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The global infrastructure investment gap has reached unprecedented levels:
from USD 0.7 trillion in 2017 to USD 3 trillion in 2022, particularly affecting
emerging markets. Governments and multilateral development banks (MDBs)
alone cannot bridge this enormous gap. Therefore, the imperative lies in
mobilising private infrastructure investment in emerging markets, where
potential remains untapped.

Private investors exhibit caution when approaching emerging markets due
to a lack of bankable projects and high cost of capital raising from project
and country risks, particularly driven by political, macroeconomic, and
environmental factors, which are far beyond their control.

Blended finance emerges as a potential mechanism to align the interests

of public and private sectors and allocate risks to each party according to
their ability to manage and mitigate them. The G20 MDBs Capital Adequacy
Framework report highlights the importance of partnerships between MDB,
DFls and the private sector to enhance project viability in emerging markets.

To accelerate the scaling of blended finance, a “dual-approach” strategy
must be considered. This entails broadening the traditional conception

of blended finance beyond project-level instruments (e.g., guarantees,
subordinated debt etc.) and leveraging MDB balance sheets as instruments
themselves, allowing private investor participation in MDBSs’ capital structure
through mechanisms like bond issuance, hybrid capital instruments, or
ownership of non-voting shares.

MDBs, private investors, and policymakers must move from a current
position in which private capital principally flows to developed nations, to a
future position in which money also flows to what are often perceived today
as riskier and less stable opportunities in under-financed emerging markets.
Blended finance will play a pivotal role in turning these priorities into reality.
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3.1 The size

of the global
infrastructure
investment gap
today

The future of humanity
and the planet we
inhabit depends
critically on the world’s
ability to fund and build
a new generation of
infrastructure.
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From transport to energy to water to buildings
and beyond, there is an increasingly pressing
need in countries worldwide for efficient,
effective infrastructure that minimises
environmental impacts and supports the
developmental and societal needs of

nations with limited resources and growing
populations, thereby fostering progress
towards the UN Sustainable Development
Goals (UN SDGs). Not surprisingly, the need
for investment in both physical and digital
infrastructure is greatest in emerging markets —
where the capital available locally is lowest.

Creating this new generation of low- or no-
carbon infrastructure will require massive
amounts of capital. As we have stated
previously, the cost of this transition is difficult
to quantify accurately — but the OECD has set
a widely-referenced benchmark by calling for
US$6.9 trillion in global investment each year
to 2030 to meet climate and development
objectives. Whatever the precise monetary
figure, it’s clear that there’s a yawning gap
between the amount of capital being invested
in infrastructure and the amount required, with
emerging markets representing almost two-
thirds of the anticipated need.

A dramatic widening in recent years

As recently as 2017, the global infrastructure
investment gap stood at an estimated US$0.7
trillion per year. But developments since then
have served to widen the gap substantially.
Factors that have collectively contributed to
this surge include the COVID-19 pandemic
and its aftermath; and the imperative to meet
carbon neutrality targets. Collectively, these
and other forces have seen the infrastructure
investment gap balloon to an estimated US$3
trillion annually.”

This gap is far too large for governments alone
to close from their tax revenues. It’s also well
beyond the combined capacity of the world’s
multilateral development banks (MDBs). The
only realistic option is to mobilise private
infrastructure investment in emerging markets
and developing economies, or EMDEs. This

is already happening, to a degree: according
to the World Bank,? 2022 saw a 23% rise in
private infrastructure capital commitments,
hitting US$91.7 billion across 263 projects, half
in renewables. But even this increased figure
falls far short of the amount needed to bridge
the investment gap or address the climate
crisis.

1. The Global Infrastructure Hub, https://www.gihub.org/articles/trending-towards-

climate-targets-in-infrastructure/

2. https://www.worldbank.org/en/news/press-release/2023/04/24/data-show-private-
infrastructure-investment-continues-to-improve-following-pandemic-slump


https://sdgs.un.org/goals
https://sdgs.un.org/goals
https://www.pwc.com/gx/en/industries/capital-projects-infrastructure/publications/achieving-net-zero-infrastructure.html
https://www.pwc.com/gx/en/industries/capital-projects-infrastructure/publications/achieving-net-zero-infrastructure.html

3.2 Factors deterring private
investment in emerging markets

A set of entrenched challenges are currently
deterring private investment in sustainable
infrastructure in EMDEs - an issue that is
compounded by a continuing lack of appetite and
capacity among non-bank institutional investors.

Historically, less than 1% of institutional investors’ assets
under management have been infrastructure-related, reflecting
investor and — in the case of insurers — supervisory concerns
over construction and political risks, especially in emerging
markets and at the greenfield stage. While insurers often

have long-term liabilities that should be a good match for

the long-term inflation-linked nature of revenue streams from
infrastructure assets, the reality today is that less than 2.5% of
insurance investments are allocated to infrastructure-related
assets. It’s also notable that most of these investments are
concentrated in countries within the OECD rather than those
outside it.

Why are private investors so averse to investing in emerging

markets? A closer look suggests they are being deterred by two

main barriers:

“Bankable” is a term that’s widely used — but also equally
widely misunderstood. For the purposes of this article,

we use it to refer to projects that are financially viable,
technically feasible, environmentally positive, socially
inclusive, and have political and administrative support. For
existing and potential private sector investors, the limited
availability of large-scale, bankable projects is an important
constraint on investments in sustainable development. That
said, a project that's regarded as bankable in an OECD
country may be less so in an EMDE context.

This is the principal obstacle for private investors. When
examining the cost of capital for infrastructure projects in
emerging markets, we first need to break it down into cost
of debt and cost of equity:

. The cost of debt is highly dependent on the credit
risk of the borrower (including Special Purpose
Vehicles), and is typically assessed on the basis
of the borrower’s credit rating, subject to some
additional adjustments. However, it is often the
case that borrowers in emerging markets are not
rated by recognised credit rating agencies. In
these instances, the credit risk of the borrower is
generally assessed by making comparisons with
similar borrowers in terms of their financial stability,
ability to repay, and overall creditworthiness.

Il. The cost of equity is mainly driven by country-
and project-specific risks. These risks can have
a very significant impact on the risk premium
and overall cost of capital, often with the effect
of making investments financially unaffordable
for borrowers in emerging markets. The following
tables set out the main country and project risks
affecting the cost of capital for infrastructure
projects in emerging markets.
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Project-level risks: Table 1: Categories of project-level risk

two main categories —
Commercial risks

There are various types

of project risk that can Uncertainties arising These include:

affect a project at both the from factors related to » Demand/revenue risks, referring to the
construction and operational - market and customer uncertainty of achieving the projected levels of
phases. In the table below L-,Iaﬂ dynamics, competition, usage and revenue

we present the primary S Sl and the overall  Reputation and brand risk

categories of project risks commercial viability of o Competition risks

that are typically associated LU R GIEEINCELGEEIN o Collection and fraud risks

with infrastructure projects in involved. * Force majeure risks

emerging markets. Construction and operational risks

Uncertainties associated RRLEEER T H

with the physical e Design, construction and completion risks (cost
characteristics of the overruns, time delays, performance-related risks,
asset and technologies land acquisition, permits and licences, etc.)
WELE eI [ile Moo s Siigifeie sl ® Development and implementation risks

and operational phases. e Operations and maintenance risks

e Technology risks

On the commerecial risks side, investors look for predictable and safe revenue streams in order
to secure debt repayments and equity returns. In cases where projects are reliant on user or
customer charges — examples might include toll roads or railways — a reduction in demand wiill
invariably have an impact on revenues. In addition, merchant infrastructure with no contracted
revenues — such as power plants — is exposed to changes in both pricing and market demand.
Furthermore, forecasting demand over the decades-long lifecycle of an infrastructure asset is a
challenging undertaking, and the resulting projections are often inaccurate. Given these factors,
it’s hardly surprising that investors require a level of visibility over project progress and cash flows
to reduce any uncertainties related to full recovery of and return on investment.

