commitment savings are a specific type of savings product relevant 
for drought management. With a commitment savings product, the saver deposits money into an account, 
but is not able to withdraw it until a specific date or savings goal has been met. This avoids the challenge 
of time-inconsistent preferences. A drought commitment savings product could serve as an effective 
means of self-insurance by allowing households to withdraw funds from the savings account only when a 
drought event has been declared. National microfinance associations and state-owned banks are 

 
40 Ghesquiere F and Mahul O,  Financial protection of the state against natural disasters: a primer. World Bank Policy Research Working Papers, 

World Bank, Washington DC, 2010. 
41 Branch, Brian, and Janette Klaehn. Striking the Balance in Microfinance: A Practical Guide to Mobilizing Savings. Washington, DC: Published by 

Pact Publications for World Council of Credit Unions, 2002. 

Australia:  Future Drought Fund 

Drought is a constant and enduring challenge across most of 
Australia. To provide long-term support for drought resilience 
and response across fiscal years, the Government of Australia 
capitalized the US$ 3 billion Future Drought Fund in 2020. In 
addition to supporting drought response, the fund will provide 
annual support for drought resilience projects, including support 
for climate risk analysis, agricultural infrastructure investments 
and local government planning. 

For more information see:  Ministry of Agriculture, Drought and 
Emergency Management, “Building a Drought-Resilient Australia,” 
Media Release, Australian Government, Canberra, July 1, 2020. 
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potential partners for national drought coordinating agencies to explore microsavings as part of a drought 
finance strategy.    

Savings groups. In many developing countries, informal savings groups are one of the main ways that low-
income households save. Known as rotating savings and credit associations, tanda, tontine, merry-go-
rounds, village savings and loan associations as well as a slew of other names, savings groups usually 
include 5 – 20 individuals who each contribute a set amount of money each week or month. The 
contributions are given to a single individual. Next week or month, the recipient changes, until everyone 
has had a chance to receive a lump sum of cash from the other group members, at which point the cycle 
starts over. Savings groups are particularly prevalent in remote rural areas where access to formal 
financial services are limited. These regions are also often highly vulnerable to drought. An evaluation of 
savings groups in rural Ghana, Malawi and Uganda found evidence of increased resilience to drought – 
villages with active savings groups experienced improved food security and income.42 However, since all 
members of a savings group usually live close to one another, they are likely to be impacted 
simultaneously by drought. Managing this phenomenon, known as covariant risk, is critical to ensure their 
effective use as a drought finance tool. For national drought coordinating agencies interested in using 
savings groups to help vulnerable households acquire assets for drought resilience or self-insure against 
drought risks, there are many NGOs working with rural households to form or strengthen savings groups. 

 

Financial Instruments for Drought Finance:  Insurance 

Insurance is a category of financial instrument that provides governments, firms and households with the 
opportunity to hedge against the risk of financial loss due to a potential future event. In exchange for 
transferring the risk of a natural disaster occurring to a third party, the insured pays a regular premium. 
Because of the cost of the premium, insurance is better suited for higher levels of the risk layer, such as 
widespread national drought that outstrips the ability of governments, firms and households to self-
insure. Arranging insurance in advance of a disaster is an important part of the preparation phase of 
disaster risk management, although since insurance payouts are made available once a disaster occurs, 
they are typically used to fund response and recovery efforts. The timing of insurance payouts can vary – 
policies that pay out quickly are more useful during the immediate disaster response period. Indemnity 
policies, which are based on actual losses, are slower to pay out than parametric policies, which link 
payouts to a predetermined and readily measurable indicator. Although parametric insurance43 policies 
can pay out more quickly, they introduce basis risk – the risk that an insured party’s losses are greater 
than the payout determined by the indicator. 

Agricultural insurance. Alongside other risk management tools, insurance has long been used in the 
agricultural sector in developed countries, although its use is not as widespread in the developing world. 
Agricultural insurance has generally been provided either directly by the public sector, or through private 
insurers with substantial public support. With the agriculture sector highly vulnerable to drought risks, 
agricultural finance is an important component of a drought finance strategy. Traditionally, insurance has 
been in the form of crop and livestock insurance, which provide financial compensation for losses due to 
specified perils, such as flood, fire or drought. Most crop insurance pays for the loss of revenue due to 

 
42 Karlan, Dean et.al., The Impact of Savings Groups on the Lives of the Rural Poor in Ghana, Malawi, and Uganda, Study Summary, Innovations 

for Poverty Action, New Haven, 2011. 
43 Parametric insurance is also referred to as index insurance 
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physical loss of yield, although policies may also cover productive assets such as fruit trees. These policies 
usually do not cover losses due to crop price volatility. High administrative costs and low risk reduction 
benefits have hindered the ability of traditional indemnity insurance programs to meet the needs of 
farmers.44 A new generation of parametric insurance products are reducing costs and increasing the speed 
of payouts to farmers, although much remains to be learned about how effective they are and under what 
circumstances (see text box). Parametric insurance for crops is usually linked to a rainfall index, insuring 
against drought and floods. By contrast, 
livestock insurance might be based on a 
vegetation index, paying out when there is a 
decline in pasture lands due to drought. For both 
crop and livestock insurance, the same 
measurement challenges and political tensions 
that make it difficult to determine when a 
drought should be declared also complicate the 
use of parametric insurance. 

Microinsurance.  Much like microcredit 
developed as a response to the misalignment of 
formal credit and the needs of low-income 
households, microinsurance adapts the design 
of insurance products to better meet the requirements of poor and vulnerable households for risk 
management. Microinsurance has been applied in the markets for health insurance, life insurance and 
property insurance, although microinsurance for agriculture and disaster risk is the most relevant product 
for drought management. Most agricultural microinsurance products are parametric, and the growth of 
fintech in the developing world has reduced transaction costs and time to payout – insurance products 
using mobile money can make transfers almost instantaneously. Agricultural microinsurance policies are 
often offered alongside microloans, and national drought management coordination bodies can work with 
national microfinance associations, regulators and other stakeholders to expand the use of these policies. 

Informal risk management. Many rural communities, with little access to formal insurance markets, have 
a long history of using community-based risk management tools as a form of informal insurance. Religious 
funds, reciprocal grazing and planting arrangements and kin support networks all provide ways of 
managing risk. While they can be quite effective in some cases, the tendency of drought to impact all 
households in a region introduces covariant risk and limits their effectiveness as a risk management tool 
for rural households. However, many households are more familiar with these types of mechanisms than 
they are with formal insurance products. National drought coordinating bodies can explore ways to use 
traditional informal risk management tools as channels for drought management support by addressing 
covariant risk. 

Business interruption insurance. For other types of natural disasters, property insurance is an important 
part of a comprehensive disaster risk management strategy. Well-functioning insurance markets, with 
subsidies for premiums when appropriate, help businesses and households transfer the risk associated 
with loss of property due to earthquakes, floods, hurricanes and other natural disasters. Unlike other 

 
44 Mahul, Olivier, and Stutley, Charles, Governmnt Support to Agricultural Insurance: Challenges and Options for Developing Countries, World 

Bank, Washington DC, 2010. 

