








Executive Summary

State of Watershed Investment 2014

greenhouse gas targets accounted for more than $6.1B
in transactions in 2013, spanning 242M ha.

Multiple benefits are a frequently cited reason for
choosing watershed protection over (or in tandem with)
built water infrastructure. Some program developers
report that the presence of co-benefits tips the balance
(sheet) in favor of nature-based strategies in a cost-
benefit analysis.

Emerging Trends: Issues and Challenges

Natural infrastructure investment for energy and
food security low, relative to risk exposure

While water systems managers are increasingly sup-
portive of nature-based strategies and nearly a third of
watershed investment flows to sustainable agriculture,
the energy and agriculture sectors’ investment doesn’t
reflect their actual dependence on healthy watersheds
and tremendous water risk exposure.” Climate risk
also appears to be on most programs’ back burner,
with relatively few programs or buyers driven by or
considering climate change in their design (only 16%
of active/pilot programs). These imbalances mean
that energy and food systems’ reliance on watershed
health may not be matched with sufficient awareness
and investment flowing back into natural infrastructure
assets (Figure 8).

Forty-two percent of buyers already committed
future funding, but finance gap persists

Survey respondents on the demand side reported
committing an additional $6B to support program
activities in future years (Figure 9) — mostly via gov-
ernment budgets in China, Australia, and South Africa
— including $904M that buyers reported committing to
programs in 2014 alone. This “future finance” figure is
likely an underestimation, as 42% of buyers say they
have committed to additional transactions, but only 18%
reported specific figures.

Unstable finance and legal barriers slow
program growth

Despite what appears to be a strong showing among
buyers to commit to future funding, program developers
routinely cited a lack of buyers and early-stage capital
for project development as among their greatest
challenges. Indeed, early-stage financing of programs
predominantly remains dependent on government and
foundation grants to get programs off the ground. In
only one third (58) of reporting programs did watershed
service buyers fund the program’s initial design. Market
participants suggest that under-investment may be
linked to uncertainty around long-term regulatory
drivers for IWS, as well as a lack of clear information
generated by programs about ROI. Reflecting this,

Figure 9: Funding Commitments 2014 and 2015-2020 by Region

® Total commitments by region for 2014 only
® Total commitments by region for 2015-2020 period

Source: Forest Trends’ Ecosystem Marketplace. State of Watershed Investment 2014.
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Figure 10: Top Five Challenges Reported by Program Developers
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Notes: Scores for program challenges were calculated based on number of programs reporting that challenge,
multiplied by the rank (1-5) assigned by the respondent. For this group of survey respondents, theoretically the highest
score possible was 415.

Source: Forest Trends’ Ecosystem Marketplace. State of Watershed Investment 2014.

survey respondents ranked difficulties in getting
policy and regulatory support close behind obtaining
access to early finance in their ranking of key market
challenges (Figure 10).

Even when money is flowing, program administrators
report challenges in managing funds. Several respon-
dents cited difficulties ensuring that money is actually
being disbursed to suppliers by local intermediaries
(such as a community board). Some respondents
noted cash flow challenges typically associated with
unpredictable financing for ecosystem service provision.
In rare cases, respondents pointed to issues with
safekeeping funds: one program found it necessary to
house their money in the local police station.

Monitoring and Evaluation improves, but not yet
the norm

Monitoring and Evaluation (M&E) showed signs of
improved rigor in 2012 and 2013, with 54% of programs
reporting some form of environmental monitoring in 2013
as IWS increased its focus on demonstrating outcomes
(Figure 11). Altogether the number of programs report-
ing environmental outcomes nearly tripled, from 77 in
2011 to 219 in 2013, this occurred despite the fact
that watershed services like instream flow regulation
can be difficult to measure over time or link to specific
activities. Programs also report lagging M&E resources
and capacity, particularly in rural and developing areas.

Figure 11: Program Monitoring Rates, 2010-2013
(% share of programs)
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Notes: “Other biophysical monitoring” data is not available for 2010-2011.
Source: Forest Trends’ Ecosystem Marketplace. State of Watershed Investment 2014.
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Figure 12: Annual Water Infrastructure Spending versus Global Need, 2013
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® Public and private investments in infrastructure

® World Bank portfolio on sanitation and flood control
® Watershed investments

® Donor funding for water and sanitation
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0 Annual finance gap

Notes: Annual water infrastructure investment need based on OECD, 2007 (see Footnote 10).* “Ramsar Convention budget” refers
to funds designated for wetlands protection under the Ramsar Convention on Wetlands.