Turning to construction and operational risks, new infrastructure projects have a high degree of
uncertainty attached to them, particularly in the pre-feasibility stage. As a result, private investors
typically consider greenfield projects to be too risky to invest in. A further complication for
investors is that returns on investment into construction projects typically don’t start to flow until
the asset is built and operational. While this delay in returns is not a construction risk in itself, it
does represent a further reason why the typical investor may not want to invest in the construction
phase. Furthermore, incorporating the costs associated with the operations and maintenance
(O&M) of the facility introduces additional risks and uncertainties — potentially raising concerns
over whether the project’s financial structure can withstand cost increases or the potential failure
of the O&M providers. Such worries can undermine confidence in the projected costs associated
with the operation and maintenance of the facility.
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Country-level risks:
entirely beyond
investors’ control

As their name suggests,
country risks are linked to
the specific country where
a project is implemented.

In many cases these risks
present challenges that private
investors find difficult to
manage. We have classified
country risks into five
interconnected categories,
as set out below with some
examples for each:

Table 2: Categories of country-level risk

Political risks

Uncertainties arising
from political actions
and decisions

that can impact a

country’s stability
and governance

These include:

e Changes to policy or spending commitments
e Transfer and convertibility restrictions

e Confiscation, expropriation, nationalisation

¢ Political violence or war

¢ Terrorism

e Breach of contract

¢ General political stability of the country

Macroeconomic and financial risks

Factors impacting a
country’s economic
stability and growth,
and factors related
to the country’s
financial system

il

Legal and regulatory risks

Factors affecting
business contracts
and overall legal
stability

Operational risks

Uncertainties related
to conducting
business operations
within a specific
country

These include:

e Inflation levels

* Exchange rate volatility

e Government debt levels

e Stability of the financial system
¢ Fiscal and monetary policy

e Sovereign credit rating

These include:

e Legal system risks (rule of law, contract enforcement,
legal liability, intellectual property, etc.)

e Taxation policies

e | abour and environmental laws

¢ Trade barriers, customs, and import/export
regulations

¢ Imposition of capital controls

These include:

e Infrastructure risks (reliability and availability of
transportation, energy supply, telecommunications,
etc.)

e Supply chain risks (availability of supplies, distribution
network, etc.)

Environmental, climate and social risks

Specific
environmental
challenges
associated with
operating in a
particular country,
and factors related
to a country’s
social and cultural
environment

These include:

¢ Climate risks (physical and transition)

e Demographic risks (ageing population, rural-urban
distribution, income disparity, etc.)

¢ Healthcare and education

¢ Social infrastructure (public services, social support
system, etc.)

e Cultural misalignment

The key to closing the infrastructure investment gap in emerging markets | 9



Looking across all the categories of country-specific risk, the
presence of substantial political risks in many emerging markets
stands out as a primary hurdle for private investors, not least
because these risks are entirely beyond their control. Factors
like policy changes, shifts in spending commitments and licence
cancellations, or events such as war or civil unrest, all pose
challenges that private investors are unwilling to face and unable
to manage.

Private investors are also confronted by challenges in controlling
macroeconomic risks. For this reason they often seek assurance
that the government of the country in question undertakes
effective management and monitoring of spending levels, tax
rates, and liabilities related to financing instruments. When
assessing a country as an investment location, investors
prioritise those with credit ratings strong enough to attract
financing from the capital markets, along with evidence of the
capacity to plan significant capital projects. Moreover, managing
foreign exchange rate risks can be costly, and can have an
impact both on cash flows and the ability to meet debt service
obligations for loans denominated in hard currency.

10| Scaling up blended finance

Lastly, private investors face challenges in managing
environmental, climate, and social risks. These risks include
events such as floods, cyclones, and earthquakes, as well as
evolving environmental regulations and reporting requirements in
different countries. Additionally, social risks including community
displacement and resettlement, workforce availability, affordable
access to operational infrastructure, and health crises are also
difficult for investors to manage effectively. To ensure the long-
term viability and sustainability of their projects, it’s crucial that
private investors understand and address these multifaceted
risks.
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3.3 How to break the logjam

If the combined country and project risks are deemed too high, investors won’t invest. In this context,
one of the key elements generally required to attract private capital into infrastructure is a clear allocation
of the risks between the public and the private investors.

However, establishing how to allocate and share those risks

is a recurring challenge in large-scale partnerships. Ideally, the
party best placed to manage a specific risk should do so. But in
practice this is complex to achieve and is often a root cause of
projects not being built, especially in cases where governments
seek to transfer unmanageable risks to the private sector and
the associated private finance providers. For example, land

use change and permitting is largely outside the control of the
private sector, but is often transferred to the private investors

in emerging markets. As a result, projects frequently come to a
standstill, leading to significant public services being postponed
or failing to materialise at all.

The illustrative chart in Figure 1 shows our high-level view of
how the country-level and project-level risks that we have
highlighted can be shared appropriately between public and
private sector parties:

Figure 1: Sharing of project-level and country-level risks between the public and private sectors

Commercial risks

Demand/Revenue risks, reputation and brand risk, competition risks, collection and fraud risks

Construction and operational risks

Design, construction and compiletion risks, development and implementation risks, operations and

maintenance risks, technology risks

Political risks

Political stability, transfer and inconvertibility restrictions, confiscation, expropriation,
nationalisation, political violence or war, terrorism, breach of contract

Macroeconomic and financial risks

Inflation levels, Exchange rate volatility, Government debt levels, Stability of the financial system,

Fiscal and monetary policy, Sovereign credit rating

Legal and regulatory risks

Legal system risks, taxation policies, labour and environmental laws, trade barriers, customs, and

import/export regulations, capital controls imposition

Operational risks
Infrastructure risks, supply chain risks

Environmental, climate and social risk

Climate risks, demographic risks, healthcare risk and education, social infrastructure, cultural

malignment

In the context of infrastructure investments in emerging
markets, blended finance can provide a way to enhance the
allocation and sharing of risks between the public and private
sectors, thereby improving the risk/return profile for private
investors. By combining public and private resources, blended

finance mechanisms can help to mitigate risks, increase
investor confidence, and facilitate sustainable infrastructure
development in emerging markets. We’ll now take a closer look
at how blended finance delivers these outcomes.
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4.1 What is blended finance?

Blended finance is a structuring approach that uses concessional
development finance to mobilise additional commercial capital for sustainable
development and infrastructure projects, largely in emerging markets.

It's a model that enables organisations with different objectives to invest alongside each other, by
allocating developmental and commercial risks appropriately between the parties and setting clear
impact targets to support recipient countries’ progress towards sustainable development. While
blended finance structures can take various forms, they share a number of key features, including:

©@

ca

G
Y

Leverage

Blended finance
involves the systematic
and strategic use of
development finance
and philanthropic funds
to mobilise and engage
private capital at scale
through concessional
financing and risk
coverage.
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Impact

Blended finance aims
to deliver measurable
social, environmental
and economic impact.

Returns

Blended finance is
normally designed to
deliver market-based,
risk-adjusted returns for
private investors that
meet business goals.
This is often achieved
through the allocation
of some risks in part or
full to the development
finance tranches on
non-commercial terms.

Risk allocation

Blended finance should
ideally involve the
allocation of certain
risks to public or private
parties depending on
who is best placed to
manage and mitigate
them.

Additionality

Blended finance
interventions aim

to complement or
supplement existing
potential financing
sources and correct
market failures,
rather than seeking
to compete with the
private sector.

Together, these attributes position blended finance as an innovative approach to infrastructure
and development financing that can help to increase the total resources available to emerging
markets in financing their ambitions related to climate change and the UN SDGs. Over the past
decade, an average of 56 blended finance arrangements have taken place per year, totalling
US$10.7 billion in annual financing.