Assessing the Evidence Base on Parametric 

Agricultural Insurance 

Despite the rapid spread of parametric insurance products, 
more research is needed into their impact and potential for 
sustainability. There is some evidence showing that parametric 
insurance reduces the use of negative coping mechanisms (such 
as selling livestock) during droughts and encourages productive 
investment, in addition to increasing total farm revenue. 
However, demand remains relatively low and more rigorous 
evaluation of these products is still needed.  

For more information see:  Jensen, Nathaniel and Barrett, Christopher. 
“Agricultural Index Insurance for Development.” Applied Economic 
Perspectives and Policy. 2017, volume 39, number 2. 
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natural disasters, outside of the agriculture sector droughts do not directly impact property. However, 
drought can seriously impact the ability of businesses to operate. Businesses working in transport, fishing 
and tourism are particularly exposed to drought risks. Business interruption insurance, which is usually 
offered as an optional rider on property insurance policies, can compensate businesses for lost income if 
they are unable to operate following a natural disaster. In countries with developed property insurance 
markets, national drought coordinating bodies can work with insurers and regulators to explore how 
business interruption insurance can help in transferring drought risk. 

Sovereign risk insurance. Standard public 
finance theory dictates that governments 
should be risk-neutral in budgeting. For the 
purposes of disaster risk management, this 
implies that national governments should not 
seek disaster risk insurance, instead funding 
costs ex-post through tax increases or 
borrowing. However, this theory does not hold 
for many developing countries, which are 
more likely to be impacted by systemic risk 
affecting the entire country following a natural 
disaster and are less able to access global 
capital markets.45 Increasingly, global 
insurance providers are offering disaster risk insurance to sovereign governments, providing a way to 
transfer risk for low-probability, high-cost events.  

Risk pools. Instead of working with traditional insurance providers, national governments can cooperate 
with other countries in the region46 to purchase insurance together, creating a risk pool. Most relevant at 
the highest risk layers, where the cost of a natural disaster far exceed the country’s ability to retain the 
risk, risk pools can reduce the cost of risk transfer. This is achieved through both economies of scale, which 
reduce operating costs, in addition to reducing the costs of reserves and reinsuring the portfolio47. Risk 
pools can also reduce what is known as “uncertainty loading” – the tendency for insurers to mark up costs 
when risk data is missing or low quality. Risk pools often use parametric triggers to reduce payout time, 
although this introduces the potential for basis risk. Examples of risk pools established to date include 
African Risk Capacity, Caribbean Catastrophe Risk Insurance Facility, the Southeast Asia Disaster Risk 
Facility and the Pacific Catastrophic Risk Insurance Company. Of these, both the African and Caribbean 
facilities include a focus on drought risks. Despite the potential benefits, high premiums have been a 
deterrent for some countries, and risk pools have not yet been effectively used as part of a broader risk 

 
45 Ghesquiere, Francis and Mahul, Olivier, Sovereign Natural Disaster Insurance for Developing Countries: A Paradigm Shift in Catastrophe Risk 

Financing, Policy Research Working Paper 4345, World Bank, Washington DC, 2007. 
46 Risk pools can also be targeted at the sub-national level. For example, the Asian Development Bank has supported the development of the 

Philippine City Disaster Risk Insurance Pool to support risk transfer for local government units. Research is also ongoing in the United States 
on the potential for water utilities to manage exposure to drought risks through risk pools. 

47 Poulter, Richard, Regional Risk Pooling Mechanisms for Managing Catastrophic Risks, World Bank / GFDRR Conference Presentation, APEC 
Seminar on Disaster Risk Finance, Bacolod, Philippines, 2015 

Uruguay:  Climate Insurance for Hydropower Stability 

More than 80 percent of Uruguay’s electricity is generated through 
hydropower. When water levels drop due to drought, the country 
is forced to turn to expensive fossil fuel backup plants. In 2013, the 
World Bank served as intermediary on a US$ 450 million insurance 
policy for the country’s national electricity utility to manage the 
country’s exposure to drought risk. Provided by Allianz and Swiss 
Re, the parametric policy used a rainfall index to set the trigger for 
the contract. 

For more information, see:  World Bank, “Uruguay buys insurance against 
lack of rain and high oil prices,” Results Brief, World Bank, Washington DC, 
January 10, 2018. 
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layering strategy that includes reserves and 
contingent finance – only nine percent of 
countries analyzed in a recent study are using 
all three instruments.48 The continued 
financial sustainability of these risk pools is 
also an open question.49 For national drought 
coordinating bodies in countries not 
currently served by existing risk pools, the 
Global Facility on Disaster Risk Reduction 
(GFDRR) is one potential source of technical 
assistance in establishing a risk pool. 

Catastrophe bonds. Also referred to as “cat bonds,” these financial instruments provide an alternative to 
insurance policies. With cat bonds, a country or group of countries is able to transfer risk to a group of 
investors through a special purpose vehicle (SPV) that holds the principal provided by investors as 
collateral. Investors are paid a premium by the country, in addition to earning interest on the collateral, 
and receive their principal back when the bond matures unless it is triggered in the event of a natural 
disaster. Once the cat bond is triggered, all or part of the principal is transferred to the country, which is 
not obligated to repay the investors. Cat bonds offer national governments comparable premiums to 
insurance products, as well as longer coverage and the ability to lock in premiums. Additionally, cat bonds 
are off-balance sheet financing and do not impact a country’s overall debt levels. However, they are more 
complex to arrange, requiring multiple parties.  The World Bank is a leading issuer in the cat bond market, 
with over US$ 2 billion in bonds issued as of 2018.50 The Pacific Alliance trade bloc, which includes Mexico, 
Colombia, Peru and Chile issued a joint cat bond work US$ 1.3 billion in 2018 to cover earthquake risk. 
The countries are now working together to expand coverage to include other natural disasters, including 
drought. 

 

Financial Instruments for Drought Finance:  Other instruments 

In addition to credit, savings and insurance, other types of instruments can also be used as part of a 
drought finance strategy, in addition to credit, savings and insurance. The items below are not traditionally 
considered financial instruments, or rely on more novel approaches than the credit, savings and insurance 
instruments listed above. 

Grants. While not technically a financial instrument, grants from development partners, philanthropic 
foundations and individuals can be an important part of a drought finance strategy, particularly in 
countries that are limited in their ability to access commercial finance. As non-repayable funding, grants 
should be focused on areas with the least likelihood of commercial viability and the highest potential 
impact on building drought resilience. Whenever possible, grants should be a part of a blended finance 
strategy to leverage additional commercial or concessional financing in some way. For aspects of drought 
management related to climate adaptation, grant support is available from the Green Climate Fund, 

 
48 Martinez-Diaz, Leonardo, Sidner, Lauren and Mcclamrock, Jack, The Future of Disaster Risk Pooling for Developing Countries: Where Do We 

Go from Here?, World Resources Institute, Washington DC, 2019. 
49 Independent Evaluation of the African Risk Capacity, e-Pact, 2017. 
50 Baca, Abagail and Jain, Aki, Demystifying Catastrophe Bonds for Debt Managers, World Bank Treasury, Washington DC, 2018. 