Source: Forest Trends’ Ecosystem Marketplace. State of Watershed Investment 2014.

Programs typically track implementation in terms of
behavior or practice change (e.g., number of hectares
sustainably managed) instead of more targeted metrics
like “gallons of water” or “pounds of pollution avoided,”
which can be very expensive to monitor (comprising as
much as 40% of program costs in water quality trading
markets, for example). But recent tracking suggests a
definite shift toward performance-based finance that
links payments to specific outcomes — such as $0.03
paid to farmers for every ten gallons of groundwater
supplies stored, recovered, or otherwise enhanced (i.e.,
groundwater “recharge”) for improved irrigation prac-
tices. Outcome-based programs accounted for 31% of
active/pilot programs in 2013, up from 20% in 2011.

Progress in demonstrating program performance
appeared to be at least partly driven by private buyers
and program investors desiring typical decision-support
metrics like ROl — which program developers have not
historically provided — and public sector entities seeking
to justify their deployment of taxpayer/ratepayer funds.
In response to these demands, programs cite significant
interest in demonstrating performance in both ecological
and economic terms.

Outlook: Scaling up Watershed Investment
In pursuit of financial and environmental ROI

Leaders in the field are looking to the private sector,
climate finance and the re-allocation of infrastructure
spending as promising avenues for securing new
finance and greater market stability. The first is already

in early stages, with efforts underway to develop tools
to understand ROI and design projects that are more
attractive to business buyers and investors. Recently,
high-level conversations have taken place, mainly in the
United States, about how to better connect private and
institutional capital with conservation. Reports released in
2013-2014 — including from Credit Suisse/WWF/McKinsey
& Co., the Conservation Finance Alliance, and Imprint
Capital — all noted a lack of investable conservation
projects and called for project developers to better
quantify performance and demonstrate projects’ ROI.8

An understanding of buyer ROI (e.g., the quantifiable
ecological benefits received for every dollar invested,
as opposed to purely financial returns for program
investors) may be even closer. In 2013, a number
of programs reported testing new methodologies
for quantifying economic, hydrological, and other
biophysical outcomes, particularly in the UK, USA, and

& WWF, Credit Suisse Group AG and McKinsey & Company.
2014. Conservation Finance: Moving beyond donor funding to-
ward an investor-driven approach. Available online at: https://
www.credit-suisse.com/media/cc/docs/responsibility/conserva-
tion-finance-en.pdf.

Conservation Finance Alliance. 2014. Supporting biodiversity
conservation ventures: Assessing the Impact Investing sector
for an investment strategy to support environmental entrepre-
neurism. Available online at: http://conservationfinance.org/up-
load/library/arquivo20140521115214.pdf.

Imprint Capital. 2013. The Conservation Investment Landscape.
[Presentation.] Available online at: http://conservationfinance.
org/upload/library/arquivo20130321085507.pdf.



Latin America.® Last year also saw cross-fertilization of
successful approaches between industry leaders. For
example, a methodology for estimating groundwater
replenishment originally developed for The Coca-Cola
Company is now being harnessed by The Nature
Conservancy to estimate the hydrological performance
of a water fund in Monterrey, Mexico, and for restoration
work on public forest lands in the United States.

In pursuit of more economic appeals to buyers, 14
programs in 2012-2013 carried out cost-savings
analyses and reported that IWS saves buyers and
society more broadly at least $3.8B/year, collectively —
significantly more than the $159.9M invested into those
same programs in 2013. This finding suggests that actual
net benefits for all 405 operational IWS programs are also
quite significant. But hard numbers remain unavailable,
since currently there is little consistency in methods to
estimate cost-savings or benefits of watershed investment
— not to mention that hydrological monitoring data is not
always available, as discussed above. Most program
developers who carried out such an analysis focused
on relatively simple calculations of avoided costs. Fewer
programs attempted to explicitly quantify benefits, like
additional hydropower generation made possible by the
program or tons of carbon sequestered by tree planting.

Standardized approaches for implementation and
monitoring may also smooth the path for private-sector
funding. One such offering last year was the Alliance for
Water Stewardship’s newly launched Water Stewardship
Standard, designed for businesses and other water users
interested in collective action models for managing water
risks and dependencies. Nestlé and General Mills have
already signed on as partners to support the standard’s
roll-out.