To date, most private sector investment in blended finance has been largely opportunistic, with
little sustained movement towards strategic, actively-scaled investment, particularly in EMDEs.
But the prize on offer from scaling up blended finance is huge. In our view, the future we need to
create is one where most blended finance deals are no longer in the bracket of millions or tens
of millions of dollars, but in the hundreds of millions and billions. Where the individual cheques
written by investors are several magnitudes bigger than today. And where the volume of blended
finance structures used globally is also far larger.

3. Convergence, State of Blended Finance 2022, https://www.convergence.finance/resource/state-of-blended-finance-2022/view



4.2 How blended finance
evolved — and why it is regaining
momentum

While blended finance is a concept whose time
may have come, it is not new.

Far from it: it's now over two decades since it was first
mentioned in 2002 by the European Bank for Reconstruction
and Development as a notion of subsidy. In 2007, the European
Commission helped turn the concept into reality by launching
the first formalised blending facility.* In the years since, blended
finance has become a commonly used term among donor
agencies and other multilateral organisations, increasingly in the
context of sustainable infrastructure projects.

The G20’s recommendations on the capital adequacy
framework (CAF) for MDBs - as set out in its MDB CAF report®
— stress the importance of actively pursuing partnerships
among MDBs and the private sector to improve the bankability
of projects in emerging markets. In the report, the G20 also
calls for cooperation between MDBs and the World Bank’s
Multilateral Investment Guarantee Agency (MIGA) to transfer
portfolio risk from the MDBs’ balance sheets using MIGA's
insurance products and reinsurance capabilities. Furthermore,
the report acknowledges the generally favourable inclination of
investors towards engaging in development finance alongside
MDBs. This can be achieved through various means such as
syndication, public-private partnerships (PPPs), guarantees,
and risk transfer techniques. A good example is African
Development Bank’s (AfDB) Room2Run initiative, which
successfully transferred mezzanine risk associated with a pool
of AfDB loans to the private sector through the purchase of
private insurance and synthetic securitisation.

4. EU-Africa Infrastructure Trust Fund, https://www.eib.org/en/products/mandates-
partnerships/donor-partnerships/trust-funds/eu-africa-infrastructure-trust-fund

5. G20 MDB CAF Report: https://www.dt.mef.gov.it/export/sites/sitodt/modules/
documenti_it/news/news/CAF-Review-Report.pd

At the COP27 climate summit in Egypt in November 2022,
blended finance took centre stage as a major topic of
discussion among global leaders, with a particular focus on
exploring strategies to bridge the investment gap. Delegates
highlighted blended finance vehicles as an emerging potential
solution, offering a way to amplify and unlock the expertise and
financial resources of both the public and private sectors.

More recently, during the Summit for a New Global Financing
Pact held in Paris in July 2023, significant attention was devoted
to the pivotal role of MDBs in sustainable development. The
summit’s roadmap urged G20 partners to actively support the
recommendations in the G20 MDB CAF report and provide
extra impetus for its implementation. Another noteworthy
announcement made during the summit was the introduction
of GAIA — a new blended finance platform — by a group of
partners including Mitsubishi UFJ Financial Group (MUFG) and
FinDev Canada. This initiative, which had been in the works for
some time, served as a timely reminder of the ongoing need for
innovative financing instruments and the opportunities offered
by blended finance.
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4.3 How MDBs can scale up
blended finance to mobilise more
private capital

Blended finance structures use a range of
instruments to improve the risk/return profiles of
investments without distorting functioning markets
—thereby incentivising and mobilising private
capital in EMDEs, where public sector resources
and donor funds are limited.

The key to achieving this is the ability of blended finance to
overcome the main barriers deterring private investors from
investing in sustainable infrastructure in EMDEs: namely

high perceived and real risk, and poorer returns for that risk
relative to other comparable investments. By addressing these
issues, blended finance opens the way to a range of benefits
—including enabling development financiers to participate in
transactions that might otherwise be deemed as too high-risk or
offering marginal returns, and providing better allocation of risks
to those parties in the best position to monitor, manage and
mitigate them.

Figure 2: PwC'’s ‘dual-approach’ view of blended finance

MDBSs’ on-balance sheet
instruments

Private investors can participate in
the capital structure of MDBs:

¢ Inclusion of private organisations in
MDBs’ shareholding structure
¢ Raise senior debt or issue bonds

Private
investors

MDBs/DFls

Taking a ‘dual-approach’ view

There are various ways to categorise blended finance
instruments. In this article, we’re focusing primarily on

MDBs'’ role as key platforms for mobilising capital through
blended finance structures. This perspective expands on the
conventional interpretation of blended finance, which centres
on a range of project-level instruments such as guarantees,
first-loss capital, subordinated debt, equity, grants, or technical
assistance. In our view, the scope of blended finance should be
broadened not only to consider these project-level instruments,
but also to treat the balance sheet of MDBs as an instrument

in itself. This approach essentially frees up the MDBs to enable
private investors to participate in their capital structure through
the issuance of bonds or hybrid capital, or even by allowing
them to hold non-voting shares.

Figure 2 illustrates PwC’s ‘dual approach’ view of the blended
finance concept. As the chart shows, it involves dividing
blended finance into two components or levels: (i) Off-balance
sheet instruments, encompassing the classic blended finance
project- and fund-level instruments; and (i) On-balance sheet
instruments, broadening the classic understanding of blended
finance to include using the balance sheet of MDBs themselves
to help attract private financing.

Off balance sheet at project/
fund-level instruments

MDBs can collaborate with private
investors by offering several project
(and fund)-level instruments:

/TN

Project /

e Technical assistance
¢ [nvestment grants

available for private investor
purchase

e Guarantees (PCGs, PRGs)

¢ Syndicated loans (A/B Loans, SPV

e |ssue hybrid capital instruments that

allow private investors’ participation
e Credit insurance on a loan portfolio
to transfer risk to a private reinsurer

T
— 1

Parallel Loans)
e Conesssional debt
e Equity participation

e Securitisation vehicles

&
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In Annex | to this article (on off-balance sheet instruments at
project/fund-level) and Annex 2 (on MDBs’ balance sheet-level
instruments), we offer an in-depth analysis of what we regard
as the primary instruments at each level. Each instrument is
described in detail along with its respective pros and cons
from the perspectives of both MDBs and private investors,
supplemented with examples.

In PwC’s view, the only way to maximise resources and deliver
the SDG agenda is to maximise the use of both approaches.
However, we do recognise the challenges this poses for MDBs
and their shareholders. In this context, an interesting example
that could serve as a guide — albeit within the European Union
rather than an EMDE - is the EFSI (European Fund for Strategic
Investments). This is a joint initiative from the EIB and the EU
Commission, funded through a combination of the European
Union’s budget and the EIB’s own resources. The primary
objective of the EFSl is to address the investment gap within
the European Union by mobilising private financing for strategic
investments. The fund operates by providing a guarantee to
absorb some of the riskier parts of projects, thereby aiming to
encourage private and other public investors to participate.
Following the achievements of EFSI, which concluded with its
final project approvals in December 2020, InvestEU assumed
the role of the European Union’s flagship investment program in
2022.
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4.4 Which instruments offer the
greatest potential for scaling?

Among these deals, 20% were structured as first-loss grants,
14% as subordinate debt, and 14% as first-loss equity.
Additionally, 13% of climate transactions in 2021 incorporated

technical assistance funds alongside blended finance
structures, while guarantees and risk insurances played a role in
supporting 23% of them. Looking at the broader picture, debt
constituted an average of 36% of investments in climate-related
transactions from 2019 to 2021, with 20% of the debt deployed
being concessional in nature. Equity accounted for 41% of the
investments during the same period.

Our analysis of the market has identified several factors that
influence the scalability of off-balance sheet blended finance
instruments. These factors vary in their impact on the scalability
and replicability of blended finance. They are:

Scalability levers of off-balance sheet instruments

Risk mitigation capacity

The ability of the instrument to share and reallocate risks
effectively between private investors and the MDB.