 

Zimbabwe:  Risk Pooling with African Risk Capacity 

Back-to-back droughts in 2020 caused a severe drop in grain yields 
in Zimbabwe, compounding the challenges of the COVID-19 
pandemic. The drought triggered a payout of US$ 1.4 million from 
a parametric insurance policy with African Risk Capacity, which 
operates four regional risk pools for 34 African countries. The 
payout to the Government of Zimbabwe was used to provide 
direct mobile money disbursements to over 155,000 households 
in highly vulnerable districts. 
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Global Environment Facility and the Adaptation 
Fund. Some grant funding is provided as parallel 
support, outside of government budget systems 
and with programs directly implemented by 
NGOs or other organizations. To the extent 
possible, national drought coordinating agencies 
should catalog all of these programs in order to 
prevent overlap and encourage consistency with 
the country’s drought management policy. 
Depending on the country’s fiscal structure, the 
national government can also manage a grant 
pool for subnational governments, potentially 
alongside a revolving loan fund, to subsidize 
investment in drought resilience. Some national 
governments also have explicit cost-sharing 
arrangements, agreeing in advance to provide 
grants to support a portion of recovery and 
response efforts.  

Matching grants, challenge funds and Recoverable grants.  Like grants, these instruments typically 
provide funding that does not necessarily need to be repaid. Matching grants require the recipient 
government, organization or individual to contribute some proportion of the grant funding in order to 
access the funds. The intention is to leverage grant funding with the recipient’s own resources, in addition 
to incentivizing performance. Challenge funds are a form of competition that provide funding to successful 
applicants who propose an innovative solution to a social problem. Finally, recoverable grants are a hybrid 
instrument, with characteristics of both loans and grants, often used as part of a performance-based 
financing approach. The recipient receives a grant upfront, and if certain milestones are met then the 
grant converts to an interest-free loan. Otherwise, there is no requirement for repayment. In drought 
finance, matching grants could be used to incentive farmers to make productive investments in water 
efficiency, while a challenge fund could be used to identify innovative technological solutions to 
monitoring drought risks or providing agricultural microinsurance, for example. 

Subsidies and tax incentives. To encourage households and firms in preparing and recovering from 
drought, national and sub-national governments can take advantage of subsidies and tax incentives. For 
example, the government might choose to subsidize a portion of the cost of household purchases of 
rainwater harvesting equipment or drip irrigation systems or waive certain taxes for households impacted 
by drought. In Poland, the Operational Programme for Infrastructure and the Environment provides funds 
for water efficiency investments and the construction and repair of infrastructure for flood and drought 
management. In the United States, the state of Texas waives sales tax on purchases of rainwater 
harvesting equipment and other household water conservation equipment. While subsidies can be a 
useful tool, for maximum impact they should be carefully designed so that they encourage investments 
that would not have happened in the absence of subsidy. 

Ethiopia: National Productive Safety Net Program 

Millions of households in Ethiopia are vulnerable to drought. To 
transition from a reliance on humanitarian appeals to a 
predictable safety net that can scale effectively when droughts 
occur, the Government of Ethiopia developed the National 
Productive Safety Net Program (PSNP) in 2005 to provide cash 
transfers and food aid to eight million chronically food-insecure 
people in exchange for participation in public works. Although 
the majority of PSNP is currently funded through development 
partner support, the Government of Ethiopia is increasing its 
contribution of domestic resources to the program, and is 
exploring ways to incorporate disaster risk financing tools into 
the budget of PSNP to manage the increased need for funding 
following large drought events. 

For more information, see:  World Bank, Ethiopia - Rural Productive 
Safety Net Project (P163438), Project Appraisal Document, World Bank, 
Washington DC, 2017.  
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Budget Reallocation. In addition to, or in lieu of, reserves and contingency budgets, national 
governments51 can explore the use of budget reallocation to respond quickly and flexibly to natural 
disasters. Budget reallocation is an ex-post tool that shifts spending from other areas towards disaster 
response and recovery. There are three types of budget reallocation, differentiated by the amount of 
funding and flexibility they provide. Virements are a mechanism that allow transfers between budget 
items in response to a triggering event. Up to a certain level, they do not require legislative authorization, 
enabling rapid response. For larger natural disasters, supplementary budgets require legislative approval 
and either dramatically increase total spending or shift budget items beyond a certain threshold. Finally, 
reprioritization is the adaptation of the next fiscal year’s budget to address long-term post-disaster 
needs.52  

Remittances. Money sent back to relatives by family members living in urban areas or overseas, 
remittances are among the largest financial inflows in many developing countries, representing six 
percent of GDP on average for low-income countries.53 Evidence from multiple countries has shown that 
remittances are an important informal safety net, particularly for rural households, and have contributed 
significantly to poverty reduction. Remittances are usually more stable than other capital flows and are 
unlikely to be affected by drought (although there is some potential covariant risk for domestic workers 
in industries impacted by a drought). National drought coordinating bodies can work with regulators and 
remittances networks to better understand the role of remittances as a drought resilience tool and 
identify ways to further expand this role. This could potentially include allowing the remitter to pay 
insurance premiums on behalf of the recipient or earmark a portion of the transfer for a savings account. 

Payment for ecosystems services (PES). An 
approach to incentivizing ecological services 
through payments to landowners who agree to 
take certain actions. The goal of PES programs 
is to address market failures that benefit the 
landowner in the short-term but have negative 
externalities for society. For example, instead 
of clear-cutting land for farming, a landowner is 
paid to maintain an existing forest, which helps 
buffer heavy rains, reducing flooding downstream. The payer could be the government, on behalf of 
citizens who benefit indirectly from the ecological service provided by the forest, or private parties 
downstream, who directly benefit from reduced flooding. To date, most PES programs have focused on 
carbon sequestration, biodiversity conservation and watershed management. Sustainable drainage 
systems, including permeable pavements, urban trees, green roofs, wetlands and stormwater retention 
ponds, are an example of PES programs that contribute to both flood and drought management.54 

Environmental markets and water rights trading. Building on the concept of PES programs, 
environmental markets convert ecosystems services to “credits,” which can be sold by landowners and 
bought by businesses and NGOs and potentially traded by third parties. Environmental markets currently 

 
51 Also sub-national governments under fiscal decentralization. 
52 Cevik, Serhan and Huang, Guohua, How to Manage the Fiscal Costs of Natural Disasters, How-To Series, Fiscal Affairs Department, 

International Monetary Fund, Washington DC, 2018. 
53 Ratha, Dilip, “Remittances: Funds for the Folks Back Home,” Finance & Development, International Monetary Fund, Washington DC, 2020. 
54 Pechey, L., White, C., Rowcroft, P., and Smith, S, The Role of Payments for Ecosystem Services in Climate Change Adaptation. Defra, London, 

2013. 