The field eyes new sources of finance

Climate finance rarely seeps into the watershed inves-
tment space, despite IWS’ strong potential as an
adaptation strategy and the severe threats posed to water
supplies by climate change. The Climate Investment
Funds supported by a number of donor countries
and administered by multilateral development banks
do currently fund forest conservation and sustainable
agriculture, which theoretically also support watershed
values. But to date, no dedicated climate facility exists
focusing specifically on financing or evaluating watershed
protection. Most adaptation finance for water is instead
related to sanitation and flood control.

9 Forest Trends’ Ecosystem Marketplace. 2014. Gaining Depth: State
of Watershed Investment 2014. Washington, DC: Forest Trends.
http://www.forest-trends.org/documents/files/SOWI2014.pdf

Beyond the adaptation realm, Organisation for Economic
Co-operation and Development (OECD) estimates that
simply meeting basic water needs, including access to
water, sanitation, and flood control will require over $1
trillion (T) in annual spending on water infrastructure by
2025 - leaving an annual gap of over $700B."° Currently,
most estimates — and most investments, in practice —
focus on engineered solutions (Figure 12). Examples
of successful IWS approaches suggest, however, that
integrating natural infrastructure solutions into drinking
water and wastewater management, and disaster risk
mitigation can deliver cost-effective results and require
less capital up front. Where this is the case, putting
more natural infrastructure into the mix can make
existing funding go further and help address the water
infrastructure funding gap.

Getting natural asset values on the books

Securing finance that is sized in equal measure to
watersheds’ contributions to society ultimately depends
in part on recognizing natural capital’s value as an
economic asset. Doing so has the potential to drive
new investments in natural infrastructure, not to mention
illuminate clearly the risks natural capital degradation
poses to society’s access to sustainable water, energy,
food — and ultimately to a healthy planet.

One potential solution, natural capital accounting (NCA),
made great strides in 2012 and 2013. For example, the
World Bank-led WAVES (Wealth Accounting and Valuation
of Ecosystem Services) Partnership piloted ecosystem
services integration into national accounts in multiple
countries and will soon release global guidance on
implementing ecosystem accounting pilots. Other critical
developments include new regional commitments like
Africa’s 2012 Gaborone Declaration. The Natural Capital
Declaration, which launched at Rio +20 in 2012 with
backing from 39 major financial institutions, entered its
second phase in 2013 with a roadmap for implementing
commitments to employ and regularly report on NCA
by 2020.

Still, NCA is an enormous undertaking, requiring decision-
makers to consider the values of assets long implicitly
understood as having no value. Thus it may take some
time to fully implement new accounting approaches, and,
most importantly, integrate these values into public and
private investment priorities.

9 Organisation for Economic Co-operation and Development
(OECD). 2007. Infrastructure to 2030 (Volume 2): Mapping Policy
for Electricity, Water and Transport. Available online: http://www.
oecd.org/futures/infrastructureto2030/infrastructureto2030vol-
ume2mappingpolicyforelectricitywaterandtransport.htm.
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In the interim, dozens of governments and companies
and countless other water users aren’t hesitating to act,
as this report demonstrates. IWS program developers
and program investors are already connecting the
dots between water, climate, energy, and food security
challenges — and looking to nature for solutions.

But getting IWS to the needed scale will require that
it be understood not just as a conservation issue, but
also as a strategic investment in meeting future global

demand for water, food, and energy. In the State of
Watershed Investment 2014 report, we document efforts
to mainstream natural infrastructure approaches — from
demonstrating their role in managing “nexus” trade-offs,
to innovative financing structures attracting new buyers,
to programs generating the data on outcomes and ROI
that make it possible for decision-makers and investors
to back IWS programs. These activities set the stage
for significant future investment in our planet’s natural
assets in 2014 and beyond.