Capital relief capacity

The ability of the instrument to offer capital relief to private
investors- particularly those subject to prudential solvency
regulations, such as banks and insurers- thereby reducing the
corresponding capital charge. This aspect is contingent upon
the acknowledgment from credit rating agencies (CRAs) and
supervisors of the instrument’s capacity to mitigate risks.

Resource efficiency

The level of resource utilisation and costs involved in the
set-up and maintenance of the instrument. Elements such
as gaining specific knowledge of project intricacies, finding
specialised expertise in local contexts, and managing capital
consumption can impose limitations for MDBs.

Outcomes measurability

The level of ease in evaluating and quantifying the impact
and effectiveness of the instrument. This can be challenging
due to the complexity of isolating its effects from other
contributing factors and the difficulty of accessing reliable
data.

Structure simplicity

The degree of simplicity and efficiency in establishing and
managing the instrument. Instruments that involve risk
data at a granular level, intricate legal and administrative
processes, complex negotiations, and elaborate financial
structures may present practical challenges and high
transaction costs.

Data quality and availability

The level of reliability and accessibility of the data required
for establishing and managing the instrument. Obtaining
accurate and comprehensive data, particularly in certain
sectors within emerging markets, can pose difficulties.

Degree of standardisation and track record

Level of standardisation, maturity, and successful track
record of the blended finance instrument among MDBs.
Instruments that have a proven track record of success in
blended finance are more likely to continue to experience
faster growth than those that have been used infrequently or
with limited success.
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Figure 3 illustrates the relative potential for scalability of off-balance sheet blended finance
instruments at the project (and fund) level. The instruments are ranked according to their scalability
potential, and evaluated based on each of the scalability levers mentioned above:

Figure 3: Scalability potential of various off-balance sheet blended finance instruments

at Project/Fund-level

Partial Credit
Guarantees (PCGs)

Partial Risk
Guarantees (PRGs)

Investment Grants

Technical
Assistance (TA)

Concessional
Subordinated Debt

Syndicated
Loans: A/B-Loan
Structures

Syndicated Loans:
Parallel Loans

Equity Participation
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PCGs show the highest potential in terms of risk mitigation capacity and capital relief, which is
dependant on CRAs and supervisors recognition. On the downsides, they are capital intensive
for MDBs, and risk-related data for specific sectors in EMDE can be challenging to obtain.
Structuring can be also complex and costly.

PRGs exhibit substantial potential for risk mitigation capacity and capital relief, although slightly
less than PCGs due to their narrower coverage of specific risks. PRGs face comparable
challenges to PCGs in their implementation.

Grants offer risk mitigation capacity but their impact on substantial capital relief is uncertain.
They can facilitate projects in challenging EMDE sectors and attract new investors as a
demonstration trigger. However, grants impose significant capital requirements on MDBs and
may lead to dependency on grant funding alone.

TA can be effective in mitigating risks under certain circumstances, although its primary
strengths lie in supporting capacity building, facilitating knowledge transfer, and enhancing
the appeal of projects. However, TA can be resource-intensive and challenging to measure its
impact accurately.

Concessional Subordinated Debt safeguards senior debtholders from potential losses and
attracts new investors. However, like grants, its impact on capital relief is uncertain, and it
imposes significant capital requirements on MDBs.

A/B Loans offer substantial risk mitigation and capital relief to B lenders by granting them the
same privileges as MDBs. However, they entail complexity in structuring and defining legal
terms and conditions for each lender involved.

A/B Loans provide risk mitigation and capital relief to B lenders, allowing them to adjust their
risk-return profile. However, they involve complex structuring and do not grant other co-lenders
the same privileges as MDBs.

Equity investments offer risk mitigation for investors and build credibility to attract new investors.
However, they impose significant capital requirements on MDBs and can introduce complexities
arising from ownership conflicts.

Scalability potential represented in Harvey balls scale - From “Not scalable” (O) to “Fully scalable” (.)
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Regarding on-balance sheet instruments, we have revised the previous scalability criteria, considering that the primary purpose of
this set of instruments is to enable private investors to engage in the capital structure of MDBs:

Scalability levers of on-balance sheet instruments

Expand capital base capacity

Degree in which the private investors can increase their
capital base with the aim of multiplying funds and increasing
lending capacity.

Mandate alignment

Degree in which private investors are aligned with MDBs’
mandate and objectives. Private investors might have
different agendas and preferences compared to MDBs’
traditional stakeholders.

Attraction potential

Capacity to attract private investors, who may expect a
level of return in line with the level of risk they undertake.
Striking a balance between meeting private investors’
return expectations and delivering MDBs’ mandate can be
challenging.

18| Scaling up blended finance

Structure simplicity

Degree of simplicity and efficiency in establishing and
managing the structure. Instruments that involve intricate
legal and administrative processes, complex negotiations,
and elaborate financial structures may present practical
challenges.

Degree of standardisation and track record

Level of standardisation, maturity, and successful track
record of the blended finance instrument among MDBs.
Instruments that have a proven track record of success in
blended finance are more likely to continue to experience
faster growth than those that have been used infrequently or
with limited success.




In the same way, Figure 4 illustrates the relative potential for scalability of on-balance sheet blended finance instruments. The
instruments are ranked according to their scalability potential, and evaluated based on each of the scalability levers mentioned

above:

Figure 4: Scalability potential of on-balance sheet blended finance instruments
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Senior Debt / Bond Issuance is a relatively simple and proven funding tool for MDBs, which only
requires board approval to proceed. On the downsides, bonds do not directly increase MDBs’
capital base, and private investors may seek higher yields than those offered by MDBs’ bonds in
the emerging markets where they operate.

Allowing private shareholders has high potential to expand the capital base and trigger leverage,
increasing lending capacity. However, integrating private shareholders required member’s
approval and reforming MDBs’ statutes. There are very few examples of MBDs that allowed the
inclusion of private shareholders.

Hybrid Capital has potential to expand the capital base and trigger leverage, increasing lending
capacity. In addition, it only requires board approval to proceed. Regarding the downsides, its
structure is more complex than a conventional bond. To date, AfDB is the only MDB that issued
a Hybrid Capital instrument.

Portfolio securitisation is an attractive source of liquidity and a way to offload risk of MDBs’
loan portfolios and attract private investors. However, securitisation of loans does not directly
increase MDBs’ capital base, and its structure can be intricate. Examples of MDBs securitising
loan portfolios are limited.

Portfolio mandates / Guarantees have significant potential to draw private investors due to the
guarantee’s ability to absorb losses and lower risks. However, they lack the ability to directly
expand the capital base of MDBs, and its replication beyond the EC and EIB within initiatives
like EFSI (or Invest EU) remains uncertain.

Credit Risk Insurances at portfolio or individual exposure level have potential to draw in private
investors, as well as low risk to alter MDBs’ mandate. On the downsides, they have no capacity
to expand the capital base of the MDB, and examples of MDBs that used credit risk insurances
on their loan portfolios are limited.

Scalability potential represented in Harvey balls scale - From “Not scalable” (()) to “Fully scalable” (.)
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If the world is to succeed in scaling up blended finance and realising its full
transformational potential, we believe there are four imperatives that must be

fulfilled:

When designing blended finance structures,

it’s vital to consider all of its potential forms —
ranging from pure grants that essentially reduce
the capital cost of a project and therefore
increase its returns on equity, to guarantees
provided either directly by the public sector or
MDBs. Those guarantees themselves can also
take different forms, from first-loss provisions,
to guarantees that run throughout the structure,
to various types of insurance or “partial risk
guarantees”. The effect is that the public sector
doesn’t guarantee the overall returns, but only
guarantees or insures against certain specific
risks materialising. And these risks would
usually be those associated with politics, the
public sector or regulation, in cases where the
state has not delivered on its promises.