China: Grain for Green 

In response to the severe Yellow River drought in 1997 and 
historic floods a year later in Northeast China, the country 
launched the Sloping Land Conversion Program – also referred 
to as “Grain for Green.” One of the first PES programs in China, 
it provided direct payments to millions of farmers to convert 
cropland to forests, resulting in improved watershed 
management and erosion control. 
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exist for greenhouse gases, water quality, wetlands and conservation habitats.55 Relevant to drought 
mitigation, the African Development Bank is piloting an Adaptation Benefits Mechanism to create a 
market for climate adaptation investments.56 Also highly relevant for drought mitigation, some countries 
are using environmental markets to trade the right to abstract water. The goal of water rights trading is 
to allocate water to its most productive use by allowing more efficient water users to sell their excess 
rights to less efficient users. South Africa’s water markets includes both inter-basin transfers through the 
transfer of water from Lesotho to Gauteng Province in South Africa, as well as the allocation of tradeable 
water rights to water users in South Africa.57 

Equity. An additional source of financing for firms, equity financing is the sale of a portion of a company 
in exchange for partial control of the company and a partial claim on future earnings. While equity does 
not need to be paid back, it is generally considered a very expensive source of financing due to the loss of 
control. In drought finance, equity investment would represent a portion of the total investment in a 
public-private partnership. Alternately, it could involve a development partner or impact investment 
venture capital fund taking a partial stake in an agro-processing plant or a fintech startup developing an 
agricultural microinsurance product. 

Public-Private Partnerships (PPP).  Although there are a wide range of PPP structures, it is generally 
defined as a long-term contractual arrangement between the government and a project sponsor to 
provide public services. Usually, the service requires a capital asset, such as an airport or toll road, 
managed by the project sponsor (which also typically provides an equity stake), with ownership and 
responsibility eventually transferred back to the government. Additional debt and equity financing is 
provided by a syndicate of investors. PPPs can be complicated to arrange and negotiate and project risk 
may be shared unevenly between the government and the firm. Despite this, PPPs offer potential benefits 
through access to technical expertise and off-balance sheet financing, and many governments have now 
established specialized PPP units responsible for developing projects. PPPs are much more common in the 
energy and transport sectors than sectors such as water and agriculture that have a more direct link to 
drought. In 2019, less than five percent of all investment in PPPs went to the water sector.58 However, 
PPPs have been used to finance water supply and sanitation projects, as well as large-scale irrigation 
infrastructure. In Peru, the Chavimochic Irrigation Project is a 25-year concession to expand irrigated land 
in the La Libertad region of the country. The irrigation infrastructure was financed through the auction of 
the land to be irrigated, and the infrastructure was constructed and is being managed by a private 
operator. The Public-Private Infrastructure Advisory Facility (PPIAF) is a global technical assistance facility 
for PPPs that could serve as a resource for national drought coordinating bodies interested in exploring 
PPPs. 

 

 
55Office of Environmental Markets, “Environmental Markets,” United States Department of Agriculture, Washington DC, 2020. 
56 African Development Bank Group. Adaptation Benefit Mechanism (ABM), African Development Bank Group, Abidjan, 2018. 
57 Hodgson, Stephen. Modern Water Rights: Theory and Practice. FAO Legislative Study 92. Food and Agriculture Organization, Rome, 2006. 
58 World Bank, Private Participation in Infrastructure: Annual Report 2019. World Bank, Washington DC 2019. 
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Figure 9:  Drought Finance Instruments 

 Primary Users Sources Purpose Relevance 

Instrument Description Illustrative Applications 
in Drought Finance 
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Subnational Govt  
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Partners  
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Local Com
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ercial 
Banks and M

FIs 
Instiutisions 

Local and Global 
Capital M

arkets 

Insurance 
Com

panies 

Im
pact Investors 

Other 

M
itigation 

Preparation  

Response 

Recovery 

Upper-M
iddle 

Incom
e Countries 

Low
er M

iddle 
Incom

e Countries 

Least- Developed 
Countries  

Fragile and Post-
Conflict States  

         Credit 

Concessional loan 
Below-market loans to 
developing country 
governments 

Financing infrastructure 
and social programs to 
build drought resilience 

l l   l     l  l l  l l l l l 

Bonds and 
commercial lending 

Debt financing from 
domestic or global capital 
markets 

Financing infrastructure 
with high productive 
potential 

l     l l l    l l   l l   

Green bonds, blue 
bonds and climate 
bonds 

Bonds with proceeds 
earmarked for projects 
with positive 
environmental or climate 
impact 

Financing green-gray 
infrastructure for water 
storage 

l       l    l l   l l   

Impact bonds and 
resilience bonds 

Bonds with a portion of the 
principal and/or interest 
payments linked to the 
environmental or social 
outcomes generated by the 
investment 

Financing a program to 
help farmers invest in 
drought resilience 

l l l  l     l  l l   l l   

Blended finance Combining concessional 
and commercial finance 

Financing an irrigation 
project expected to 
generate near-market-
rate returns 

l l   l l l l  l  l l   l l l  

Microcredit / SME 
finance 

Small-scale loans for 
businesses and households 

Loan program to fund 
off-farm businesses for 
income diversification 

  l l   l     l l   l l l l 

Revolving loan 
funds 

Publicly managed funds to 
support a specific policy 
goal 

Concessional loans to 
municipalities to invest 
in drought resilience 

 l l l       l l l   l l l  

Agricultural credit 
Loans for agricultural 
inputs and equipment 

Loans for drip irrigation 
and solar pumps   l l   l     l l   l l l l 

Agricultural value 
chain finance 

Loans and other 
instruments to support the 
marketing, processing and 
export of agricultural 
products 

Investments in post-
harvest processing to 
increase farmer incomes 
and resilience to 
drought 

  l  l l l     l l   l l   
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 Primary Users Sources Purpose Relevance 

Instrument Description Illustrative Applications 
in Drought Finance 

National Govt 

Subnational Govt  

Businesses  

Households  

Developm
ent 

Partners  

Global Com
m

ercial 
Banks  

Local Com
m

ercial 
Banks and M

FIs 
Instiutisions 

Local and Global 
Capital M

arkets 

Insurance 
Com

panies 

Im
pact Investors 

Other 

M
itigation 

Preparation  

Response 

Recovery 

Upper-M
iddle 

Incom
e Countries 

Low
er M

iddle 
Incom

e Countries 

Least- Developed 
Countries  

Fragile and Post-
Conflict States  

Contingent finance 

Lending arranged in 
advance of a natural 
disaster, with proceeds 
released when the disaster 
occurs 