Schweizerische Eidgenossenschaft
Confédération suisse
Confederazione Svizzera
Confederaziun svizra

Swiss Agency for Development
and Cooperation SDC

PROFOR

THE GRANTHAM FOUNDATION

FOR THE PROTECTION OF THE ENVIRONMENT:

Donors

The Swiss Agency for Development and Cooperation (SDC) is
Switzerland’s international cooperation agency within the Federal
Department of Foreign Affairs (FDFA). In operating with other federal
offi ces concerned, SDC is responsible for the overall coordination of
development activities and cooperation with Eastern Europe, as well as
for the humanitarian aid delivered by the Swiss Confederation. The goal
of development cooperation is that of reducing poverty. It is meant to
foster economic self-reliance and state autonomy, to contribute to the
improvement of production conditions, to help in finding solutions to
environmental problems, and to provide better access to education and
basic healthcare services.

The Program on Forests (PROFOR) (www.profor.info) is a multi-donor
partnership managed by a core team at the World Bank. PROFOR
finances forest-related analysis and processes that support the following
goals: improving people’s livelihoods through better management of
forests and trees; enhancing forest governance and law enforcement;
financing sustainable forest management; and coordinating forest
policy across sectors. In 2013, PROFOR’s donors included the
European Commission, Finland, Germany, Italy, Japan, the Netherlands,
Switzerland, the United Kingdom, and the World Bank.

The Grantham Foundation for the Protection of the Environment is
dedicated to protecting and improving the health of the global environment.
The Foundation seeks to raise awareness of urgent environmental issues
and supports individuals and organizations working to find solutions. To
achieve these goals it supports communication and collaboration in
environmental protection, with an emphasis on climate change.
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Collaborators

The China Eco-compensation Policy Research Center (CEPRC),
established in May 2013, is a joint effort between China Agricultural
University and the National Development and Reform Commission,
with seed funding provided by the Asian Development Bank. The
purpose of the center is to better link ecosystem services providers with
beneficiaries via “eco-compensation” policies and programs (a Chinese
environmental policy innovation with characteristics similar to Payments
for Ecosystem Services), and to promote environmentally sustainable and
regionally balanced and inclusive economic development in China. The
center is fundamentally a research institute and network, committed both
to theoretical research on eco-compensation and the development of
case studies and policy research to better capture lessons learned, as
well as to help bring together environmental experts, policy makers and
practitioners to share knowledge and environmental policy innovations.

The Department of Forest and Rangeland Stewardship at Colorado
State University consists of individuals representing a diverse range
of expertise and interests in the sustainable management of forests and
rangelands and their associated resources. We engage in cutting-edge
research and active knowledge exchange with professional managers,
stakeholders, and communities. The Department offers comprehensive
undergraduate and graduate programs in a wide variety of disciplines
within forestry, natural resources management, and rangeland ecology.’
Participation in the State of Watershed Investment data collection
research was supported by the Agricultural Experiment Station at
Colorado State University.

EcoDecision, established in 1995, is a socially-oriented company
dedicated to developing new ways to finance conservation. EcoDecision
is a pioneer in the emerging ecosystem services markets of climate
change mitigation, water source protection and biodiversity conservation.
By developing creative mechanisms to realize tangible value for
stakeholders the company seeks to mobilize investment to conserve
invaluable, functioning natural ecosystems in the tropics. These efforts
draw on emerging markets for ecosystem services and help put
appropriate mechanisms in place to catalyze new finance, providing
benefits for nature and its stewards.

ETIFOR is an independent spin-off of Padova University and works
to turn scientific knowledge into practical solutions in four areas of
intervention: forest certification and supply chain, climate change and
ecosystem services, rural development, and international cooperation.
We apply ethics and environmental economics to multi-disciplinary
natural resource consultancy and project management.
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The Family of Forest Trends Initiatives

Ecosystem Marketplace

A global platform for transparent information
on ecosystem service payments and markets

Water Initiative

Protecting watershed services through markets and
incentives that complement conventional management

Forest Trade & Finance

Bringing sustainability to trade and financial
investments in the global market for forest products

BBEP

Business and Biodiversity Offsets Program, developing,
testing and supporting best practice in biodiversity offsets

the
katoomba

group
Building capacity for local communities and governments
to engage in emerging environmental markets

Communities and Markets

Supporting local communities to make informed decisions
regarding their participation in environmental markets,
strengthening their territorial rights

v Marine
w Ecosystem
Services
v Program

MARES

Using innovative financing to promote the
conservation of coastal and marine ecosystem services

Public-Private Co-Finance Initiative

Creating innovative, integrated, and efficient financing
to support the transition to low emissions and zero
deforestation land use

Learn more about our programs at www.forest-trends.org