Getting this right demands a joined-up
approach. Currently, when public sector parties

While MDBs simply lack the overall scale,
firepower and balance sheets to close the
infrastructure investment gap on their own,
they could do more to address some issues
that are inherent in their business models.

One of the biggest of these issues is an
incentive problem caused by their performance
management frameworks, which usually
centre on how much capital they deploy
annually from their own balance sheets rather
than how much capital they successfully
mobilise. While a handful of MDBs have moved
towards measuring and incentivising private
sector mobilisation, for most this is still an
afterthought. Also, rather than holding debt
forever on their balance sheets, MDBs could
move to an approach based on recycling of
capital. This means they would lend, guarantee
or support a project through the riskier early
phases, and then once it’s up and running look
to potentially sell down their exposure into the

are designing blended finance structures, they
often fail to consult with the private sector on
what works for it, and on which risks it is willing
to take on for what level of return. For example,
the private sector often doesn’t want to pay for
large, expensive guarantees that can reduce
the returns on the overall project. Instead,

it actively wants to take on certain types of
project-related risks because it believes it's
good at managing them. As a result, there are
some projects that are heavily guaranteed by
the public sector, but in a way that actually
deters private investors, because they don’t
feel they’re really putting their capital and
expertise to the best use. Public sector parties
should take such pitfalls into account when
looking to use blended finance to mobilise the
private sector.

institutional markets — thereby freeing up their
balance sheets to invest with impact into new
projects.

A further priority for MDBs must be to design
their blended finance products in a way that
better meets the emerging needs of institutional
investors and boosts the scale of investments.
Key to this will be moving away from the
current tendency to make each structure
tailored and bespoke, and instead making a
concerted effort to standardise and productise
blended finance structures to be more easily
accessible and implementable, resulting in
higher volume and lower transaction costs.

To achieve these outcomes, MDBs need to
work across the system to create a common
taxonomy for blended finance structures, and
reach agreement on key aspects like ratings,
impact reporting and regulatory relief. Greater
standardisation of structures will also help to
reduce uncertainty around pricing.



Despite the clear potential for blended finance to help fill the infrastructure investment gap

in EMDEs, efforts to use it to attract more private capital are currently being unintentionally
hampered by financial supervision and regulation. An overarching problem is that there are

no explicit banking regulations for infrastructure as an asset class in the Basel framework, an
absence that pushes up capital charges because risk weightings are not tailored to infrastructure
risk sensitivities. Furthermore, banking regulation only recognises comprehensive guarantees

as a source of capital relief. By contrast, other risk allocation structures — such as political risk
insurance for breach of contract, offtake guarantees, connection guarantees, and so on — are not
recognised in financial regulation and are therefore of less interest to the big project finance banks
seeking to optimise regulatory capital as Basel is implemented. By tightening the exposure rules
and capital and liquidity requirement, the Basel lll regulations for commercial banks and Solvency
I regulations for insurance companies are effectively disincentivising private capital from going
into development finance.

Additionally, project finance becomes more expensive under Basel IV, due to measures such
as its introduction of lower capital relief for those using their own (rather than standardised)
models. A number of large project finance banks have lobbied against the new Basel rules,
using anonymised industry data to show that project finance is less risky than other corporate
exposures. But to date regulators have resisted attempts to re-open the debate about whether
project finance and infrastructure should be a separate and distinct asset class for regulatory
capital purposes, with lower risk weights.

In terms of blended finance structures, regulators and supervisors have not yet given much
thought to how they might reflect them in their regulation and supervision. They need to closely
consider the types of guarantees and risk insurance that the public sector may provide, and the
extent to which risks that are specific to emerging markets are mitigated as a result. Where risks
really are mitigated, it should ideally be reflected in the capital adequacy measurements.

That said, a handful of policymakers globally are open to the idea of using banking capital
requirements regulation as an economic policy tool to incentivise investment in climate-related
assets — a concept termed “Green Supporting Factors”. A rare example of this idea being put into
practice is the EU Infrastructure Supporting Factor (ISF), which allows for a 25% reduction in risk
weights for bank infrastructure loans if — among other criteria — the underlying asset contributes to
specific environmental objectives. However, other regulators worry that the introduction of green
supporting factors might create new risks in the financial system.

Going forward, as regulators begin to transpose Basel lll into national laws, they have the
chance to consider a key opportunity: how — while maintaining a risk-based approach to capital
requirements — to link Basel llI’s 80% risk weight for so-called “High Quality Project Finance” to
projects that integrate climate risk considerations. This could be a first step towards creating a
regulatory environment that encourages rather than impedes blended finance.
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Time to create the future

As MDBs and regulators take the steps we've
proposed, the private sector itself needs to
play its part by moving proactively to design
new infrastructure financing structures. These
structures should allow for more interactions
and new types of arrangements between
project finance banks and institutional
investors, reflecting their differing skills and risk
appetites in relation to aspects such as post-
construction refinancing.

Crucially, the lending structures and financial
instruments being discussed and used today
are not new, but have often been around for
decades. The real change will be the banks
going back to their core capability and zeroing
in once again on deal structuring and risk
structuring at an early stage. This refocusing
is not only relevant to green finance projects
but can also apply to projects of any type

anywhere in the world. The reality is that banks
can and should use their credit skills and
balance sheets to support a project through

its riskier early phases, and then look to take

it off their balance sheet into the long-term
institutional finance markets. Again, this
philosophy is far from new.
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6.1 Annex 1: Off-balance sheet instruments at Project/Fund-level

Technical
Assistance

(TA)

Investment
grants

Partial Credit
Guarantees
(PCGs)

Description

Pros

Cons

Examples

Adaptable development
tool used throughout the
project life cycle, consisting
of dedlicated resources that
can be deployed at different
stages: prior to investment
(e.g., to develop a project
pipeline), during investment
(e.g., implementing reforms),
or after investment (e.g.,
providing operational
support)

¢ Supports capacity
building and knowledge
transfer: The involvement
of experts who possess
specialised knowledge and
expertise in the required
field stimulates knowledge
and skills transfer and
increases project efficiency,
quality and sustainability

Boosts project appeal:

It is frequently used with
other blending approaches,
such as a grant used to
offset the costs of TA
alongside the project. This
derisks the project and
attracts new investors

* Time- and resource-
intensive:
TA can be resource-
consuming and costly
as it requires a deep
understanding of the project’s
intricacies. Also, finding the
precise expertise on highly
specific subjects within a
local context can be a limiting
factor

Difficulty in measuring
long-term impact:
Evaluating and quantifying
the impact of TA can be
challenging due to the
absence of immediate results
and the difficulty in isolating
the effects of TA from other
factors

¢ IFC’s Green Bond Technical
Assistance Program (GB-TAP):
Launched in 2018 by the IFC, GB-TAP
aims to stimulate the volume of green
bonds by training banks in EMDE and
setting quality standards and best
practices across the industry®

The Project Preparation Special
Fund (PPSF): Established in

June 2016 by the AlIB, the PPSF
was created to provide technical
assistance grants to support high-
quality bankable projects’

The global Infrastructure Facility
(GIF):

A G20 initiative aimed at boosting
private investment in sustainable
infrastructure, by providing, among
other services, TA to EMDE
governments in identifying and
defining an infrastructure project or
program

Non-repayable funds used to
fill funding gaps, particularly
useful for commercially
challenging projects with high
socio-economic returns. The
main objective of investment
grants in blended finance

is to incentivise private
sector participation by
mitigating risks in challenging
environments and improving
the financial viability of
projects.