Line of credit to fund 
emergency drought 
response 

l    l l        l l l l l l 

         Savings 
Contingency 
budgets and 
reserve funds 

Public money set aside for 
disaster response 

Emergency fund for 
disaster response l l         l   l l l l   

Microsavings 
Small-scale savings 
accounts for poor and 
vulnerable households 

Savings for smallholder 
farmers to provide tools 
for self-insurance 

   l       l   l l l l l l 

Savings groups Informal savings tool 
Groups of farmers 
saving as a form of self-
insurance 

   l       l   l l   l l 

         Insurance 

Agricultural 
insurance 

Insurance to manage risks 
related to crop and 
livestock losses 

Compensate farmers 
post-drought   l       l    l l l l l l 

Microinsurance 
Small-scale insurance 
products for poor and 
vulnerable households 

Compensate farmers 
post-drought    l      l    l l l l l l 

Informal risk 
management 

Traditional community-
based tools for risk 
management 

Self-insurance against 
drought risks    l       l   l l   l l 

Business 
interruption 
insurance 

Insurance to compensate 
businesses for lost income 
if they are forced to close 
due to natural disaster 

Compensate businesses 
post-drought   l       l    l l l    

Sovereign risk 
insurance 

Disaster risk insurance for 
national governments 

Fund post-drought 
emergency response l    l     l    l l l    

Risk pools Groups of countries jointly 
insuring disaster risk 

Fund post-drought 
emergency response 

l    l         l l l l   
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 Primary Users Sources Purpose Relevance 

Instrument Description Illustrative Applications 
in Drought Finance 

National Govt 

Subnational Govt 

Businesses  

Households 

Developm
ent 

Partners 

Global Com
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Banks 
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ercial 
Banks and M

FIs 
Instiutisions 

Local and Global 
Capital M
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pact Investors 
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M
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Response 

Recovery 

Upper- M
iddle 

Incom
e Countries 

Low
er M

iddle 
Incom

e Countries 

Least-Developed 
Countries  

Fragile and Post-
Conflict States 

Catastrophe bonds 

Insurance-like product to 
support national 
governments’ disaster risk 
management  

Fund post-drought 
emergency response l    l         l l l    

         Other Instruments 

Grants 
Non-repayable funding 
provided for development 
or relief purposes 

Funding early warning 
systems or social 
programs for drought 
resilience 

l l l l l       l l l l l l l l 

Matching grants, 
challenge funds and 
recoverable grants 

Grants with a specific 
additional requirement 
attached 

Matching grants to 
water utilities to invest 
in drought resilience 

l l l l l     l  l l   l l   

Subsidies and tax 
incentives 

Grants provided to support 
a specific policy goal 

Tax incentives for 
farmers to invest in 
water-efficient 
technologies 

 l l l       l l l   l l l  

Budget reallocation 
The ability to shift public 
budgets in response to 
natural disasters 

Reallocating funds for 
post-drought response l l         l   l l l l l l 

Remittances 
Money transfers from 
migrant workers to family 
members 

Informal post-drought 
income support    l       l   l l l l l l 

Payment for 
ecosystems services 

Paying landowners to use 
their land in a way that 
generates positive 
externalities 

Compensation to 
upstream landowners to 
improve availability of 
water downstream 

  l l l l l l  l  l    l l   

Environmental 
markets and water 
rights trading 

Developing markets for 
trading credits related to a 
specific natural resource or 
negative externality 

Encouraging more 
efficient use of water 
resources 

  l l       l l    l    

Equity Sale of partial ownership in 
a firm 

Venture capital 
investment in a drought-
focused startup  

  l  l   l  l l     l    

Public-private 
partnerships 

Contractual relationship 
between government and a 
firm to finance and operate 
infrastructure 

Expanding irrigation 
infrastructure l  l l l l      l    l l   
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The Public Sector’s Role in Drought Finance 

 
Sovereign governments have access to a wide range of instruments that are used both to manage the 
fiscal impacts of drought and invest in drought mitigation and preparedness. However, the role of the 
public sector in drought finance is much wider than this level of direct engagement. Each of the financial 
instruments above can address specific drought-related challenges for various stakeholders. 
Governments play a critical role in supporting drought finance by addressing the constraints to the use of 
these instruments.  

At the national level, the coordinating body for drought management plays the role of an “air traffic 
controller,” working across government agencies to identify opportunities to incorporate drought finance 
into existing financing strategies and working with government agencies responsible for capital budgeting 
and debt issuance -- typically the finance ministry or similar body. At the sub-national level, the strategy 
of the national coordinating body will depend on the level of fiscal decentralization. In countries with 
greater centralization, fiscal transfers should encourage investments in drought mitigation and 
preparedness. In more decentralized countries, the coordinating body can ensure sub-national 
governments also have access to the necessary financial instruments. For independent public entities 
(such as some water utilities and irrigation authorities) and the private sector, the coordinating body 
should work to ensure access to financial instruments for drought mitigation investments and leverage 
the use of public funds through blended finance and other approaches. At the household level, particularly 
rural households, national coordinating agencies can identify ways to address bottlenecks to financial 
inclusion and encourage the development of private markets for financial services such as index insurance 
and agricultural credit. 

 

Figure 10: Role of the National Coordinating Body in Supporting Drought Finance 
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Risk Layering and Drought Finance 

Drawing on the building blocks and menu of financial instruments outlined above, national drought 
coordinating bodies can use a risk layering approach to develop a drought finance strategy that addresses 
all stages of the emergency management cycle. Infrastructure finance provides opportunities to invest in 
large-scale assets to mitigate and prepare for drought, while agricultural finance, financial inclusion and 
disaster risk finance offer the ability to both prepare for drought while also supporting response and 
recovery. Finally, climate finance and environmental finance provide innovative ways of monetizing the 
environmental benefits from drought mitigation and preparation, in addition to addressing the 
incremental costs of drought associated with climate change. 

Above the risk layers, investments in mitigation and preparation can push the curve downwards, reducing 
the frequency of droughts through mitigation efforts and their severity through greater preparation. Since 
many of these investments are likely to be in the form of infrastructure and other tangible assets, credit 
is generally the most relevant type of financial instrument to use. Certain investments, such as large 
irrigation systems or water treatment infrastructure could potentially be developed through a PPP in 
countries where they are used regularly. Payments for ecosystems services and water markets can also 
be used to build resilience in advance of drought. To encourage subnational governments to invest in 
drought resilience, the national coordinating body can explore the use of revolving funds and subsidies. 
To encourage households and firms, grants and tax incentives are a powerful tool to encourage 
investment in this area, in addition to efforts to expand access to microcredit, agricultural credit and 
agricultural value chain finance. 

Mitigation and preparation investments often provide substantial co-benefits, in addition to 
strengthening resilience to drought, providing greater value for money and helping make the business 
case for proactive drought management. For example, farmer investments in more efficient irrigation  

Concessional and Commercial Borrowing 
Mitigation and preparation investments to reduce 

overall incidence and severity of droughts 

Figure 11: Risk Layering as Part of a Drought Finance Strategy1 
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systems reduce agricultural demand for water resources but also reduce costs for farmers and allow them 
to transition to higher-margin crops. 

At the lowest risk layer (small, localized drought events), reserves, budget contingencies and contingent 
credit can be arranged in advance of a drought and provide the resources needed for response and 
recovery. To help households build savings in advance of drought, national coordinating bodies can also 
work with partners to expand access to formal microsavings, informal savings groups and remittances. 

For the middle risk layers, insurance provides a way for governments, households and firms to transfer 
risk. At the highest risk layers (nationwide drought), cat bonds and risk pooling, in combination with 
emergency development assistance, are the most effective tools.  

An effective drought finance strategy aligns appropriate financial instruments with these risk layers and 
identifies mitigation and preparation investments with the highest potential for reducing risk while 
maximizing co-benefits. The next section provides a step-by-step guide for developing a drought finance 
strategy as part of the broader drought planning process. 
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Chapter 3:  Incorporating a Drought Finance Strategy into National 
Drought Action Plans and Policies 
 

The unique and challenging nature of drought calls for a national plan that brings stakeholders together 
to address drought proactively, rather than waiting until a crisis is underway. To support countries in 
developing and implementing national drought management policies, UNCCD has developed a model 
national drought plan.59 Based on the UNCCD model, a national drought plan should include: 

 

- What the country needs to do to assess and minimize adverse effects  
- How the country will monitor which populations are affected and communicate with 

stakeholders and the nation at large about expected or ongoing drought 
- What the country will need to do after the drought to reduce future impacts, including 

the review of actions before and during drought, as well as the effectiveness of the 
drought plan 

 

A recent UNCCD survey of 70 countries and other stakeholders on drought policy frameworks found that 
inadequate financing was one of the biggest barriers to effective drought preparedness and response.60 
A well-developed drought finance strategy is the first step in addressing this barrier. 61 Countries would 
first begin by assessing the state of their financial sector, level of support from development partners and 
macroeconomic environment. This allows countries to review the menu of financial instruments described 
in this study and identify the most feasible within their own context. Next, the risks and activities 
described in a national drought plan inform the development of a risk layering approach to financing that 
draws on a mix of appropriate financial instruments. Through its national drought risk mitigation 
commission, countries can then work with a broad range of stakeholders to ensure these financial 
instruments are coordinated and accessible in advance of a drought event. 

UNCCD has also provided guidance on the eight steps needed to develop the plan, building on previous 
work by the Integrated Drought Management Programme (IDMP).62 The process provides a generic road 
map for countries, and needs to be tailored for a country’s technical and institutional capacity and political 
environment. To ensure the financial resources are in place for effective drought management, the 
development of a drought finance strategy should be integrated within the broader drought planning 
process. The following section briefly summarizes each of the eight steps in the planning process and 
outlines the specific tasks that should be included at each step to achieve this goal. 

 
59 UNCCD, Model National Drought Plan, UNCCD, Bonn, 2017. 
60 UNCCD, Assessment on the Submissions of Drought: Policy, Implementation Frameworks and Tools, UNCCD, Bonn, 2020. 
61 For more background and practical guidance on disaster risk financing strategies in general, see Disaster Risk Finance – A Toolkit published by 

Deutsche Gesellschaft für Internationale Zusammenarbeit (GIZ) and the Methodological Framework on Disaster Risk Assessment and Risk 
Financing by the Organisation for Economic Development and Co-operation (OECD) 

62 World Meteorological Organization and Global Water Partnership, National Drought Management Policy Guidelines: A Template for Action, 
Integrated Drought Management Programme (IDMP) Tools and Guidelines Series 1. WMO, Geneva, Switzerland and GWP, Stockholm, 
Sweden, 2017. 
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Address barriers to scaling financial instruments 
Explore additional financial instruments 

Figure 12: Eight Steps for Developing a National Drought Plan and Key Finance-Related Tasks 

Involve the finance ministry 
Support financial sector participation 

Define financial objectives 

Assess the financial context 
Understand existing financial resources 

Engage financial sector representatives 

Review effectiveness of finance strategy 

Raise awareness of financial instruments 
Financial sector outreach 

Prioritize and cost drought actions 
Identify the right mix of financial instruments 
Develop risk layering approach 
Engage drought finance partners 
 

commission 
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Step 1: Appoint a national drought plan commission 

Overview 

The national government establishes a permanent standing body comprised of representatives from 
across government. It should be established by the highest levels of government and include a 
representative from the President or Prime Minister’s office to facilitate communication. In addition to 
government representatives, the commission should also include participation from the private sector 
and civil society – particularly marginalized groups that are more exposed to drought risks. The 
commission is responsible for supporting the planning process and coordinating implementation of the 
drought management plan. 

Finance-related tasks 

Involve the finance ministry. In most countries, several core aspects of a drought finance strategy are 
managed by the finance ministry, planning ministry or similar government bodies, including revenue 
collection, budgeting and relationship management with development partners. To ensure sufficient 
funding for the drought management plan is available, the commission should include representatives 
from these key ministries, with a specific focus on briefing high-level officials in these ministries early and 
often. 

Support participation by the financial sector. When exploring the role for the private sector on the 
commission, financial sector representatives should be included as well. This should include a broad range 
of perspectives, from microfinance to global capital markets. 

 

Step 2: Define the objectives of the drought plan 

Overview 

The commission establishes specific and achievable goals and timelines to be included in a national 
drought plan. The plan should include a focus on proactive mitigation and planning measures, as well as 
public outreach and collaboration with regional and global bodies.  

Finance-related task 

Define the financial objectives. As part of the goal-setting process, the commission should include specific 
goals around sources of funding, as well as the division of financial responsibilities between the national 
governments, subnational governments and private sector. 

 

Step 3: Seek stakeholder participation 

Overview 

Drought impacts a broad range of stakeholders, all of whom are dependent on water resources. As 
drought intensifies, competition for these resources increases. Engaging with stakeholders early and often 
in the planning process provides not only an opportunity to inform the national drought plan, but also to 
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provide a venue for stakeholders to hear each other’s viewpoints and concerns and begin to identify 
collaborative solutions. 

Finance-related tasks 

Engage financial sector representatives. In addition to direct participation in the commission, 
representatives from the financial sector should be encouraged to join in the stakeholder engagement 
process. This could include Individual financial institutions, trade associations, regulators, insurers, 
investment funds and pension funds. 

 

Step 4: Situational analysis 

Overview 

To develop an effective national drought plan, the commission will need an understanding of the level of 
drought risk and which populations and sectors are most exposed and vulnerable to drought. The 
commission will also need an inventory of natural, biological, human and financial resources for drought 
response. 

Finance-related tasks 

Assess the context. Institutional capacity, the level of development of a country’s financial sector and 
macroeconomic factors such as exchange rates and inflation will strongly influence the types of financial 
instruments that are available to manage drought. The World Bank/IMF Financial Sector Assessment 
Program provides a strong base of evidence for determining which instruments described in this study are 
feasible within the country’s specific context.  