Unlocks financially
challenging projects:
Grants help to mobilise the
private sector by mitigating
risks for investors, ultimately
helping to gain access to
capital that may not have
been available through
traditional channels

Triggers a demonstration
effect:

An initial grant signals

the project’s viability and
attracts new investors

Can disincentivise private
sector participation:

If a grant provides a
significant portion or the
entire funding of a project,
it can create dependency
on the grant funding and
crowd out private sector
involvement

¢ Budget constraints:
MDBs typically have limited
budget allocated for grants,
and they must strategically
prioritise their allocation

The Cohesion Fund from the EC:
Provides support predominantly
through grants to EU countries with a
gross national income per inhabitant
below 90% of the EU average®

African Development Fund Grants:
ADF provides grants to eligible
countries based on a predefined
criteria. Countries can be classified as
grant recipients, recipients of a 50/50
combination of loans and grants, or
loan recipients®

Financial instrument that acts
as a credit enhancement
mechanism for debt
instruments (e.g., commercial
bank loans, capital markets
debt instruments or bonds)
where the MDB covers

the non-payment by the
borrower or issuer on the
principal and interest of the
loan or bond up to an agreed
amount, typically covering
100% of the debt service
payment

Reduces risk profile and
provides capital relief:
Reduces the risk profile

of an investment, allowing
private investors to free
up and mobilise additional
capital

Improves credit quality:
PCGs enhances the credit
profile of the project,
allowing borrowers to gain
access to new creditor
groups (e.g., investment
grade investors)

e Serves as a liquidity
backstop: Can prevent
temporary liquidity issues

Complex to structure:
Requires evaluating risks,
creditworthiness of the
borrower, potential losses,
legal considerations, and
expertise on both sides of the
financing relationship

Under-recognised for
capital relief: Not fully
recognised by regulators
and CRAs in terms of their
potential for de-risking the
investment

Capital intensive for MDBs:
While financial institutions
generally find it appealing,
providing PCGs is capital
intensive for MDBs

AfDB PCG to Egypt:

In May 2023, AfDB approved
US$345mn in PCGs to support
funding for green bond and social
initiatives in Egypt, enabling the
country to raise USD 500mn™

ADB PCG to a project in
Philippines:

In 2019, ADB covered a US$240mn
green bond issuance in the
Philippines for a geothermal plan with
Us$180bn PCG™"

6. https://www.ifc.org/wps/wem/connect/a40d7 cec-439b-4adc-8eb5-3edab24c0836/13520+IFC+GB-TAP+Brochure+%28final %29.

pdf?MOD=AJPERES&CVID=nudEjo8

7.  https://www.aiib.org/en/what-we-do/special-funds/project-preparation-special-funds/index.html

8.  https://single-market-economy.ec.europa.eu/industry/strategy/hydrogen/funding-guide/eu-programmes-funds/european-regional-

development-cohesion-fund-react-eu_en

https://www.afdb.org/en/projects-and-operations/financial-products/african-development-fund

10.  https://www.afdb.org/en/news-and-events/press-releases/egypt-african-development-bank-approves-345-milion-partial-credit-
guarantees-bolster-funding-green-and-social-initiatives-61277

11.  https://www.adb.org/what-we-do/private-sector-financing/quarantees
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https://www.adb.org/what-we-do/private-sector-financing/guarantees

Partial Risk
Guarantees
(PRGs)

Syndicated
Loans:
A-Loan/
B-Loan
structures

Syndicated
loans:
parallel loans

Description

Pros

Cons

Examples

Financial instruments aimed
at providing coverage to
most forms of debt (e.g.,
commercial bank loans,
capital markets debt
instruments or bonds) against
political risks, including
transfer and convertibility
risks, breach of contract,
expropriation, or political
force majeure risks (i.e., four-
point cover)

¢ Reduces risk profile and
provides capital relief:
Reduces the risk profile

of an investment, allowing
private investors to free up
capital and increase their
lending capacity
Improves credit quality:
PCGs enhances the credit
profile of the project,
allowing borrowers to gain
access to new creditor
groups (e.g., investment
grade investors)

e Complex to structure:
Requires evaluating risks,
creditworthiness of the
borrower, potential losses,
legal considerations, and
expertise on both sides of the
financing relationship

Commercial risks not
covered:

Unlike PCGs, PRGs do not
cover the commercial or
credit risks of a project but
only the political risks

Under-recognised for
capital relief:

Not fully recognised by
regulators and CRAs in terms
of their potential for de-
risking the investment

¢ MIGA's instruments:
MIGA provides various political
risk insurance guarantees to global
investors and lenders, aiding them
with non-commercial risk mitigation.
Coverage varies by product and
terms, encompassing risks like BoC,
T&C Restriction, Expropriation, War &
Civil Disturbance, and NHFO™

¢ AfDB Group PRG for a power plant
construction in Kenya: In 2014,
AfDB provided a 15-year PRG of
€20mn, being the first PCG provided
by the ADF'®

¢ ADB PRG to the private sector: In
2019, ADB approved a US$150mn
4-point cover PRG to a private sector
off-taker for the construction of a
combined-cycle gas power plant in
Indonesia'™

Loan syndication structure
involving the participation of
multiple lenders. The MDB,
who acts as the lender of
record in such transactions,
extends a loan to a borrower.
Part of this loan is retained
by the MDB (A Loan tranche)
and the rest is sold to
eligible private lenders (B
Loan tranche). All lenders
are under the same loan
agreement and generally
share the same rights and
obligations

¢ Private lenders benefit
from MDBs’ privileges:
Private lenders benefit
from MDBs’ PCS, tax
exemptions, and legal
immunities. This reduces
the cost of capital and the
risk profile of the project,
providing capital relief to
the B lenders

¢ Operational efficiencies:
MDBs acting as the
lender of record reduces
operational risks for both
borrowers and private
lenders, while providing the
added benefits of MDBs’
expertise in transaction
structuring and appraisal
skills, leading to time and
cost savings.

Complex to structure:
The involvement of
multiple B lenders
increases operational
complexity in terms of
legal, administrative, and
negotiation aspects

Uncertain level of PCS
extension to B Lenders:
The private nature of

B Lenders introduces
uncertainty regarding their
level of eligibility for the
extension of PCS and other
privileges

IFC’s Master Cooperation Agreement
(MCA): Launched in 2008, the MCA
provides a streamlined way to obtain
loans from multiple DFls at once, with
the IFC as the lead arranger. To date,
over USD 10bn in loans have been
issued under this framework'®

Loan syndication structure
involving the participation of
multiple lenders. The MDB
acts as the lead arranger and
each private lender provides
a parallel financing tranche.
While all co-lenders agree to
a common set of terms with
the borrower, they may opt
to establish a supplemental
loan agreement to address
distinct terms specific to
their loan tranche

¢ Operational efficiencies:
Since the MDB acts as
the lender of record,
this reduces the risk
of operation for both
the borrower and the
private lenders. It also
offers private lenders
the advantage of MDBs’
expertise in transaction
structuring and appraisal
skills, resulting in significant
time and cost savings

Adaptability to each co-
lender needs:

Co-lenders have certain
flexibility to negotiate
distinct loan terms for their
loan tranches, ultimately
attracting new investors
with different risk-return
profiles

No extension of MDBs’
privileges to private co-
lenders:

Unlike A/B Loans,
commercial lenders do not
benefit from the MDBs’
PCS, privileges, and legal
immunities.