Understand existing financial resources. There may be existing projects and initiatives that are either 
explicitly addressing drought or are indirectly addressing it (for example, a project promoting more 
efficient irrigation technologies). As part of the situational analysis, a catalog of these projects is critical, 
as well as a list of existing drought-related facilities, government budget available for drought mitigation 
and emergency response and private sector initiatives that address drought (such as private insurance 
programs). 

 

Step 5: Prepare the national drought plan 

Overview 

Informed by the findings of the situational analysis, the commission can begin developing a drought plan. 
The first step is to establish committees and working groups within the commission to address critical 
issues identified in the situational analysis. Actions under the plan can be divided into two parts – response 
planning, which is activated once a drought occurs, and mitigation planning, which lays out a clear set of 
activities that reduce vulnerability to drought.  
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Finance-related tasks 

Prioritize and cost drought actions. Developing an effective drought finance strategy requires an 
understanding of the approximate amount of resources needed to address the financing gap. Investments 
in the drought plan requiring significant expenditures should be identified and ranked based on their 
potential impact. If possible, a rough estimate of cost should be made for each action. 

Identify the right mix of financial instruments. Based on the country context, the existing financial 
resources and the specific drought actions, the commission should identify the specific financial 
instruments to be included as part of the drought finance strategy. The commission should also decide 
which instruments would be used by the national government, and which instruments would be used by 
subnational governments, households and firms. In the first case, the drought action plan should outline 
how the government will access the instrument (for example, where will the government find 
concessional financing to invest in scaling up a monitoring system?). In the second case, the action plan 
should describe the national government’s role in catalyzing the use of this financial instrument (for 
example, how can an agricultural microinsurance program be scaled up nationwide?). 

Develop risk layering approach. Once the country’s drought risk, exposure and vulnerability is 
understood, the commission can use this information to develop a risk layering approach. The commission 
should determine which financial instruments will focus on drought mitigation, and how the other 
instruments will be mapped to risk layers. 

 

The Impacts of COVID-19 on Development Assistance and Global Financial Markets 

Since its emergence in late 2019, the novel coronavirus COVID-19 has killed over two million people worldwide as of early 
2021. For many countries, the economic impact of COVID-19 has been massive. The impacts of COVID-19 are likely to be felt 
for years to come, with the developing world expected to be hit particularly hard. Prior to the outbreak, progress towards 
the United Nations Sustainable Development Goals was uneven. Now, many countries have been set back decades. Over 71 
million people are expected to fall back into extreme poverty – the first increase in global poverty levels in over 20 years 

For both development partners and countries, the focus during the first year of the pandemic has been almost exclusively 
on immediate health response and liquidity support to prevent economic collapse. Over the next two to three years they 
are expected to shift focus to economic recovery and job creation programs, although overcoming taxpayer resistance to 
further rounds of fiscal stimulus and foreign assistance will be challenging. Global financial markets have not completely 
pulled away from developing countries, but increased debt loads and fiscal stimulus have affected many countries’ credit 
ratings, jeopardizing future access to capital. Combined with a steep drop on gross domestic product and job losses, the 
economic burden of COVID-19 has been high for many countries. 

As a result, it will be more difficult to work with global financial markets, including accessing commercial financing and 
insurance. At the same time, COVID-19 response may crowd out other development priorities, including investments in 
proactive drought management. Additionally, COVID-19 response will have depleted most countries’ contingency budgets. 
While these factors increase the odds of regressing to a reactive approach to dealing with drought, some development 
partners and countries are prioritizing the concept of a “green recovery” that uses stimulus funds to invest in projects with 
positive environmental and climate impacts. Funding has not kept up with ambition so far, and resources that are flowing 
are generally focused on renewable energy investments. However, water and climate adaptation have also been highlighted 
in several green recovery plans. National drought task forces should identify how investments in drought management can 
contribute to the country’s COVID-19 economic recovery plan. 
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Engage drought finance partners. Through the financial sector stakeholders engaged in the drought 
planning process, the commission should identify the key financial partners, such as agricultural lenders 
or microfinance institutions and work with them to implement the action plan.  

 

Step 6: Identify research needs and fill institutional gaps 

Overview 

During the development of the action plan, the commission is likely to identify aspects of drought where 
more information is needed, such as a deeper understanding of the country’s drought exposure and 
effective mitigation approaches. The process of developing the action plan will also surface institutional 
gaps, such as insufficient capacity or overlapping mandates between ministries. The commission should 
identify ways to address these gaps and incorporate them into the drought action plan. 

Finance-related tasks 

Address barriers to scaling financial instruments. In the development of the action plan, several financial 
instruments may seem appealing but are not feasible given the country context. The commission should 
identify where additional capacity building, subsidy or regulatory reform may be needed in order to 
deploy these financial instruments. 

Explore additional financial instruments. Innovations in the financial sector are advancing at a rapid pace. 
New and novel applications of fintech are improving the pricing and effectiveness of insurance products 
and making formal financial services available to populations who were previously unreachable. Through 
dialogue with regional and global peers, the commission should continually monitor for emerging success 
stories in drought finance for potential pilot testing. 

 

Step 7: Communicate and educate 

Overview 

Ensuring that the public has a clear understanding of the country’s drought policy and how it will address 
drought risks is a critical task. Through stakeholder engagement and outreach to the media, the 
commission should be communicating the action plan throughout the development process. When the 
plan is finalized and launched, it should be accompanied by a well-developed public relations campaign, 
with regular updates each year prior to the time when drought is most likely to occur. 

Finance-related tasks 

Raise awareness of financial instruments for drought management. Financial instruments such as 
microsavings accounts or agricultural insurance products can help households and firms prepare for 
drought more effectively but require substantial promotion and education – particularly for populations 
with low levels of financial literacy. As part of the communications outreach, the commission should 
ensure that household and firms are aware of the financial resources available to them.  

Financial sector outreach. In addition to communicating the strategy to the general public, the 
commission should work to engage the financial sector as well.  
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Step 8: Evaluate the plan 

Overview 

Drought management is an ongoing cycle, and the aftermath of a drought event provides an important 
opportunity to review what parts of the national drought plan worked, and what could be improved. The 
final step of the planning process is the development of procedures for collecting transparent and 
effective feedback, with the goal of strengthening drought preparation and response in the future. 

Finance-related tasks 

Review effectiveness of finance strategy. The commission should determine if finance has been a 
constraint in investing in mitigation. Post-drought, determine if resources were sufficient to support an 
effective response. In outreach to stakeholders, the commission should identify the extent to which those 
impacted by drought were able to make use of savings, credit and/or insurance products to prepare for 
and respond to the drought. This information can inform future iterations of the drought finance strategy. 
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Chapter 4:  Recommendations for the UNCCD Global Mechanism 
 

Many countries are taking steps to move to a more proactive approach to drought management that 
focuses on preparing in advance rather than reacting when a drought has already begun. While more 
research on the business case for proactive drought management is needed, emerging evidence from 
research into disaster preparedness more generally is showing this to be much more efficient and 
effective than a reactive approach. A 2015 independent review of humanitarian response interventions 
by UNICEF and World Food Program (WFP) found that a dollar invested in preparedness was equal to two 
dollars in response funding. Additionally, greater investments in preparedness reduced the time needed 
to launch a response – reducing economic losses and saving lives.63 However, inadequate financing and 
political will, as well as the lack of awareness, has often been a barrier in making this shift. For 
policymakers working on drought issues, it is much easier to raise funds from domestic resources and 
development partners when a drought event is already an urgent crisis. Even then, drought is often 
overshadowed by more visible and dramatic natural disasters such as earthquakes, despite the fact that 
drought is one of the deadliest and costliest of hazards. Furthermore, disaster risk financing has generally 
focused on insurance and contingency budgets as the main tools for managing the impacts of natural 
disasters, although the unique nature of drought requires a broader set of financial instruments.  

The limited development partner support for drought risk reduction should be addressed. Drought 
receives significantly less development assistance than other natural disasters, and the resources that are 
available are overwhelmingly focused on emergency response, rather than investing ex-ante. For the 10 
most drought-prone countries in the world, development assistance for mitigation and preparation for all 
natural disasters is seven cents per person each year. As a slow-moving natural disaster with less 
immediately evident damage, it is more difficult for development partners to quickly reallocate funding, 
compared with more “camera-ready” natural disasters featuring images of collapsed buildings or flooded 
streets. Additionally, drought is a complex, multi-sectoral challenge, making it more difficult to address 
within the sector-focused structure of many development partners. While they may consider it primarily 
an agricultural issue, drought’s causes and impacts span many sectors, requiring a comprehensive and 
coordinated response. Finally, without evidence on the cost effectiveness of investments in drought 
management, funding is likely to flow to other sectors with a more advanced business case. UNCCD and 
other international organizations have an important role to play in continuing to build the business case 
for proactive drought management and raising awareness of this funding gap at the global level.  

In the meantime, countries will need to identify existing sources of development assistance and domestic 
resources to support their drought management plans. Compared to other natural disasters, investments 
in drought resilience are more likely to have significant co-benefits. For example, retrofitting buildings for 
improved earthquake resistance can reduce the risk of damage but provides minimal other benefits. By 
contrast, expanding a water utility’s distribution network builds the drought resilience of newly connect 
households previously dependent on surface water. At the same time, households benefit more generally 
from access to piped water supply. A critical role for a national drought commission is to identify planned 

 
63 Return on Investment for Emergency Preparedness Study: Methodology and Findings. UKAID, 2015. 
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and ongoing investments relevant to drought mitigation and preparation and working with stakeholders 
to make these investments “drought-smart.” 

As part of a broader national drought plan, a drought finance strategy defines the mix of financial 
instruments needed by governments, households and firms to develop a risk layering approach and 
identifies the steps needed to ensure these financial instruments are available when needed. From the 
global level to the grassroots, all stakeholders have a role in achieving this goal (see figure 13). As a global 
leader in drought, the UNCCD Global Mechanism can catalyze action by stakeholders and help Parties 
develop and implement effective drought finance strategies. The following recommendations can 
contribute to this goal: 

Figure 13:  Stakeholders’ Roles in Expanding Drought Finance 

 

•Incorporate finance strategy into drought action plans at the earliest stages
•Incorporate drought management as a complementary objective in the planning and investment 

process across all relevant sectors
•Explore use of financial instruments such as risk pools, contingent budgets and revolving funds
•Explore policy measures to encourage financial institutions to provide savings, credit and insurance 

products and incentivize investments in drought resilience by businesses and households

National and 
Sub-National 
Governments

•Increase funding for proactive drought management, including investments in early warning systems, 
as well as infrastructure investments and social programs for improved drought resilience

•Ensure drought management is included as a complementary objective whenever relevant
•Support the development of innovative financial instruments for drought management
•Provide blended finance to encourage more investment by commercial financial institutions

Development 
Partners

•Develop the evidence base for the business case for proactive drought management
•Compile data on public and private investments in drought management
•Conduct research to assess the drought management co-benefits of investments in relevant sectors
•Document successful implementations of drought finance strategies
•Support reserach and development into innovative applications of fintech for drought finance

Universities 
and Research 
Institutions

•Include a focus on drought risk when assessing infrastructure investments
•Explore investments in risk pools, climate bonds, resilience bonds and other instruments for drought 

management
•Collaborate with development partners on blended finance initiatives
•Identify opportunities to test and scale innovative financial instruments for drought management

Financial 
Institutions, 
Impact 
Investors and 
Insurance 
Companies

•Understand exposure to drought risk
•Invest in assets for drought reslience
•Seek out appropriate insurance products
•Maintain a savings account for self-insurance

Businesses and 
Individuals
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Continue to raise the profile of drought with development partners. Given the massive economic and 
social impacts of drought, this level of support is shockingly insufficient. UNCCD should continue to use its 
global platform to highlight the need for additional resources to address this critical challenge before it 
becomes a crisis. 

Support further research on the business case for drought. A more detailed business case for proactive 
drought management will help UNCCD in its global advocacy with development partners. There is an 
emerging evidence base demonstrating the return on investment for addressing drought before it 
becomes a crisis. However, there is opportunity for much more work in this area. In particular, identifying 
and quantifying the co-benefits of investments in assets that support drought resilience helps make the 
case that investing in proactive drought management is good business. More data on the funding and 
financing flows related to drought management are also needed to develop the business case. 

Consider updating the DRAMP framework. The DRAMP framework and national action plan development 
guidelines provide a strong resource for countries in developing drought action plans and policies. With 
the development of guidance on assessing the benefits of action and costs of inaction in dealing with 
drought, as well as this study and other work on drought finance, there is an opportunity to incorporate 
these various resources into a comprehensive tool for national drought commissions. 

Provide technical assistance to Parties for developing drought finance strategies. Drought finance 
requires a cross-cutting approach that draws on a number of related types of finance. As part of the 
support provided to Parties in developing national drought action plans, the UNCCD Global Mechanism 
should consider providing technical assistance specifically on drought finance. 

Consider a catalytic fund for drought finance innovation. New developments in fintech are happening on 
an almost daily basis, with profound implications for credit, savings and insurance services in the 
developing world. A modestly sized challenge fund managed by the UNCCD Global Mechanism could 
provide resources for Parties to identify and pilot fintech innovations from other sectors and scale 
promising drought finance innovations that have been tested in other countries. 

Identify ways COVID-19 green recovery programs can support drought management. The COVID-19 
pandemic has refocused a large majority of development assistance and domestic resources for 
emergency health response and longer-term economic recovery. While this may reduce the level of 
resources available for drought management, it also presents an opportunity to embed drought 
preparation and mitigation within green recovery programs. To expand the level of funding available to 
national drought commission, the UNCCD Global Mechanism should review planned green recovery 
programs to see how drought activities can be included. There should be a specific emphasis on land and 
watershed restoration, as well as drought management in the context of climate adaptation. 

 