Complex to structure:
The involvement of
several co-lenders under
the same umbrella
increases operational
complexity in terms of
legal, administrative, and
negotiation aspects

¢ I[FC B Loan program:
Created in 1959 by the IFC, it is
now the market standard. IFC’s
syndication programs have
mobilised over US$50bn in more
than 90 countries, with nearly 200
commercial banks eligible for IFC’s B
Loan program

¢ ADB Parallel Loan to a wind power
project in Laos:
In March 2023, ADB extended a
loan to a wind power company in
Laos for US$692mn, comprised of
US$382mn in parallel loans from
several private and public co-
lenders, among other sources'®

12. https://www.miga.org/what-we-do

18. https://www.afdb.org/en/news-and-events/first-adf-partial-risk-guarantee-approved-in-kenya-for-largest-african-wind-power-

project-12324

14. https://www.adb.org/what-we-do/private-sector-financing/guarantees

15.  https://www.ifc.org/wps/wem/connect/topics ext content/ifc_external corporate_site/syndications/sa-product/parallel-loans/mca

16. https://www.adb.org/news/adb-signs-loan-first-cross-border-wind-power-project-asia-first-plant-lao-pdr-and-largest
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Equity
participation

Subordinated

debt

Description

Pros

Cons

Examples

Direct or indiirect financial
investment from an MDB
into a transaction, project
vehicle, or company in
exchange for a partial
ownership in the form of
common shares, preferred
stock, or convertibles. An
equity participation often
combines larger financing
package that may also
include loans or guarantees

o Strategic alignment:
Enables MDBs to own
and align their investments
with their development
priorities, ensuring direct
influence over the project
direction

Minimises investor

risk and entices new
participants: Early-
stage equity investments
by MDBs into high-

risk projects serve to
establish a record of
reliability, fostering trust
and credibility among
potential investors. In
addition, MDBs might
agree to bear initial losses
in the investment, thereby
reducing project risk and
drawing in more investors

¢ Higher risk compared to
debt participations: Equity
holders have a residual
claim on the project’s assets
and earnings, increasing
risk and capital charge. If
the project goes bankrupt,
equity holders are the last to
be repaid.

Potential for misalignment
between MDBs’ mandate
and other project
shareholders:

Conflicts may arise
between MDBs and private
stakeholders, as the latter
may prioritise financial
returns over the mandate of
MDBs

¢ ADB equity investments
commitment: In 2019, ADB
committed to US$1.8 bn in private
sector equity investments through 67
investments during the 2006-2017
period'”

¢ |FC equity investments:
The IFC equity investments usually
involve a participation between 5%
and 20% of the target company’s
equity. In 2019, equity investments
accounted for about US$1.0bn of
commitments'®

Form of debt that is
characterised by its lower
interest rate, which is
typically offered below the
prevailing market rates. It
holds a lower priority than
senior debt but maintains a
higher ranking than ordinary
shareholders in the event of
liquidation

Acts as a protection
mechanism for senior
debtholders:

By absorbing losses in case
of default, subordinated
debt helps protect senior
lenders, improving their risk
profile. This risk-sharing
mechanism can make

the project or investment
more attractive to new
commercial lenders

¢ High capital charge for the
MDBs:
The MDB takes a higher risk
as in the event of default,
requiring a larger capital
charge to account for the
increased risk exposure

¢ AfDB subordinated bond to MCB:
In March 2023, AfDB approved a
US$147mn in subordinated debt
to Mauritius Commercial Bank
(MCB), in the form of a Basel lll Tier
2 bonds™

¢ EBRD subordinated loan to Banque
du Caire:
In January 2023, EBRD and the
British International Investment
provided a US$100mn subordinated
loan to support the growth plans of
Banque to Caire®

Investment vehicle that
aggregates capital from
different private and public
investors, and is specifically
designed to address climate-
related challenges. The
capital raised can be used to
fund several of the project-
level instruments described.
This category includes debt
and equity funds, as well as
funds-of-funds

Remove risk from MDBs’
balance sheet:

It serves as a method

for MDBs to eliminate

risk from their balance
sheets, enabling them to
release capital and direct
it towards other lending
opportunities

Collaboration and
partnership:

Enhances collaboration
between MDBs and
institutional investors
seeking to engage

in climate-related
investments and incentives
knowledge transferring

* Resource-intensive for
MDBs:
Establishing and operating
funds can be a demanding
and time-consuming
process, involving raising
funds and navigating
intricate legal and regulatory
frameworks

Limited control and
conflicts of interest:
Private investors’ interests
may not be fully aligned
with the the development
mandate objectives and
mandates MDBs

* Amundi Planet Emerging Green One
(EGO) Fund

¢ HSBC Real Economy Green
Investment Opportunity Global
Emerging Market (REGIO) Fund

¢ BlackRock Climate Finance
Partnership (CFP) Fund

¢ |LX Fund SDG-Focused Emerging
Market Credit Fund

¢ Agri3 Fund

17.

19.

20.

https://www.adb.org/sites/default/files/evaluation-document/52157 1 /files/psei-redacted. pdf

. https://www.ifc.org/wps/wem/connect/CORP_EXT Content/IFC External Corporate Site/Solutions/Products+and+Services/Equity

https://www.afdb.org/en/news-and-events/press-releases/african-development-bank-approves-147-milion-subordinated-debt-
mauritius-commercial-bank-bolster-capital-base-and-drive-loan-portfolio-growth-60078

https://www.ebrd.com/news/2023/ebrd-and-british-international-investment-provide-us- 100-million-subordinated-loan-to-banque-

du-caire.html
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6.2 Annex 2: On-balance sheet instruments

Senior debt
/ bond
issuance

These bonds are highly
appealing to a wide array of
institutional investors such
as pension funds, sovereign
wealth funds, insurance
companies and central
banks, as well as private
investors

rated and low-risk
investments due to their
strong financial profile and
PCS

* Provides diversification:
MDB bonds provide
sectorial and geographic
diversification to investors.
They allow investors to
align their portfolios with
their net-zero goals, while
maintaining a low risk
profile

¢ Innovative and demand-
driven:
MDB bonds offer
purposeful investments
in line with market trends
(e.g., green bonds and
social bonds), as well as
the potential for alignment
with the novel sustainability
regulations

offer lower returns and
limited capital appreciation
compared to higher-risk
investments

¢ MDBs’ capital adequacy
constraints:
Excessive bond issuance
may negatively impact
MDBs’ creditworthiness and
its credit rating

¢ Member country’s
consent:
MDBs may require the
approval from their member
countries to issue bonds,
who may have varying
opinions or preferences
regarding the scale and
timing of bond issuances

Description Pros Cons Examples

MDBs generally raise senior | * Provides stability and ¢ Limited returns and upside ¢ AfDB’s “Fight Covid-19” Social
debt by issuing bonds that safety: potential: Bonds: Launched on March 2020 for
are considered low risk. MDB bonds are highly MDB bonds typically a value of US$3bn, it was the world’s

largest USD-denominated social
bond at time of issuance?'

¢ EIB’s “Climate Awareness
Bonds” (CAB) and Sustainability
Awareness Bonds (SAB):
First launched in 2007, it was the
world’s first green bond. In 2022, EIB
was close to US$50bn of CABs and
USD 9bn in (SAB)?

Direct or indirect financial
investment from a private
organisation into an MDB

in exchange for a partial
ownership in the form of
common shares. However,
MDBs do not generally allow
private organisations into
their shareholding structure

¢ Provides additional
capital:
Private shareholders could
inject additional capital into
MDBs

* Diversification for private
investors:
Presents an opportunity
for private investors who
are looking to increase the
proportion of ESG-related
assets in their portfolios

* Unlocks new
opportunities:
MDBs could benefit from
private organisation’s
extensive networks,
expertise and innovation,
facilitating access to new
partnerships, business
opportunities, and sectors

¢ Enabling Private
Shareholders in MDBs:
Allowing private
shareholders into MDBs
requires member countries’
approval

¢ Conflicts of interest:
Private shareholders’
interests may supersede the
development objectives and
mandates MDBs. This raises
concerns about their status
as genuinely multilateral
institutions, the preservation
of their privileges, and can
undermine the legitimacy of
these institutions and affect
public perception

¢ Regulatory considerations:
Integrating private investors
would require adapting the
current regulatory and legal
frameworks for MDBs

¢ EIF private shareholders:
EIF has 10.5% of its authorised
capital held by financial institutions
from the EU, UK, and Turkey?®

¢ TDB non-governmental

shareholders: The Trade and
Development Bank (TDB) currently
provides non-governmental equity
shares with voting rights to several
institutional investors, and is also in
the process of developing non-
voting capital shares in the form of

green equity®*

covid-19-social-bond-34982

6.8bn%20in%202020

. https://www.afdb.org/en/news-and-events/press-releases/african-development-bank-launches-record-breaking-3-billion-fight-

. https://www.eif.org/who_we_are/shareholder/index.htm

. https://www.eib.org/en/OLD-investor_relations/cab/index.htmit: ~:text=CAB%Climate %20Awareness %20BondsQissuance.0f%20

. https://www.tdbgroup.org/wp-content/uploads/2023/04/TDB-FS-December-2022-Signed-FS.pdf
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Hybrid
Capital (HC)

Portfolio
securitisation

Description

Pros

Cons

Examples

HC instruments normally
take the form of Hybrid
Bonds, which are
subordinated fixed-coupon
bonds with a perpetual (or
very long) maturity and a call
date between 5 to 12 years
after issuance, where the
issuer can choose to redeem
the bond.

According to S&P
methodology, hybrids lose
their “equity content” after
the first call date, which is
the reason why they are
usually redeemed before
that point.

¢ Strengthen credit rating:
HC instruments can
help improve MDBs’
capitalisation ratios, having
a positive impact into their
credit rating

Increases lending
capacity:

CRAs may fully or partially
recognise HC as equity.
This “equity credit” can

be leveraged with, for
example, senior bonds to
multiply the Bank’s lending
capacity

Low governance barriers:
HC arrangements only
require board approval,
while other forms of
increasing equity, such as
adding new shareholders,
require approval form
member countries

Dependency on CRAs:
CRAs’ methodologies to
assess HC are subject to
change, and any revisions
can influence how HC is
recognised

Complex structural design:
As proved with AfDB’s HC,

it is complex to structure as
they combine features of
debt and equity

Inability to not redeem the
bond at the first call date:
If the issuer faces
unfavourable financial
conditions, it may be unable
to redeem the bond at the
first call date. In such a
scenario, the fixed coupon is
adjusted to a lower floating
coupon rate, which may
prompt investors to sell

the bond in the market and
lower its price

¢ AfDB’s HC issuance:
AfDB is aiming to issue a perpetual
hybrid instrument that earns 100%
“equity content” from S&P and Fitch.
The Bank expects to leverage its
equity credit by three to four times
via senior bonds®

BOAD’s HC Issuance:

The West African Development Bank
(BOAD) planned to issue a 60.75-
year, non-call 5.75% hybrid bond
Ba1 rated by Moody’s, with 75%
equity credit. However, the issuance
has been postponed due to market
conditions?®

A financial mechanism
that involves the pooling of
usually illiquid assets (e.g.,
loans) into a package that
is then sold to investors as
securities. The investors that
purchase the repackaged
securities receive the rights
to claim the cash flows
generated by the pool of
original assets

Risk sharing and freeing-
up of capital:

Portfolio securitisations
enable MDBs to offload the
risk associated with their
securitised loan portfolios
onto investors, liberating
capital and expanding their
lending capacity

Source of liquidity:

By selling the securitised
assets, MDBs can convert
long-term illiquid assets
(i.e., loans) into cash,
improving their liquidity
ratios

Diversified funding
sources for private
investors: Presents an
opportunity for private
investors who are looking
to increase the proportion
of ESG-related assets in
their portfolios

Highly complex and costly:
Securitisations are intricate
and costly due to the need
for deep understanding of
the assets involved, hedging
of risks, and appropriate
structuring and pricing,
along with the complexities
of the underlying legal and
financial framework. It can
also be difficult to find
suitable investors who are
willing to accept the risk and
return profiles of the assets

Data quality and
availability:

Reliable data on the
underlying assets (e.g.,
default risk, payment history)
for some specific sectors

in emerging markets is
challenging to obtain

Tranche’s rating by CRAs:
The lack of reliable quality
on the securitised assets
together with the complexity
of the transaction may pose
challenges to CRAs when
rating the tranches

FC MCPP:

Through IFC’s Managed Co-Lending
Portfolio Program, the IFC offers

its balance sheet as a vehicle for
connecting institutional investors
EMDE borrowers. MCPP investors
and IFC agree on a loan portfolio
that they invest in through structures
similar to an index fund

AfDB R2R Portfolio Securitisation:
In 2018, AfDB structured a synthetic
securitisation of a US$1bn non-
sovereign infrastructure loan portfolio
under its R2R transaction, liberating
around UA 500bn. AfDB held the
junior and senior tranches, while
Mariner Investment and Africa50
offered mezzanine credit protection®”

IFC US$400mn private loans
securitisation:

In 2018, the IFC securitised a
US$400 million loan portfolio from
73 private companies across 11
developing nations, marking the first
public offering of such loans in global
financial markets®

25. https://www.afdb.org/en/news-and-events/interviews/leveraging-power-special-drawing-rights-how-developed-countries-can-help-

boost-africas-development-51910

26. https://www.globalcapital.com/article/2a22de9s 1eeinzs7Icdfk/emerging-markets/boad-mandates-for-rare-supranational-

subordinated-deal
27. https://www.afdb.org/en/news-and-events/african-development-bank-and-partners-innovative-room2run-securitization-will-be-a-

model-for-global-lenders-18571

28. https://pressroom.ifc.org/all/pages/PressDetail.aspx?ID=19559
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Portfolio
mandate /
Guarantees

Credit risk
insurance

Description Pros Cons Examples
Arrangement where a single | ® Capacity to mobilise e Complexity in structuring: = ¢ The European fund for strategic
mandator agrees to cover additional capital: Managing portfolio investments (EFSI):

a portion of the losses on a
portfolio of loans, acting as a
form of credit enhancement,
and providing a layer of
protection against potential
losses from defaults in the
loan portfolio

By reducing the risk profile
of an investment, MDBs
can leverage additional
capital from private sector
investors

Risk mitigation capacity:
By covering part of the
losses of an investment,
the guarantee acts

as a from of credit
enhancement and provides
protection against potential
losses arising from the
asset defaulting

mandates require clear
contractual agreements
about how losses are
shared when the mandator’s
commitment is triggered

Difficult to replicate:

Very effective when
deployed by the EC / EIB
under EFSI, but not certain
if the structure would work
elsewhere

Lack of recognition by
CRAs:

Not fully recognised CRAs
in terms of their potential for
freeing up capital and their
impact on credit ratings

EFSI provides EU guarantees that
help to take on some of the risks
associated with the activities carried
out by the EIB, allowing it to fund
higher-risk projects. The €21 billion
fund is expected to leverage a 1:15
multiplier, generating approximately
€315 billion in new investments.
EFSI’s success led to InvestEU, its
successor with similar objectives and
mechanics.

Financial product that banks
use to manage and mitigate
the risks associated with
lending by, for example,
limiting sectorial and
geographic concentration in
their loan portfolios. It can
be done at the portfolio level
or at the level of individual
exposure

Risk mitigation and credit
enhancement:

Provides protection against
the risk of non-payment

or default by borrowers.

It helps to limit exposures
that could penalise the
investor in terms credit
rating and capital charges
Diversification:

Allows to diversify the
Bank loan portfolios
across industries and
regions without exposing
themselves to excessive
concentration risks

Costly and complex:

Due to the wide range of
risks covered, actuarial
calculations, policy terms,
underwriting considerations,
and regulatory compliance,
it involves a high level of
complexity

Dependence on Insurance:
Overreliance on the
instrument could potentially
weaken a bank’s internal risk
management processes, as
it might encourage banks to
underestimate risks.

e AfDB R2R NSO:
In 2018, within AfDB’s Room To
Run BSO initiative, the bank and
African Trade Insurance Agency
(ATI) accomplished a US$500 million
credit insurance deal. This deal
provided coverage for a segment of
the bank’s non-sovereign operations
portfolio in Africa.
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